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BIS Bank for International Settlements

BPMS IMF Balance of Payments
Manual {5th cdition)
c.if cost, insurance and freight at
the importer's border
CP1 Consumer Price Index
ECB European Certral Bank
LEA European Economic Area
EER effective exchange rate
EMI European Mongtary Instituie
EMU Econemic and Monetary Union
ESA 95 European System of Accounts 1995
ESCB European System of Central Banks
LU European Union
ELUR Luro
fo.b. free on board at the exporter’s border
GDP gross domestic prodoet
HICP Harmonised Index of Consumer Prices
1LO International Labour Orpanization
IMF Intcrnational Monclary Fund
MF1 monerry financial institution
NCD national cenwal bank
OECD Drpanisation for Econemic
Co-operation and Development
PPL Producer Price Index
ULCM unit labour costs in munufacturing

In aecordance with EU' practice, the EU Member
States are listed io this report  wsing  the
atphabetlcal order of the country pames lo the
national languages.

Unless stated otherwise, all references In this report
o Treaty article numbers reflect the numbering in
effect since the Treaty of Lisben entered into force
o0 1 December 2009,






In 2010 monelary policy eperaled in an
environment characterised by the economic
recovery in the euro area on the one hand and
a persisience of tensions in financial markcts
on the other. The recovery in the real ecenomy
during 2010 tuened out to be somewhat
stronger than expected. This was panly
related to the recovery in the world economy,
but domestic developments alse contributed
te the prevailing pesitive momentum. Overall,
euro area real GDP inereased by around 1.7%
in 2010, following a decling of 4.1% in 2009.
As regards prices, inflation rates increased
in the course of 2010, mainly reflecting rises
in global commodity prices. At the same time,
underlying domesiic inflationary pressures
remained  moderate.  As & consequence,
the averapge annual inflation raic rosc to 1.6%
in 2010, up from 0.3% in 2009

In this environment, in 201¢ and early 2011
the Governing Council kept the rate on the

the historically low level of 1% that was set
in May 2009 This was consistent with its
assessment that the medium-term eutlogk for
inflation remained in line with price stability
in 2010. More favourable growth expectations
and shori-term inflation dynamics were thus
not seen as threatening price stability in the
medium term, Moncy and credit developments
confirmed the assessment that inflationary
pressures beyond Lthe short term should remain
gontaingd, Inflation  cxpectations  remained
fimly anchored in line with the Governing
Council’s aim of keeping inflation rates
below, but closc to, 2% over the medium term.
This reflects favourably on the high degree
of credibility of the ECB's monetary policy.

With regard w the non-standard monetary
policy measurcs taken try the Eurosystom in
response to the financial crisis, improvements in
financial market conditions in 2009 and the first
few months of 2010 allowed the ECB (o reduce
its intermediatien role. Acute financial tensions
resurfaced in May. These developments could
be interpreted a5 resulting from growing market
concemns about the suswinability of public
finances, espectally in Greece, with clear signs of
contagion affecting other cure arca govemment
bond markets. Liguidity in these segments
of the euro secondary debt market dried up.
Moreover, rating revisions and price declines
implied frequent margin calls and the downward
revaluation of the assets of the banking system,
leading to sudden and sharp reducticns in the
value of banks’ collateral. Eventually, private
repurchase agreement markets were affocted,
Money markel spreads widened again, while
volumes in the overnight sepment declined,
bid-ask spreads widencd, and the covered bond
market, as well as the corporate bond marker, was
affected. In response, the Governing Couneil
reintroduced some non-standard measurcs that
had already been phased out or were scheduled
to be phased gut, In particular, the Eurosystom
decided to maintain the fixed rate tender
procedure with full allotment in the regular

main refinancing  operations  unchanged  at
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Lk omth longer-term refi ing opcrations



for the period from end-May to end-December,

The reform of the framework for crisis

and announced a new six-month refi 2
operalion with full ailetment that took place in
May. Moreover, the lemporary liguidity swap
lines with the US Federal Reserve System
were alsg resumed and 2 Sccuritics Markelw
Programme was launched. This propramme
has enabled the Euresystem to intervens in
bond markets Lo help reslore a more appropriate

prey and  resolution
gained momentumn in 2010, This reform aims
at implementing an EU policy coordination
framework and enhancing the EU’s repulatory
framewerk. The ECB has actively contributed
to this work and Lhe Curosystem supponed the
development of an EU resalution framewsrk.

lion,

functioning of the v policy tt
mechaniam in the case of dysfunctional market
segments. The liquidity elTects stemming from
these purchases have been fully neutralised by
weekly liquidity-absorbing operations.

Regarding financial reform, significant steps
were underizken in 2010 to increase the
resilience of the financial sector. At the global
level, the ambitfous apenda agreed upon
by the (20 minisiers and povernors gave
the impetus for the milestones achieved.
The aprecment reached by the Basel Committee
and approved by the Group of Governors and
Heads of Supervision on the Basel [[] package
constitutes a substantial strengthening of the
capital and liquidity requirements for banks,
forming a comnerstone of the new prudential
framework. The ECB fully supporis the new
framework and is of the view that the agreed
pradual  implementation of the Basel IH
package should be a key priority.

Another  important  strand  of wotk  for
strengthening the resilience of the financial
system has been the work by the Financial
Stability Board in developing an integrated
framework to reduce the risks and extemnalitics
associaled  with  systemically  important
financial institutions. The ECB, being a
member of the Financial Stability Board,
considers it imporntant that a proper framework
is developed that cosures a2 high degree of
imemational consistency, thus promoting a
level playing field and minimising the risk of
regulatory arbilrage.

The cstablist of the European Systemic
Risk Board (ESRB) on 16 December 2010
marked a2 majer milestone in terms of Europe
learning lessons from the crisis, The ESRB will
candugt macro-prudential oversight in the EU,
identify, assess and priorilise systemic risks,
and issue warnings and recommendations under
an “agt or explain” regime. Together with the
new European Supervisory Authorities (ESAs)
and the natignal supervisery authoritics, the
ESEB forms pan of the new European System
of Financial Supervision (ESFS). The ECB
ensures the Sccretariat of the ESRB and
provides the ESRB with analytical, statistical,
logistical and administretive suppon. The
preparaiory work for the ESRB at the ECB
stanied with the setting-up of the ESRB
Preparatory Secretariat on 1 March 2010,
The decisipn-making body of the ESRB held
its first meeting on 20 January 201 1.

The ECB continued to contribute to the key
policy and regulatory initiatives aimed at
cnhancing the stability of financial market
infrastructures, in  pamicwlar as  regards
over-the-counter derivatives. In April 2010
the ECB published a report on the lpssons
learned from the financial crisis with regard to
the functioning of European financial market
infrastruciares.  Furthermorg, an assessment
of systemically imporant payment systems
conducted by cenlral banks showed 1hat
busingss continuily and crisis ¢communication
arrangeinents are ined at high dard
by the respeclive system operators. In addition,
the ECB continued to act as a catalyst for private
sector activities by facililating collective action.
With regard (o the Single Eure Payments Arca
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(SEPA), the ECB strengly supponied the work
of European lepislators to create the necessary
momenium Lo complete the SEPA  project.
The envisaged regulation establishing end
dates for the migration to SEPA, under which
the usage of national payment instruments will
be discontinued, is key to ensuring Lhe timely
ang smooth adoption of SEPA.

In the field of ceniral bank services, the
Eurosystem operales the large-valug payment
system TARGET2. The single platform of
TARGET2 facilitates the real-time pross
settlemnent of ransactions in eure and cnables
23 EU central banks and their respective
user comminities to benefil from the same
comprehensive advanced  servieps.
Substantial progress was made in 2010 on
the Ewrpsystem's programme for a new
multi-currency securities settlement selution
called TARGET2-Securities {T2S). Key policy
issucs were advanced or finalised during
the year, with, for example, the decision on
the pricing policy and the establishment of a
govemance framework laying down the ways
in which the Euresysten, non-suro area central
banks, cenual securitics  depositories  and
market participants will be ablc to participate in
the futere development and operaticn of T28.
Work also propr d on the establisl of

and

relation w the ESRB Secretariat and support
for the ESRB more generally. The members of
stall of the ECB come from aft 27 EU Member
Swates and are recruited by means of open
selection campaipns to fll vacancies published
on the ECB’s wobsite. In line with the ECB™s
mobility policy, 204 members of staff’ moved
internally to other positions in 2010, while
eight members of staff were seconded w other
otganisations for external work experience and
36 were granted unpaid leave to study or take
up employment with other organisations or for
personal reasons, The continucus acquisilion
anil development of skills and competencies by
all members of staff remained & cornerstone of
the ECB's human resources strategy.

Developments related to corporate culture
focused on diversity and professional gthics.
The ECB is fully committed to diversity and
has made its policy public. An enhanced Ethics
Framgwork for the members of staff of the
ECB entered into force in 2010,

The ccremonial laying of the feundation
stone on 19 May 2010 marked the official
start of the main construction works for 1he
new ECB p At the beginning of 2010
the respective public tender procedures were

a single platform (CCBM2) for Burosystem
collateral mobilisation. This system, which
is planned to go live in 2013, will allow
the Eurosystem 1o provide efficient and
cost-optimised collateral management  and
¢nhanced liquidity management scrvices to
Eurosystem counterparties.

EET)

Turning lo organisational issues, the ECB had
1,421.5 full-time cquivalent positions at the
cnd of 2010, compared with 1,385.5 positions
at the ond of 2009, The increase is mainly
due to the new tasks assigned to the ECB in
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fully finalised and the conumets for
waork representing around 80% of the calculated
construction costs were awarded within the
envisaged budget. The completion date for the
new premises is scheduled for the end of 2013,

Rugarding its financial accounts, the ECB camed
a surplus of €]1.33 billion in 2010, compared
with a swplus of €222 billion in 2009, The
Croverning Couneil decided to gansfor, as at
31 December 2010, an amount of £€1.16 billion
to the provision for forcign exchanpe rate,
inigrest tale, credil and gold price risks, therchy
increasing it 1o il ceiling of €518 billion,
which was the value of thc ECB’s rcapital
paid up by the euro area NCBs as at that date,



The size of this provision is reviewed annually.
The ECB's net profit For 2010, following the
transfer to the provision, was €170 mitlion.
This amount was distributed to the euro area
MCBs in propotion to their paid-up shares in
the ECB's capital.

Frankfurl am Main, March 2011

Jean-Claude Trichet
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In 2010 the Eurosysiem was once again faced
with a wvery challenging environment, with
rengwed lensions in fnancial markets. Severe
stress was observed in some euro area bond
markets, paricolarly frem May 2010, reflecting
the sovercign debt crisis. On the positive side,
the outlock for inflation remained moderate, with
neither deflationary nor inflationary  prossures
over the policy-relevant horizen. HICP inflation
increased pradually over the year and stood at
1.6% on average in 2010, agatnst 0.3% in 2009,
Developments  in economic  growlh  were
relatively favourable in 2010, especially taking
inty account the severe coonomic downtum in
2009, with dawa releases and surveys in the course
ofthe year generally indicating a somewhal better
coonomic performancs than had been expected.
In this environment, the Governing Council
viewed Lhe accommodative monetary  policy
stance a5 appropriate and therefore left the key
ECB intetest rates unchanged at the historically
low levels that they reached in May 2009, The
interest rate on the main refinancing operations
sood at 1.00% throughout 2010, the rate on
the deposit facility at 0.25% and the rate on the
marginal lending facility at 1.75% (see Chant 1),

intensified following the collapse of the
US financial instimion Lehman DBrothers
on 15 Scptember 2008, some key dates
introducing a new phase of the financial crisis
can be highliphted (see Chan 23,

Positive develog in the functioning of
the money market in the course of 2009 paved
the way for some of the non-standard measueres
tken Lo enhance the Tunctioning of the monclary
policy transmission mechanism le be phased
out in carly 2010, However, in May 2010 a new
episode of the crisis started to unfold. As market
concerns about the sustainability of pablic
finances increased, panicutarly in some euro
ar¢a countries, bond markels in these countries
became severcly dysfunctional. In vigw of the
rote of government bond markets in the monetary
policy transmission  mechanism, the ECB
lavached its Securities Markets Programme and
reintroduced some of the non-standard measures
that had been phased qut in the preceding months
{see Box 1), The Securities Markets Programme,
like all other non-standard measures adopted
stnog October 2008 during the peried of acute
financial market tensions, is, by construction,
temporary in nature, and is fully consistent with
the muandate of maintaining price stability in the
dium term.

Taking a closer ook  ar  intercst rate
developments  since  the fi jal crisis
[ard =W FLLELY LR

Nources: §:0°H and Thumsan Reaters.
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The ECB's no lard lary policy have been an catmordinary response to
exceptional circumstances. They are, by conszuction, temporary in natwe. [ndesd, in carly
2010 some non-standard measures that were no lenger needed were phaged our, as had been
decided by Lthe Governing Council in December 2009, on the back of improved cenditions in
financial markets and evidence that the monewary policy transmission mechanism was working
mort normally again. Specifically, the Goveming Council decided in December 2009: Lhat
the 12-month lenger-term refinancing operation (LTRO) in that month would be the last one
with that maturiry; that only one more six-month LTRO would be conducted (in March 2010},
and that th¢ sepplementary lhree-month LTROs would be discontinucd.  Furthermore,
in coordination with other central banks, the ECB discontinued the temporary foreign currency
liquidity-providing operations in February 2010, Moreover, in March 2010 it was decided to ream
to a variable rate tender procedure in the three-month LTRDs. Finally, the Covered Bond Purchase
Programme, which was initiated in May 2009 for a one-year period, was completed in June 2010,
afier the Euresystem had boupht €60 billion of curo-denominated euro ares covered bonds as
planned, At Lhe samc time, ather clements of the ECB’s enhanced credit support, such as Lhe use of’
the fixed mte full all dure in main refi ing operali ined in place.

p

In spring 2010 tensions re-emerged in certain segments of the financial markets, in panticular in
some curo arca povernment bond markets. Spreads for the ken-year povemment bonds of some euro

1 More informonien on the ECA's response 10 the financiel cnisis, from the start of the ansis Lo carly Seplember 2000, can be faund in te
aricle corithed "The ECR 'S respotse to the financial crisis™, Wonrhly Swlfentr, ECR, Oviober 20000
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— Exceptionally low liguidity in povernment bond markers would constrain he wse of
government bonds as collateral in refinancing operations, thereby also hindering banks’
supply of loans (the “liquidicy channel™).

Therefore, the decision (o starl intervening in bond markels was laken in onder to help maintain
the appropriawe wansmission of monetary policy to the real economy in the euwro area by
addressing the malfunctioning of some scgmenls of the sccunties markets. In agegrdance wath
the provisions of the Treaty, any Eurosystemn purchases of government bonds have been strictly
limited to secondary markets,

Following Lhe statements by euro area governments and by the ECB on 9 and 10 May 2010,
tensions in financial markels abated for 2 shon period of lime, before spreads staned widening
again in a number of countries in the remainder of the year,

The ingrease in liquidity a3 a result of the bond purchases made in the context of the Sceusitics
Markets Progremme is fully swerilised by means of sperific operations to reabserb it
as it is not the aim of the programme to inject additional Houeidity inlo the banking system.
The prevailing level of liguidity and the money market males (in other wonds, the monetary
policy slance) are therefore not allected by the prog , which consequently poses no
inflationary risks. At the end of 2010 the Eurosystem had intervened in bond markets for an
urnount of €735 hillion and had absorbed liquidity in the money market for cxactly the
same amount.

In addition to implementing this new non-standard measurg, on 3 May 2010 the ECB suspended
the application of the minimum credit rating threshold in the collateral eligibility requirements
in the case of bonds wyued or guaranteed by the Groek povernment afler the joint EU and
IMF programme for Greece had been finalised. Funhermore, in early May it reinzoduced
some of the non-standerd measures that had been withdrawn earlier, in order to avold negative
spillovers from domestic sovereign bond markets to other financial markely, There was a sk
that the normal functioning of markels could become impaired, notably the initial link in the

y policy u ission hanism | the central bank and credil instilutions.
In tumn, this could have serigusly impaiced the ability of banks, which are [he primary source
of financing in the euro area, ta pravide credit to the real economy. In panticular, the Eurosystem
reintroduced the fixed rewe tender procedure with full allotment in the regular three-month
LTROs fur the period starting at the ¢nd of May, and a new six-month refinancing opemtion
with full alletment was conducted in May, The temporary liquidity swap lines with the Federal
Reserve Sysiem were also resumed.

Given the continuing lensions in some povernment bond market sepments and continued high
uncertainty, the Governing Council decided in ik meoetings in September and Dy her 2010 that
all longer-lerm Eurosystem refinancing operations o be alloited in Lhe last quarter of 2010 and
the first quarter of 2011 respectively would be conducted as fixed rate tender procedures with full
allgtment, The raies in these LTROs were fixed ar the average of the mates on the mzin refinencing
operations over the life of the respective LTRO. Throughout 2010 the main refinancing operations
were conducted at fixed rates with full allolment.
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Following the sharp contraction experienced
in 2008-09, curc arca cconomic growth
tumned positive again at the end of 2009 and
continued lo grow in 2010. Quarerly real
GOP growth rates in the first half of 2010
were betler than expocted, reflecting in pan
considerable support from fiscal stimuli and the
accommodative monetary policy stance, as well
as the rebound in global economic activity.
In line with expeciations, cconomic growth
moderated somewhat in the scoond half of the
year, while the underlying momentum of the
euro area recovery temained positive, Owerall,
curg arcy real GOP incrpascd by around
1.7% in 2010 after having contracted by 4.1%
in 2004,

Inflationary pressures remained moderate
in 2010, with spme upward pressure cmerging
at the end of the year and in early 2011.
The averape anncal inflation rate in 2010 swood
at 1.6%. Month-on-monlh developments in the
inflation rate were noteworthy, as annual HICP
inflation gradually increased in 2010, rising from
a low of 0.9% in Febrpary 1o 2. 2% in Decemnber.
The gradual increase in HICP inflation mainly
reflected developments in commodity prices,
driven by the global ceonomic recovery and by
base elTects. Market-based and survey-based
measures of lonpg-term inflation expectations
remained broadly anchored at levels consistent
with the Governing Council’s aim of keeping
inflation ratcs below, but close to, 2% in the
medium term.

The pace of monetary cxpansion in the curg arca
graduatly increased in 2010, M3 growth,
however, remained low, at an average rale of
0.6% in 2010. This supporicd the assessment
that the underlying pace of menetary expansion
was moderate and that inflationary pressures
over the medium term were  conlained.
The monetary analysis used as a basis for the
analysis angd assessment of money and crodit
developments has been greatly enhanced over
time and this has deepened the ECH s medivm-
term-oriented monctary policy strategy.!
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LOUKHEIE at THsaEry puiey aeasiens in 2010
in mote dewsil, information and analyses that
had become available at Lhe beginning of
the year indicated that 2 moderate cconomic
recovery was under way in the curo area,
in part supported by temporary faclors,
Moreover, the recovery was likely Lo be
ungven. In panicular, cconomic growth s
and inflation developments diverged somewhat
across ciro area countries, although to a lesser
extent than in 2009. The divergence mainly
resulted from the ongeing rebalancing precesses
within the euro area, being the mirror image of
the inable growth g observed in
some countries before the crisis.

Macroeconomic forecasts and projections for
the euro area d broadly hanged
in spring 2010. The March 2010 ECB stafl
macroeconomic projections foresaw annuat real
GDP prowth in a range between 0.4% and 1.2%
in 2010 and between 0.5% and 2.5% in 2011,
Price developments were expected to remain
subdued over the policy-refevant horizon, with
HICP inflation projected to be between 0.8%
and 1.6% in 2010, and berween 0.5% and 2.1%
in 2011,

The cross-check of the outcome of the economic
analysis with (he signals from the monetary
analysis continued o confirm the assessment
of low inflationary pressures over Lhe medium
term. The growth mtes of money and credit
remained low, although the growth rate of
money somewhat overstated the deceleration
in the underlying pace of monetary cxpansion
owing to the sieep slope of the yield curve,
which caused shifts out of M3.

P For mowe mfoomatone, see the amicle wnicled liobancng
manctary andlvsis”, Mearh Bullvua, ECB, November 2010,
200 Paparhmos, L. and $1ark, 1 feds.), Kohancimg moeary
amefvser, BCR, 2010,



At the stan of 2010 the Governing Council began
to gradually phase out liquidity measures that
were 0o longer noeded 1o the same extent as in
the past, in accordance with the decisions waken
in December 2004, In particular, the number of
lpnger-term refinancing operations was reduced.
These steps were taken against the background
of improving conditions in financial markets,
including the money market, in the course of
2009, However, the Curosystem continued to
provide exmaordinary lquidity support 1w the
banking system of the euro area, facilizating
the provision of credit to Lhe curo area cconomy

of the impact of the soversign debt crisis. These
positive d P4 Uy led w sut ial
upward revisions of macrocconomic forecasts
and projections for the euro ares published later
in Lthe year, including the June 2010 Eurosystem
stafl macmoeconomic projeclions. At the same
time, the remainder of the year was expected
to witness somewhat lower growilh mice,
albeit with a poesitive underlying momenmm.
Inn the Seplember 2010 ECB swaff projections,
annual real GDP growth was expecicd to
be betwoen 14%% and 1.8% in 2010, and
between 0.5% and 2.4% in 2011, This tmplied

in an environment of continuing Y.
As a result, the overnight interest rate continued
to sland close to the rate on the deposit facility,
as il had done over since the intmduction of the
fixed rate tender procedure with Rull allomment
in Qctober 2008, Prgr to that, very shorl-lerm
meney market interest rates had been steered
primarily by the minimum bid rate on the meain
refinancing opcrations,

CIIEI ROVCHIITHETIL OIS, TARINY 1TSS
povernment  debl-to-GDP  ratios and  rising

a sul tal upward revision for 2010 compared
with the June 2010 Burosystem slafT projections,
which had included prowth projections of
between 0.7% and 1.3% for 2000,

Improving  macrocconomic  conditions  were
accompanied by more favourable credit
devet in the of 2010 it beeame
increasingly ¢lear that a tuming point in the
annual growth rate of loans to the private secter
had been reached cartier in Lhe year. While the
annual growth tate of loans to houscholds had
already reached a wming point in the third
quarter of 2009, the annual prowth rate of loans

contingent liabilities on acconm of g <
for banks set the stage for a reinlensification of
the financial crisis. Market pressure had already
been building up towards the end of 2009 and in
early 2010, but it culminated in early May 2010,
with the spreads of some cure area sovercign
bonds against the German benchmark bond
reaching levels not seen since the introduction
of the curo. This was particularly the case for
the yield on Greek government bonds, which
reached very high levels compared with the
{icrman benchmark bond, but yiclds on the
bonds of some other governments were also
affected. In view of the role of government bond
markets in the ansmission of monetary policy
to the economy and, ultimaely, prices, te ECB
launched its Sccurities Markels Programme,
enabling the Eurosystem to purchase public and
private bonds.

Macroeconomic developments in the first half of
201 Owere more favoursble than expected, in spite

to non-fi 1 corporations did not become
less negative until the latter pant of 2010
This pattern was broadly consistent with the
lagged response of developments in loans to
non-financial corporations to economic activity
over the business eycle that had heen observed
in past cycles.

Afct broadly stahitising in the first half of 2010,
the euro overnight index average (EONIA)
increased slightly in the second half of the year,
on account of 2 pradual reduction in the amount
of excess liquidity. Given that in this period \he
ECH continued te supply unlimited amounts of
lignidity to MFls, agamst cligible collalcral, at
the fixed rale applied in the main refinancing
operalions, the developments in the EOQNIA
were demand-driven. Therefore. they were
not to be aken as a sipn of a tightening of the
mongtary policy stance. Rather, L reduction in
banks' demand for Eurpsystem financing could
be interpreted as reflecting improved access to
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market-based funding, such as bank securities
and interbank lending.

Towards the end of 2010 tensions intensified
apain in cerain bond markels, reflecting
increascd concomns about the suskainability of
public finances in some curo area countries, in
part rclated to the need for financial support for
ailing banking systems, bul to some extent also
poiating to uncertainty about various aspectls
of Eurgpcan sovergign crisis prevention and
resolution mechanisms. Once again, yields
on some  government bonds rose sharply.
The concurrent detcrioration in the funding
conditions of a number of banks led to an
increase in recourse to the liquidity supplied by
the Eurosysiem.

The L N SOMe §0g of the fi ial
markets, and their potential spillover w the euro
arca real cconomy, created additional downside
rigks to the eeonomic eutlook repored in the
December 2010 Eurcsystem stallT projections,
which was largely unchanged from the outlock
for 2010 and 2011 reperied in the Scpember
2010 ECB stall projections. In the view of
the Governing Council, risks to the economic
qutlook were tiled to he downside, with
uncerlainty remaining elevated. In addition to the
financial market tensions, downside risks retated
to renewed increases in il and other commodity
prices, protectionist pressures and the possibility
of u disorderly comection of globat imbalances.
On the other hand, global trade could grow
more rapidly than expected, thereby supporting
cure arca cxporis. At the same time, the fevel
of business confidence in the euro arca d

indirect taxes and administered prices could
be preater than expected, owing 1o the need for
fiscal consolidation in thy coming yeurs.

this

s ]

Against background, the Goverming
Coungil d im carly Scplember and carly
December 2010 to continue 10 conduct the main
refinancing  operations and Lhe spocial-term
refinancing operations with a matrity of
one maintenance period as fixed rate tender
procedures with full allotment in the quarter
ahead. As a resuit, the modalities of these
refinancing  operations remained Lhe same
ay thosc applicd in May 2010. Furthermare,
the Governing Council decided in  the
same meetings to conduct the three-month
longer-term refi I alloned in
the last quaner of 201¢ and the first quarler
of 2011 ax fixed rate tender procedures with
full altotment. The rates in these operations
were fixed al the averape of Lhe rates on the
mair refinancing operations aver the life of the
respective operation.

Al thc beginning of 2011 inflalion rales
comtinued to rise, mainly reflecting  higher
commodity  prices. In March 2011 the
Governing Council concluded on the basis of the
economic analysis that risks o the outlook for
price developments were on Lhe upside, while
the underlying pace of monelary expansion
remained moderate, The undetlying momentuim
of ceonomic activity in the eurg area remaincd
positive, but uncertainty remained efevared.
Strong vigilance was warramed with a view
to conlaining upside risks to prce stability, It
was considered essential that the recent rise in

refatively high.

As  regards  price  developments, the
December 2010 Euvrosystermn siall projections
forgsaw annual HICE inflation in a range
berween 1.3% and 2.3% in 201 1. Risks to the
outlook for price stahitity were scon by the
Governing Council as being broadly balanced,
with higher i in prices d in the
menths ahead, Upside risks related, in particular,
to developments in energy and non-energy
commodity prices. Furthermore, incteases in

Kepari

inflation should not give tise lo broad-based
inflationary pressures over the medivm torm,
and the Governing Council remained preparsd
to act in a firm and timely manner ko ensure that
upside risks to price stability over the medium
term would nol materialise. The continued
firm anchoring of inflation cxapectations was
considered o be of the essence,

The (roverning Council also decided to continue
conducting the main refinancing operations as
fixed rate tender procedures with full allotment,



for as long as necessary, and at least umtil
12 July 2011. This procedure also remained in
use for the special-term ofinancing operations,
which wouid continue to be conducted for
as long as needed, and at least untif the end
of the sccond quarter of 2011, Furthermore,
the Governing Council decided w continue
conducting  the  threg-month  longer-lorm
refinancing operations alletted in the second
querier of 2011 as fixed rate ender procedures
with full allotment.
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I LUV SloDal CCORORUC ACTIVILY COHEnUC
ta recover from the sgvere recession recorded
duting the global financial erisis. Particulatly in
the first hatf of the year, the coonomic uplum was
sustained by monetary and fiscal policy stimulus
rmeasures, some further normalisation of plobal
fi ing littoms  and  impro ts in
consuner and business confidence. In addition,
a prolonged inventery cycle supported the plobal
Coongmic recovery, as firms rebuilt their stocks in
response to a more favourable global economic
outlook. In fact, the restocking contributed
significantly te GDP growth in major economies
over this period. Accordingly, rthe global
composite Purchasing Managers' Index (PMI)
continued to recover in early 200 and reached
a peak of 57.7 in April, which was above the
levels provaiting just before the intensification of
the global economic crisis after the collapse of
Lehman Brothers in September 2008, The overall
improvement in the ccongmic situalion and
the rebound in activity — which was led by the
manufacturing scctor — was accompanied by
a strong recovery in werld trade, as reflected
in very buoyant export and impent growth
rates, particularly in he first half of the year.
However, the pace of the recovery was rather
uneven across regions. In advanced economics,
the upturn remained feirly modest. At the sume
time, emerging econormies, particularly in Asia,
led the global recovery, even raising concerns
about overheating pressures in seversl countries.
Global employment indicators alse gradually
improved in the course of the year, following
widespread job losses throughout the preceding
WO ¥ears.

In the sgcond half of the year the global
recovery wmporarily lost some momentum
(sec the top pancl of Chart 3) in the light of
waning suppott from the global inventory cycle
and the retrenchment of fiscal stimuli, bul the
recovery seemed to have moved onte a more
self-sustained trajectory. Several countries also
announced consclidation measures o address
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.. The process of
1 varjous sectors
2t developments,
onomies, further
aampened the recovery of the world economy.
Cormespondingly,  global  trade  dynamics
also slowed down tn the second half of 2010,
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expanding at a slower pace than in the first
six months. However, available information
suggesty that the growth momentumn picked up
again at the tum of the year.

In spite of a gradual increasc in commodity
prices, mostly in the second half of the year,
inflationary pressurgs in advanced conomics
remained subdued in 2019 (see the bottom: panel
of Chan 3) — with some notabie exceptions,
such as the Urited Kingdom — on account of
well-anchored inflation expeclations and the
prevailing spare capecity, This contmasted with
dynamic emerging markets where inflalionary
pregsures were more pronounced, pantly on
account of higher commedity prices, as well
as rising capacity consitraints. Amid persisting
concerns regarding inflation resulting from
overheating, several central banks in emerging
economies decided to withdraw some of Lhe
exceplional liquidity measures introduced in
response 1o the crisis and to tighten their monetary
policy slances. According W the Tatest available
data, headline annual consumer price inflation in
the DECD arca declined gradually dusing 2040,
from a peak of just abave 2% in January 2010
to 1.6% in Augusl, before edging up apain 1o stand
at 2.1% in December. This is also consistent with
developments in the PMI for input prices, which
also increased in the second half of 2010 and in
January 2011 stood at the highest level in almeost
two and a half years. Higher food and encrpy
prices contributed 1o this increase. Excluding
food and energy, annual censumer price inflation
in the OECD area declined throughout the year,
from 1.6% at the beginning of 2010 w 1.2% in
December.

In me umres States, the economy continued
w recover in 2010, A modest cyclical upswing
gained traction, with the support of substantial
macroeconomic policy stimuli and a pradual
improvement in financial conditions. Real
GDP expanded at a rate of 2.8%, following
a 2.6% contraction in 2009. The recovery
in private domestic demand was slow by
hiswrical standards, reflecting subdued growth
in consumer spending. Houschold o ion

remained constrained by high unempioyment,
low confidence and continuing effors to
repair sietched  balance sheets. A srong
rebound in busi in in equip
and software was an imponant driver of the
recovery, underpinned by improving access to
credil, as well as solid corporate profitability
against Lthe background of cost-cutting measurcs
implemented during the downmm. Growth
was also supported by temporary factors such
ay government policies enacted to foswcr the
economic recovery and the restocking of
inventories. In net lerms, rade subtracted from
GDP growih in 2010 as the rebound in imports
outpaced that in exponis, Having conmacted
sharply during the recession, the current account
deficit widened modestly with the omset of Lhe
recovery and averaged 3.3% of GDP in the first
three quarters of 2010, up from 2.7% in 2009,
The housing sector failed to improve: afier
tentatively increasing in the first half of the year,
housing aclivity and prices weekened again in
the second half following the expiration of some
housing support initiatives,

In the context of a modest economtic recovery,
price  developments remained subducd  as
upward cost presspres were Hmiled by the
persistent slack in product and labour markets.
The annual change in the CPl for 2010 rose
to 1.6%., from -0.4% the year before, on account
of rising energy costs, Excluding food znd
encrgy, CP1 inflation continued to slow and
averaged 1.0% for the whole year, down from
1.7% in 2004,

The Federal Dpen Market Committee (FOMC)
of the Federal Reserve System kept its target for
the federal funds rate unchanged within a range
of 0% to 0.23% throughout 2010 and continued
to anticipate that cconomic conditions would
be likcly w wammant cxeeptionally low levels
for the federal funds rtate for an extended
period, Althongh the special liquidity facilitics
created to support markets during the crisis
were closed and the large-scale purchases of
morigage-related  assels were concluded by
mid-2010, in August 2010 the FOMC decided
to maintain the Federal Reserve's holdings of
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securities at their current level by reinvesting
principal payments from apency debt and apency
morigage-backed  sccurties  in  longer-term
Treasury securities, It also decided w continue
to roll over the Federal Reserve’s holdings
of Treasury securities ay thoy matore. Later,
in November 2010 the FOMC d its

for a continued flow of credit W businesses and
houscholds. Tuming w price developments,
headline and core CP1 inflation stayed within the
central bank’s targel inflation range of 1% to 3%,
Annugl headline CPl inflation trended vpwards
in the second half of 2010 and stood at 2.4% in
D ber, reflecting the impact of higher encrgy

intention to purchase a further LUSD 600 biilion
of longer-term Treasury securities by the end of
the second quarter of 2011 in order to promole a
stronger pace of ccongmic recovery.

As regards fiscal policy, the federal budger deficit
narrowed slightly to 8.9% of GDP in the 2010
fiscal year — which ended in September 2010 -
compared with 10% in the previous year
This led to a further increase in the federal
debt held by the public w 62% at the end of
the 2010 fiscal year, from 53% in the previous
fiscal wear. In the coentext of high deficits,
rising federal debt and the funher enactment
of fiscal stimuli {totalling USD 858 billion) in
the short term, a repont by the President’s Fiscal
Commission was issued in December 2010
with conercte propesals on how to address
medium-term  fiscal « and achieve
fiseal sustainabiliry over the long run.

Teall

ceonvnne activity in Canada picked up rapidly
in early 2010, afler emerging from the recession
in mid-2009, supported by solid domestic
demand, macroecenomic stimuoli and a rebonnd
in gxports, By the third quaner of 2010, however,
the recovery had lost momennun owing to a
slowdown in constuction aclivity, coupled with a
negative net rade contribution 1o growih, Labour
rmarket conditions were reletively favourable, as
they continued to improve gradually in paralle]
with the evolving econonlic uptum. However,
despite declining 10 7.6% in December 2010

(the lowest level since  Junuary  2009),
the 1 ployment rate d well above
its pre-recession  levels, Economic  activity

continued w be supported by a lew interest rate
environment {despite the Dank of Canada having
taken skeps towards a tighter policy stance from
mid-2010), stable financial market conditions
and a resilient banking sysiem, which allowed
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and food prices, whils core inflation was 1.5% in
December, following a gentle deceleration in the
course of 2010

s -wpdtt, the economic recovery conlinued
duriny the first three quarters of 2010, supporicd
by the implementation of accommodative
monetary  policy and 2 substantial fiseal
stimutus. The improvement in the ceonomic
situation in Japan was also aided by strong
globat demangd, in particular from the Asian
emerging cconomies, especially in the first
hail of 2010. In the second hatf of the year
the contobulion frgm the cxternal  scoter
declined, owing to the moderation of world
trade growth, while domestic spending remained
firm, However, towards the end of the ycar,
as a result of volatility in demestic spending
following the withdrawal of the government
stimulus, the economic recovery in Japan hit
a soft patch, resulting in a deterioration in
business sentiment. Labour matket conditions
improved semewhat over 2010, although the
unemployment rate remained rather high by
historical standards.

As repands price developments, consumer prices
fail throughout mest of 200{ on a ycar-on-year
basis, owing to substantial slack in the econony.
In October, however, annual CPI inflation turned
positive for the first time in almost two years,
driven partly by an increase in 12X on cigaretles
and higher commodity prices, while annual CP1
inflation excluding foed and cnergy, although
moderaling, continued its deflationary wrend.

Throughout 2010 the Bank of Japan mainined
an accommodative monetary slance {0 onder
lo stimulate the economy and fight deflation,
lowering its uncollateralised overnight call
rate lo between 0% and 0.1% in October 2010



and g other such as a new
'

stimuli. However, the relative contribution

asget p prog as well as extendi

of e plion to prowih decreased and Lhe

the fixed rawe fund-supplying opcrarion. On
15 September 2010 the Japanese authorities
intervened in the foreipn exchange market for
the first time since March 2004 in grder o curb
the appreciation of the ven.

visipmg  sasa's o resilience to the  plobal
economic and financial ¢risis was demonsimted
by very sttong economic performance across
the region in 2010, with an area-wide GDP
growih rate of 9.1%. While suppertive fiscal and
menelary pelicies were gradually withdrawn

current acceunt swplus widened in neminal
terms in 2010, evidence of the persisience of
internal and external imbalances. Infationary
pressures increased during the year, with CPI
inflation reaching 4.6% in annual terms in
Degember, mainly on account of rising food
prices. Propetty price pressures emerged against
the hackground of ample liquidity, ongeing
logse credit conditions and negative real intercst
rales on deposits. The authorities reacted by
tightening their policy stance in the seeond pan
of the year. Amony other things, this rosulted in
stricter quantitative limils on credit and increases

and the contribution of net expons declined in
the second half of the year, domestic private
demand and, nowbly, gross fixed invesiment
tock over as the main drivers of economic
growth, especially in India and Indenesia.
Crerall economic performance remained robust
in the second half of 2010, althorgh the pace of
expansion slowed dewn somewhat compared
with Lhe previous six months.

After recording very low consumer price
inflation rates in 2009, inflatienary pressures
increaxcd markedly during 2010, Annual
CPT imflation for 1he region stood at 5% in
December 2010, mainly on accoum of rising
food and commodity prices. Most central banks
in the region staned o tighten theit monetary
sianges in the seeond half of 2010, reducing the

in lending and dep rates. Larper capital
inflows, particutarly in the last quarter of 2010,
fuelled a rapid increase in foreign exchange
reserves, which teached USD 285 miltion
by the end of 2010. On 19 June 2310 China
returned to 2 more flexible exchange rate
arrangement for the renminbi, which appreciated
by 3.6% against the US dollar and by 4.7% in
real effective terms {CPL-deflated) in 2030,

woLaun suncid, CConomic miviry conlinued
to recover rapidly in 2010. GDP growth was
particularly robust in the first half of the year,
mainty owing to buovant domestic demand
which more than offset the ousanding
negative contribution of external demand (about

menelary stirmuli inmoduced in the previous year.

3r ge points in the thind quarter) to GDP
growth, Thereafter, the growth momentum slowed

Given emerging Asia's strong t MO
performance and the declining risk aversion
of international investors, the region also
experienced 2 major tebound  in capital
inflows. & number of countries intervencd in
currency markets to stem Lhe ensuing currency
appreciation pressurcs, and alse imroduced
capital contmols and macro-prudential measures,

In China, rcal GDP growth accelerated to 10,3%
in 2010, frem 9.2% in 2009. The vigorous
economic  performance  reflected  increasing
contributions from private investment and net
exporls, which counterbalanced the negative
impact of Lhe pgradeal withdrawal of policy

down so as policy stimulus measurcs
were withdrawn and forvign demand weakened,
Ins year-on-year Lerms, real GDP for the region as
a whole incrensed by 6.0% on average in the first
three quarters of 2010, Gross capital formation,
including inventory accumulation, znd private
consumption were Lhe main drivers of regional
growih. Investment was spurred on by the
improved growth outlook, the rise in cormmodiry
pricek, the decline in real intcrest rates and the
greater availability of financing, which, in some
countries, was cnhanced by lending by public
banks. Private consumption growih was sustained
by a rapid recovery in confidence, as well as
employment and real wages.
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In earty 2010, notwithslanding sizeable
differences  across counities, inflation in
most of the countries with inflation-targeting
arrangements moved significantly cleser to the
respeclive target value. However, in the context
of strong growth in cconomic activity and rising
commodily prices, inflationary pressurcs staned
to risg later in the year and some countrics
began to reverse part of the menewary stimuli
deployed during the erisis. From April onwards
several central banks in the region initiated a
cycle of official interest rate rises. As global
financial conditions continued 10 improve and
risk appetite returned, spreads on credit default
swaps on Latin American sovereign debt
narrowed, stock prices increased significantly
angd financizl flows retumned, reselting in
currency appreciations. In late 2010, given that
higher interest ratcs would risk fuclling strong
capital inflows and owing to uncertainty relating
to plobal economic developments, the process
of tightening policy rates was interrupted in
some counlries and a number of measures to
stem larpe capital inflows were introduced
{c.g. reserve accumulation, macro-prudenttal
pelicies and capital centrals),

SAULET DAV TEHATIEU PIURALY Siae a.mid 50me
volatility in the first half of 2010, oit prices
began {o increase steadily in Avgust, with the
Drent crude oil price standing at USD 113 per
barrel on 25 February 2011, comparcd with
USD 78 per barrel at the beginning of 2010,
In US dolizr wrms, the level reached at the end
of Febmary 2011 was broadly similar to that
recorded in May 2008, For the year 2010 as a
whole, the average price of Brent crude oil was
USD B0 per barret, 1.c. 2926 zbove the average
of the previous year,

The oil pricc incrcases came against the
background of a recovery in global oil demand,
which strenglhened  throughout  the  year,
and was supporied by the global economic
recovery, as well as by weather conditions in
the northern hemisphere in the pecond part of
the year. This prowth in demand also led to
a reassessment of future demend prospects,
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which looked much more robust than one year
carlier and suggesied Lhat 1he market mmight
tighien in the future. One indication of this
was the stream of repeated upward revisions of
demand projections by the International Encrgy
Agency, both for emerging and developed
economies. On Lhe supply side, the outpul in
North America and in former Soviet Union
countries proved to be higher than foreseen, but
onh the other hand, OPEC decided not to raise
its production guotas in 2010, despite ity ample
spare capacity. In the context of buoyant demand,
this led to a subswantial drawdown in OECD
inveniorics, which  noverthgless  romatned
at high levels by historical slandards. In the
first two months of 2011 geopolitical events in
North Africa und the Middlc East further
tightened Lhe supply side of the market, thereby

accelerating the increase in prices,

The prices of non-energy commodities also
increased in 2010 (sce Chart 4), amid robust
demand from emerging economies and supply
constraints, Metal prices — in particular copper,
nickel and tin - posted significant gains, which
were also sustained by buovant impons by
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emerging economies. Om the back of supply
constraints, food prices also increased, led
in particelar by maize, sugar and wheat.
In aggregate lerms, non-energy commodivy
prices (denominated in US dellars) were about
36% higher wwands the end of February 2011
compared with Lhe bepinning of 2010.

i i BIMe L i W L L i
positive during 2619, sanding at 1.7% in
December 2010, compared with -0.3% at the end
of 2008, This development implics a recovery
in monetary dynamics, although uncertainty
regarding its strength increased lowards the end
of 2010, as growih was alfected by certain
spocial factors (asset transfers o “bad banks™
and repo activity owing to interbank (ransactions
conducted via ceniral counterparties). Overall,
menetary developments in 2010 were largely

&
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driven by Lhree economic factors: the upward
impact of both the pick-up in cconomic activiry
and the diminishing downward cffect of the
yield curve (with no funher large-scale
reallocation of funds from instruments within
M3 1o financial asgets ouotside M3);
the downward impact of 2 dampening
effect stemming from the unwinding of
previously accumulated monetary liquidicy,
On the counterpant side, the annual growth rate
of MFI lpans to the privale seclor increased
during 2010, reaching 1.9% in December 2010,
up from -0.2% at the end of Lhe previous year
(see Chart 5), The subdued nature of Lhe
expansion in loans W the private sector reflected
the stabilisation of the annval growth rate of
{oans 1o howschetds and a stight strengthening
of the annual prowth rate of loans to
non-financial corporations. The broadly paralicl
increases in the growth of M2 and loans imply
that the decling in undetlying monetary growth,
which capturcs the monetary trends providing
the relevant signal as regards risks to price
stability, Lapered off in 2010, piving way to a
moderais reepvery.

and

!lation

cluded

v shifts
R 1 3 {1
annual growth ratc of M3 tonccaled stromgly
divergemt trends in the annual growih rates
of its compenents {see Chan 6). The annual
growth ratc of M1! declined significanily
in 2010, but remained at rohustly positive
levels {standing at 4.4% in December), while
that of markctable instruments and short-term
deposits other than overnight deposits (i.e. M2
minus M1) became noticeably less negative
(standing at -1.5% in Decomber). As a result,

1 [nthe broadest sense, “hanl banks" ere edicated schemes ss1 up
and kecked by guvernmenia e faclitate dee remmi al frum combie
nstitutions™ balance shecks of msscts that are i risk of severs
mparrment ar are di el b value.
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the gap between these growth rates narrowed
significantly to stand at 6.1 percentage points in
December, down from 22.0 percentage points at
the end of 2009, This largely reflected interest
rate developments (see Chant 7). The interest
rate on overnight deposits remained broadly
stable in 2010, while the remuneration of
deposits with an agteed malurity of up to 1wo
ycars incrcascd noticcably and the interest
rate on deposits redeemable at notice of up
te three months increased marginally. As a
result, the opportunity cest of holding the
maost Tiquid deposit contained in M2 increased
and lhe rebalancing within M3 in favour
of such deposits waned. The impact of the
steep yield curve weakened in 2010, haling
larpe-scale shifts into financial assets outside
M3, which had mainly comc at the expensc
of marketable instrements and  shon-term
deposits  other  than depusits,
Consequently, the annual growth rates of
Lthese assets became less negative. The annuoal
growth rate of markctable instruments was also
boosted by increased repo activity, especially

avemight
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towards the end of the year, which largely
reflected interbank transactions conducted via
central counterpartics {(which are classified as
non-mongtary financial intermediaries other
than insurance carperations and pension funds
(referred to as “OFIs™).

IS GLUGUESL aEl CRALCIL W 1 s OnIenis
for which scctoral information is reported is
short-term deposits and repurchase agreements
(hereafier referred to as “M2 deposits™).
The turnarcund cbserved in the annual prowth
rate of M3 deposits in 2010 Jargely reflected
a particularly strong contribution by OFIs.
The annval growth rate of OFIs" holdings of
M3 deposits increased significantly to stand at
10.8% in December, compared with -3.0% at
the cnd of 2009. This increase larpely reflected
strong interbank repo transactions in the second
and founh quaners, as well as inereasingly
strong inflows for overnight deposits in the first
three guarters of the year.



By contrast with OFls, the annual growth rate
of households” M3 deposits declined marginally
to stand at 1.9% in December, down from 2.0%
at the end of 2009 {see Chart 8). This masked a
decrease in the first half of 2010 and a recovery
in the second halt’ of the year. Developmenis
in houscholds’ M3 heldings in 2010 largely
refleeted interest rate developments. The decline
observed in the annual growth ratz in the first
half of 2010 reflected more muted inflows
for overnight deposils as the impact of the
steep yield curve waned. The slight recovery
observed in the second half of the year reflected
a significant decling in cutflows for doposils
with an agreed mawrity of up W two years as
the spread between the remuneration of these
deposits and that of sheri-term savings deposits
and other deposits oulside M3 decreased.

The annual growih rate of the M3 deposits
of non-financial corporations alse  declined
in 2010, It exhibikxl some wolatility in the
first half of the year, while declining overall,
before increasing oaly slightly in the second

I -]
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Burasysiem.

half. [t stood at 4.4% in December, down from
54% in December 2009. Developments in
non-financial ¢orporations’  heldings of M3
reflected the pick-up in economic activity, and
may also have been related to loan developments,
ay firms may have used their depesits to reduce
their debl or as a substitute for bank credit in the
first half of the year. The positive flow of loans
in the second haif of the year may have enabled
firms to rebuild their liquidity buffers towards
the end of the yar,

AT ITEAIND WG LUULIELHAN S W IS, LIS anbal
growth rate of MFI eredit to cure arca residems
ingreased slightly in 2014, reaching 3.4% in
December, up from 2.5% in December 2009
(sec Charl %), This increase, which primarily
occurred in the second half of the year, mainly
reflecled the slight recovery observed in the
annual growth rate of credit 10 the private sector,
The annual growih rate of credit to general
governinent ended the year a1 a tevel almost the

[excluding cepi] and ruserveshi4)
ather Tusdh inal

)
1607 600
140 Ao
12 200
1K 0D
H o
6 ]
a0 e
2 DR
b
el ‘o
400 400
600 | 600

H0 FrrrecerreerEeCe e e | 500
20043005 2006 20T 00 1009 HMO

Saurce: ECB,

Brodes; M3 15 shown Tor reforenee enly (M3 = | +2-3-445),
Lenger-term financial tabiliies [excluding capifal and rescrves)
are shown wilh an inveried sign, since tey are lHabilisies of the
MEI sexcber.

hnawa



same as that recorded at the end of 2009, despite
declining for most of 2010. This decline
reflected MFIs scaling back their purchases of
government securities, in the absence of any
further steepening of the yield curve and in lipht
of market tonsiens, This rend way roversed in
the fourth guarter of the year, when credit w
gencral govemnment increased sharply as a
consequence of MFI assels being transferred o
“had banks".’

The slight recovery in the growth of credit to
the private scclor mainly reflected the slow but
stcady smengthening observed in the annual
growih rate of leans. By contrast, the annual
growth rate of MFIs" holdings of private sector
securitics other than shares declined further in
the first half of 2010 owing to the lower levet of
securitisation activity, Such activity recovered
slightly in the second half of the year, pantially
reflecting asset wansfers berween MFls and
“bad banks", contrituting to the siebilisation of
MFIs" holdings of privale sector securities other
than shares.

The annual growth rate of MFI loans to the
private sector, the langest component of credit
ta the private scetor, increascd gradually from
the marginally negative rate recorded at the end
of 2008 to stand at 1.9% in December 2010
(see Chant 5). This would be consistent with a
rmodest recovery in loan dernand and would
also be supporied by available cvidence on the
evolution of credit standards. In this respect,
the ¢uro arca bank lending survey suppests that
supply-side influcnees weakened in the course
of the year. Given the low level of securitisation
aclivity, the difference berween the heedline
annual growth ralc of loans o the private
sector and the growih rate adjusted for the
derecognition of loans from MFI batance sheets
was modest in 2010,

At the sectoral level, the recovery in the
anmual growth rate of loans w the private
sector is alribulable primarily to lending to the
nan-financial private sector — i.¢. houschalds and
non-financizl corporations. In December 2010
the annual growth rete of loans to hooscholds
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stood at 2.9% (up from 1.3% at the end
of 2009}, compared with -0.2% for lending to
non-financial corporalions {up from -2.2% in
December 2009). The annual growth rate of
loans 1o OFls increased progressively in the
sccond half of the year, but this development
was attibutable mainly to an increase in
interbank  repurchase  agreements  traded
via central counterparties, which result in a
commensurate increase in MFI loans to these
finangial intermediarics.

The recovery in private sector loan prowth
in the first half of the year was accounted for
mainly by developments in loans w households,
which were driven almost entirely by s recovery
in loans for house purchase. This coincided with
an upturn in the annual growth rate of euro area
residential properly prices. The continuation of
the recovery in loans t the non-financial privale
seclor i the second half of the year was due
mainly to the tumamound observed in the annual
growth of loans w non-financial corporations
(albeit the growth rete remained negative}.
Adjusting for the derecognition of loans from
MFIs" balance sheets — which largely reflected
transfers to “bad banks™ — the annual prowth
raic of loans W non-financial corporations would
have amed positive in 2010,

Overall, developments in loans to  the
non-financtal private seclor in 2010 remained
breadly  comsistent  with  business  cyele
regularities. The turning point in the growth of
loans W houscholds typically wakes place carly
in the ceconpmic cycle, while thal of loans to
non-financial corporations lends to lag behind
it, Quanetly data on the annusl growth rate of
Ipans o non-financial corporations indicate that
ity aming point occurmed in the second quarter
of 2010, following that of loans to houscholds
one year carlicr, In line with previous cpisodes,
the impro seen in lending to non-finencial
corporations in 2010 s likely to have been related
tothe growthobserved in corporate invesmment and

1 For funber detals, see the o enmbed “Resisiing the inpace
of asset transfers lo “bad banks™ on MFI| credit to the cure area
privawe sove™, Monhly Bullenn, ECB, [anuary 2011



spending needs in the context of improving
business  expectations and the pick-up in
ceonemic  activity. It may well also reflcet
changes in the relative attractiveness of market
financing, as corporate yiclds have panly been
alfected by the fse in yiclds associated with
the sovercipn debt crisis. Al Lhe same time, loan
dynamics varicd across curc arca countries,
possibly reflecting uneven economic recoverics
across countries and economic sccwors of the

eurc area, as well as dilferences in the exient
to which Individual sectors necd and have
recourse W bank loans, rather than financing
themselves via inlemally generated funds andfor
market-based funding. (Sec Box 2 for a
comparison of Tecent developments in the
annual growth rate of loans to the non-financial
privale scctor and its main compongnts with
their behaviour during two previous periods of
economic decline and recovery.)

The magnitude and nature of Lhe cconomic downum that followed the financial crisis made it
likely that developments in MFI loans would be exceptional. Against this background, this box

recent de

log in the annual growth rate of Loans Wb the non-financial privale seelor

and is main companents with their behaviour during bwo previons episodes of cconomic decline
and recovery: the early 19%0s and the early 2000s. In order to allow greater comparability as

repards the mapmtude of these developments,
this bax focnses on real MFE leans (using the
GDP deflator).

The annug! growth rate ¢f real loans to the
non-finaneial private sector fell by around
9 percenlage points (from peak to wough)
during Lhe recent recessien, ending up
in negative territory. This decline was
considerabiy stronger than those expericnced
during the economic downturns of the early
1990s and early 2000s, when the annual
growth rate felf bet & and 7 per

points and remained in positive lermiwory
(see Chan AY. Moreover, the bulk of the
recent decling occurred in a relatively ahort
period of time {six quarlers), compared with
more drawn-gul declines in the past (sixigen
quarters in Lhe early 19905 and nine quarters
in the early 2000s). However, neither the
magmitude nor the speed of the latest decline
appear excessive piven the sevenity of the
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nepative at Lhe end of 2610, ils recovery was fhster and stronger than in the carly 1990s. As in
previous periods, the upturn in loan dymamics was driven by a noticeable improvement in the
annual growth rate of shon-term loans.

The magmitude of Lhe recent decling in the anmual growth raic of loans to the non-financial private
sector was substantial in abselute terms, However, it is consistent with past econemic dewntums
when relative declines in real GDP are considered. Developments in Lthe annual growth rate of
real Jouny 1o househalds were slightly unusual, with that growth rale declining relatively strongly
to stand at negative levels and its umning peint lagging the recovery in the annual growih rate
of real GDP. Both of these aspeais are likely 1o reflect Lhe specifie role of the housing market in
the recent recession, Overall, developments in real MFI loans to the non-financial private scetor
were broadly in line wilh behaviour cbserved during previous periods of economic decline and

TECOVETY.

Of (he other counterparls of M3, the annual
prowh rate of MFI longer-tenm financial Babiliies
(excluding capital and reserves) held by the
money-holding sector declined noticeably in the
course of the year to fland at 3.0% in December,
down from 6.0% at the end of 2009, This was
visible mainly for longer-term deposits (i.c. both
deposils redeemable at notice of over threg months
and deposits with an agreed mamrnity of over two
years), but also for longer-term MFL debt sccuritics
{i.c. those with & maturity of ¢wr bwo yoms).
The deceleration observed for longer-leTm deposils
is likely to have reflected the faer that their
remuneration became less attractive as a resuit
of the stiph flancning of the yield curve in the
course of the year, while that keen for longer-lerm
securities may have been related to the perception
of 2 higher level of risk for MFI securities.

Finally, the net external position of eurc area MF[s
recorded 2 funther decling in 2010, decreasing by
€89 billion. This was the result of a negative Aow
for extemnal asems, which exceeded the decline
observed in exiemal liabilities. On balance, this
means (hat the maney-holding sector’s interaction
with the rest of the world via curo area MFIs
resulted in a net capital inflow.

Wosviv B vwamvass vl sy aoen TIONEY

market interest rates was affecled by various
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factors. Overall, the Eurosystem continued to
provide cxtraordinary liquidity support to curo
area harnks. Given the improvements observed
in financial marker conditions in the course
of 2009, the Eurosystem began, in carly 2010,
to gradually phase out those non-siandard
monelary policy measures that were no longer
deemed necessary, with the average maturity of
liquidity-providing operations being sheriensd
as a result, However, the soverelgn debt crisis in
May cansed scverc tensions in the government
bond markets of some eurc area countries, with
adverse effects on the transmission mechanism
for monelary policy, as reflected in higher levels
of percetved liquidity and credil risk. With
the aim of addressing the malfunctioning of
securities markels and restoring an appropriate

issi hanistm for y policy,
the Eurasystem launched the Sceuritics Markets
Programme and reactivaled some of the non-
standand measures that it had previously phased
oul. Box | describes the non-standsrd measures
employed in 2010, which were essential in
limiting contagion as regards money market
ralgs, [n the secand half of 2010 the automalic
phasing-oul of non-standard measures via the
cxpiry of six-month and one-ycar tonger-term
refinancing operations led to lower levels of
excess liquidity and higher money market rates,

Secured and unsecured money market interest
rates deciined somewhat across all maturitics






some volatility, With declining levels of excess
liquidity, the EONIA has tended to follow a
more prengunced pattern within cach individual
maintenance period, standing at higher levels
at the bepinning of the maintenance petiod,
beforc gradually declining wwands the end. This
pattern is strongly relaled to banks' preference
for the fulfilment of rescrve requircments garly
in the maintenance period, behaviour that
has been observed since the turmeil began in
August 2007 This “frontloading™ had no impact
on market raies during the 12-month peried
covering the merunty of the fiest one-year LTRO
{Lc. the perod from mid-2009 10 mid-2010),
when the liquidity surplus was unprecedented,
but did affect rates apain when excess liguidity
declined in the second half of 210 Volatility
in the EONIA continued inte 2011, and on
25 January the EONIA cxceeded the MRO rate
for the first time since June 2009, In addition,
throughout the year occasional spikes were
observed in the EONIA al the end of maintgnance
perieds and at the end of cash management
perieds {e.g. at the end of the year).

HY ANA 1ATgC, DONA MArkel POccs worG anven
by two major developments in 2G10. The first,
which was specific to the euro area, staned with
the emergence of turhulence in the sovereign debt
rmarkets of a number of cuto arca countries. The
second, which was far broader in character, was
to be found in the expected moederation of global
economic growth in the second half of 2010.

At the end of 2010, ten-year benchmark bond
yields in the United States and in the eure
arca {AAA-tated} stood at reughly similar
levels, ranging between 3.2% and 3.4%.
Overall, they ended the yeer approximalely
50 and 40 basiz points below the wvalues
prevailing in the respective economic regions
at the end of 2009 {sce Chart 12). The overatl
decline in yields hides opposing intra-year
developments, namely z prolonged phase
of decline until ¢nd-Augast, followed by a
strong rebound, in panicular wwards the end
of the year. Around the end of Augusl, when
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the phase of decline came to a halt, yields had
fallen approximately 140 and {20 basis points
respectively below the end-2009 levels. As a
resuft of these opposing movements, implied
bond vield wvolatility varied considerabiy
in the course of 2010, peaking in May and
September and generally rising from 3% to
7%, on averape, in the Iwo cconomic areas.
Nomwithstanding this increase, volatility in
2010 was far lower than the values recorded
towards the cnd of 200% and in the first half of
200%, when it had exceeded 10%, on average,
in both areas.

1t is remarkable that, overall, movements in
ten-year government bond yields in the course
of 2010 were penerally rather simitar in the
United States and in the eure area, although
their correlation varied significantly. More
specifically, the corrglation was rather low in
the first four months of 2010, as yields were
broadly stable in the United States, bul declined
in the euro area. In this parl of the year, the
growth of business activity was rather strong in
both areus, as reflocted, ameng other things, by
the fact that equity prices in the United States
and in the euto area moved virually in parallel.



In the same period, however, AAA-rated euro
area government bond yields were being pushed
downwards by flight-to-safety considerations
that stemmed from the aforementioned
turbulence on some cure ares sovercipn debt
markets, while S yiclds rose in reflection of the
ongoing economic expansion. In the remainder
of the year, cspecially as of July, when yiclds
converged w similar values in the rwo economic
areas and stared te move in wandem, the
corglation ingreased, In fact, a

pressure on the yields of the highest-raed euro
area povernment bonds.

As of the beginning of April government bond
yields in the United States stared to decline as
well. The pace of the decling in the US yickds in
this period was rather strong, so Lhal the yield
differcntiai berwzen the two ereas fell from
some 60 basis points at the end of March o
around zero at the end of June. While ecenomic
develo s in the curg arca continucd to

of the strength of the economic recovery in the
United States and wmporarily lower turbulence
in the curo arca sovercign debt market worked
towands more synchronous movements in bond
yields on the two sides of the Atlantic. Mear the
end of the year, however, when global cconomic
activity was perceived to be picking up again, as
sigmalled by, among other things, an increase in
the Global PMI in December, US ten-year bond
yields edged up more rapidly then those in the
curg area. This development was mimmored in the
equity markets, with the US equity prices rising
at a far faster pace, possibly reflecting market
concerns Lhat European financial institutions, in
particular, could sulTer capitaj losses on account
of Lhe tensions Lhat were apain appearing on the
curp arca sgvereign debi market.

Turning more specifically 10 the movements
recorded in the course of the year, berween
approximately mid-November 2009 and carly
April 2010 government bond markets in the
United States and in the cure area developed
along somewhal different lines, with yields
rising by appraximately 50 basis points in the
United States, while those in the euro area
declined by around 25 points. In this pan of
the ycar, monetary policy rates an both sides
of the Atlantic were expecled to remain at
low levels for an extended period of time,
while macroeconomic  releases  confirmed
that the recovery in growth was robust, Given
these developments, the opposing movements
recorded by long-term bond yislds in the two
areas can be explained primarily by inlensifying
market concoms abont the sustainability of
fiscal positions in some euro area countries, a
development which penerally exened downwand

be favourable and confidence indicaters were
improving  overall, AAA-rated long-erm
eurp erea government yiclds declingd amid
the intensification of the wrmeil in Euvropean
sovereign  debt  markets.  The  mrbulence
gascd somewhat after an ELJ support packags
for Greece was agreed on the weekend of
10-11 April, but it increared again in subsgquent
days when the downgrading of the sovereign
debt of both Greece and Portegal — to speculative
grade in the case of the former — comributed
to the emergence of a crisis of confidence in
the sustainability of the Greek fiscal posilion.
The lack of confidence, in wm, fuclled an
extensive reatlocation of funds 10 AAA-raled
euro zrea or US povernment bonds that eventually
culminated in the large-scale fight-to-safety
behaviour of investors on 6 and 7 May. It has
to be noted that the yield on Greck ten-year
bonds had already nisen refative to that of
corresponding German bonds in the first
quarer of 2010, but yields had gencrally
remained stable in the other eure area countries,
as contagion risk bad remained rather subdued.
The situation changed siymificantly a1 the
beginning of April when, locking beyond
Greece, yiclds also edged opwands in lreland
and Portugal, as well as - to 2 lesser extent — in
Spain, [uly and Belgium. The delericration in
the perceived debt suswinability of selected curo
arca countries in this period was well evidenced
by the spreads on sovereign eredil defaull swaps
(CDSs), instruments used by investors to protect
h i ign default risk.

Tves against so
Conditions  improved noticeably in  the

course of May, on account of unprecedented
measures taken at the EU level. Among these
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were Lhe decisions on the European Financial
Stabilization Mechanism and the Ewpropean
Financtal Stebility Facility, as well as several
measures anmounced by the Eurosystem on
10 May lo restore an appropriate monclary
policy transmission mechanism, including he
Securities Markets Programme, which paved Lhe
way for inlcrventions in privale and public debt
securities markets in the euro area. Additional
support for the eurc aree bond markel in the
course of July may alse have originatcd from
the publication of the resulls of the EU-wide
siress tests and related information on banks’
sovercign debt exposurcs. However, 1ensions
did not subside completely, as was shown by,
among other Lhings, a continuing rise in yields
in a number of curg arca couniries, despite
the further decline of German bond yields.
The latter may have been related not coly w
flight-to-safety  considerations, but also to
increasing signs of a slowdown in cconomic
aclivity in the eorp arca angd, particularly, in the
United States, mainly evidenced by & renewed
dererioration of the housing and labour markets
there, The decelerating U5 busingss cyele, in
fact, affected market sentiment in a number of
other major economies and whggered strong
capital flows i those government  bond
markels that were perceived to be less risky,
also leading to expectations of a second round
of quantitative easing measures.

In the last quarter of the year yields began
to rise on beth sides of the Atlantic. The
penerally increasing yields in this period
were consistent with the rctum to a more
benign economic outlock, which was more
clear-cut in the curo area than in the
United Sialcs, where macrocconomic releases
were positive overall, but alse exhibiled a
preat deal of heterogeneity. Compared with
AAA-rated long-term sovercign debt, the yiclds
on the bonds of mest lower-rated ecuro area
sovercign issuers recorded far sharper inereases
and nwch higher intra-period volatility in the
lest quaner of the year. Ten-year governmett
bond spreads vis-i-vis German bonds ross
especially markedly in the case of Ireland, namely
by 280 basis points between the beginning
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of 3eptember and the end of Movember, as
markel panicipants foctsed atention on this
country an account of their growing concemns
about the fiscal burden associaled with the [rish
government's support for ils financial scetor.,
The tepsigns also moved to Portugal and Spain,
where spreads vis-d-vis German yields rose by
110 and 105 basis points rcspectively in the
same period, while spillovers to other countries
such as Greece, ltaly and Belgium were limited,
with spreads there dsing by only 7, 42 and
65 basis points respectively (see Chan 13}
Heightened market concerns in this final part of
the year transtated inw an nerease in implicd
bond yield volatility in both the United States
and the curo area,

Relative to both nominat yields and
developments in 2009, real yiclds fluctuated
significantly less in 2010 and generally
remained broadly stsble at around 1.5% in
the corg area. They declined by 50 hasis
points betwsen January and September, but
that decrease was reversed in full thereafter.
The subsequent rise mitrorod a mare rebust
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developments in investors’ cxpectations about
future ensions, implied equity price volatility
also varied considerably throughout 2010, with
a peak of close to 35% (annualiscd, on average,
across the mwo cconomic areas) around the
end of May. The volatlity peek in 2010 was
far lower than that between December 2008
and March 2004, Overall, throughout 20104 the
tuture development of stock prices in the curc
area was perceived to be more uncenain than
that in the United States.

Afier positive developments in the latter pan
of 2009, equity prices in both the United States
and the euro area declined in January and February
2010, possibly also because semiment was
increasingly influenced by the ongoing turbulence
in the cure area sovercign debt markeel, In the curg
area, the most pronounced decline in prices was

debtrelated concerns faded, stock prices in both
economic areas apain rose until approximately
the beginning of May, roaching the  highest
levels since November 2008. These positive
developments were also fuclled by data releases
showing suppartive  ccanomic  developments
in the first quaner of the year, as well as by an
ingrease in Lhe rate of growth of camings, which -
although remaining in negative 1ermiwry — slared
10 show the first signs of a recovery fom very
doqressed conditions. For the companies listed n
the Dow Jones EURO STOXX index, eamings
growih moved from 40% in November 2009
to -22% in February 2010, whilc camings
expectations over the subsequent 12 months skood
at a robust 27% on the laner dale.

As debt-related ensions again escalated within
the curo area in May, nising global risk aversion
rowted funds towards the markets for German and
US povernment bonds, which were perceived to
be relatively safer assets. As a result, massive
sell-offz  alfected the international equity
markels,  overshadowing  the  positive
contrihution from  favourable cconomic dala
releases, and prices declined significantly in
both areas. As was also the case in Januvary and
February, cure arca financial stock prices were
the first to be afTected by the emerging tensions,
reflecting concerns about possible write-downs
on banks' holdings of euro area government
debt securities. However, the intensity of the
turbulence recorded in this peniod also led to a
decline in nen-financial stock prices both in the
euro area and in the United States.

Overall, between May and August, equity indices
continued to oscillate in a narrow range, reflecting
fluctustions in market sentiment and ikk averpion.
While easing temsions and more moderate
expectations aboul future volatilily made it
possible for equity prices to initially recever
the losses recorded in early May, there were

ial firmg, AR
the performance in other sectors was rather mixed
and noelear patterns emerged. In the United States,
by contrasl, the financial seclor fared much
better, especially on account of the rabust
eamings prowth reponed by major banks. When

recarded by the stocks of fi t
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ubsequently renewed losses as global growth
began w lose momentum and market participants
again focused attention on  debt-related
problems in sclecled cure arca  countrics.
Over the same period, market expecuations
regarding the growth of eamings 12 months



ahead remained soundly positive at a rate
above 20% in both the Uniled States and the
curo arcy, o that the decling in cquity prices
predominantly reflected a risk-related channel,
which outweighed the positive contribution of
favourable developments in expected dividends.

In the closing quarier of the year broad
equity indices rose on both sides of the
Atlantic. In the United Siates, stock tnarket
developments  were  driven by mixed,
but generally positive, economic news and
evidence of favourable developments in carnings
acryss listed companies in the third quarter of the
year. At the same tinse, this positive elfect may
have been parly offsct by investors’ uncertainty
about the sustainability of the US recovery. In
the eure area, the positive growth momentumn
supported cquity prices, while rsing long-term
interest rates, as well as renewed soversign debt
market tensions, may have had a nepative impact.
H the nogative focdback from lensi

primarily profit announcements which were
generally better than anlicipated by market
parlicipants, an well as continuing improvemments
in the ecenomic outlook in bath eccnomic
arcas.

ans  to
househelds increased further in 2010, albeit at
a moderale pace, standing at an estimated 2.8%
in the fourth quarter of the year. This mainly
reflected  developments in MFI leans to
houscholds, while the annual growth rate of
non-MFI loans declined further in 2010, langely
reflecting the lower degree of securitisation,

Loans for house purchase remained the main
driver of growth in MF] leans to households.
The annual growth raic of morlgage loans
stoed at 3.7% in December 2010, up from 1.5%
in December 2009 (see Chart 16). However,
the itude of the inflows stabilised in

in the European sovercign debd market to the
Curopean stock market in this period remained
confined to the financial seetor of those countries
in which the wrbulence had been highest,
while other sectors and countries continued to
enjoy the support of solid growth expectlations.
In fact, steck market investors continued o
price in a faitly posilive outlook for most
corporate  seclors  other than  the financial
sector, and the decline in bank stock prices in
Greoge was, morcover, scveral times grealer
than that reconded for the French and German
banking sectors. Owerzll, euro area financial
slock prices decreased by amund 15% i 2010,
while non-financial stock prices increased by
7.5%. Orvet the same pericd, financial stock prices
in the United States rose by 118, while prices of
nen-financial stocks there gained around 15%.

In the first two months of 2011 equity prices
rose in both the curo area and the United
States. Unlike in the second half of 20140,
hewever, when US equity prices grew by rwice
as much as in the euwro area, the gains in the
first two months of 2011 were broadly similar
in the two economic areas, namely around
5%. Developments in equiry prices reflected

the second half of the year. Developments in
mortgape loans mitrored wrends in residential
property prices, which saw moderate increascs
in 2010 following significant declines in 2005,
They were alse in line with the information
reported by the enro area bank lending survey,

2004 Zons  moe 2007 30 2009 2010

Sewree: ECB.
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which showed a reduction in the net percentage
of banks reponing the tightening of their eredit
standards. The survcy also reporied inercases in
demand for loans for house purchase, especially
in the first pan of the year. Bank lending rates
for houschold borrewing declined medestly
in 2010 by 19 basis pointe in the case of loans
for house purchase, and by 52 basis poinks in the
case of loans for consumer credil,

By contrast with mortgage loans, the annual
growth rate of loans for consemer credit failed
to recover and remained below zero in 2010
Developments in consumer credit were also
in line with economic factors - as indicated,
for example, by the sharp declines seen in car
sales (following (he cxpiry in mest countrics
of schemes oflering incentives to scrap cars)
or consumer survey resulls showing a Fairly
limited willingness to make major purchases.
In addition, the bank lending survey sugpested
that demand for loans for consumer crodit
remained weak, These contrasting developments
for leans for consumer credit and loans for

Spurey: ECI
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house purchase may, to some extent, also reflect
interest rates, Loans for consumer credit tend
to be muve expensive to finance than loans
for house purchase, as they lend not ™ be as
well collateralised. However, lending rates on
loans for consumer credit did decline in 2010,
partictlarly for loans with maturities of less than
one year {sce Chart 17}

M AUIV U BALLAIG L LUUSIMS L
was moderate, but still oulpaced the ingrease in
their disposable income. As a result, households’
indebtedness ratio edpged up funher to stand 2l an
estimated 98,8% in the fourth quarter of the year
(see Chart 18). By contrast, the ratio of household
debt to GDP was broadly unchanged from the
level observed in December 2009, as real GDP
prew at 2 hipher rale than houscholds® disposable
income. While the indobicdness ef the houschatd
sector was breadly unchanged in the curo area
and declined wisibly in the United States and

amu A snan sam mam e
Sources: ELTE and bureatar.

Motes; Howshold b comprisss tedal loans to bouseholds
feom ol anshitonal seciors. meluding ihe rest of the woerkd.
Interest payments do not melude the full Rnaneng coss pead
by hotscholds, a5 they exclude the Tees for fnancial services.

Dieca For ahe [ast quarter shown have been panly esimatet



the United Kingdom, it remains lower in the
euro area. At the same time, the indebtedness
of the houschold secwor continued to display
considerable  heterogeneity across euro area
couniries, remaining clearly above the ewro area
average in countries that also wilnesscd lensions
in the sovereipgn debl market.

Households' interest payment burden (i.e. inlerest
peyments as a percentage of disposable income)
declined moderately in 2010, alheit stabilising
towards the end of the year. This reflected
two factors: a further reduction in the interest
ratgs applied to new or rencgotiated loans as
the pass-through from official interest rates
ran its course: and the slight increase seen in
houscholds® dispesable income.

A un sump avomne wevur, we sl overall
cost of ¢xicrnal f g for fi ul
corporations in the euro area rebounded
somewhat amid heightened sovercipn  debs
crisis-related temsions in financial markets in
the course of 2010, This development concealed
substantial differences across different sources
of financing. While the decling in the real
cost of both bank lending and debt securities
issuance bottomed out in 2010, the real cost of
issuing equity increased sharply, rising 1 record
levels by the end of the year (sce Chant {9).
All in all, the rcal overall cost of cxlcmal
financing in 2010 remained at a low level by
historical standards.

More precisely, where the cost of bank-based
financing is concerned, real shom-term MFI
lending mates declined moderately From 1.62%
in December 2009 to 1.40% in December 2010,
Benk lending tates at short maturilies primarily
reflect developments in money markel rales,
which normally affect banks® shor-term funding
costs. Between the end of 2009 and the cnd
of 2010 the three-month EURIBOR actually
increased moderately by 33 basis  points:
il battomed cut at (.64% in Aprl 2010 and then
mose slowly to 1.03% at the end of the year.
ls  dewelopment was closely mirrored by
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K The rral ot of the extermal hoancog, of nonsdinaocel
worporitang o calculatel as a woghled average of te oo of
bank kemling, the cost off debt secuntar and the cost af iy,
‘tased om their respectve amounds oulstanding and deflated by
inflation cxpciatans (see Box 4 in the Morch 2005 issue of the
LECB"s Momhly Bullenny

rominal shori-term bank interest rates on loans to
non-financial corporations, but gradually rising
short-termm inflation cxpeclations led to a decling
of 22 basis points in rezl short-term bank lending
rates ovet the year.

Real long-term MFT lending rates bottomed out
at the beginning of 2010, resulting in a slight
increase from 1.56% at the end of 2009 to
1.71% at the end of 2010, Banks' longer-lenm
lending raics tend to refleet mainly movements
in government bond yields. The seven-year
government bond yield derived from Lhe euro
arca yield curve continued to decroase during
most of 2019, reaching 2.11% in August, and
then rose towards the cnd of the year, leading
to an gverall decline of 33 basis poinis between
December 2009 and December 2010. Nominal
long-term lending rates did not foltow the same
patem, stabilising earlier in the year and showing
a moderately rising mend towands the end of
2010, As u result, the spreads between long-lcrm
bank lending rates and comparable government
bond yields tended to widen again and peeked at

hnawa



more than 100 basis points during the sovereign
debt crisis in the spring, thereby rerumning w
the grders of magnitude that had been observed
during the financial turmoil in 2008,

Developments in MFI lending rates in 2010
also largely reflected the pradually fading
pass-through of past declings in key ECB interest
rates w banks’ rates for retail customers, Despite
the financial wrmoil, eure area banks appear to
have passed on the reduction of key policy rates
broadly in line with histerical patterns,

The real cost of markoi-based debt financing
was influenced significantly by developments
in corporate bond spreads {measured as the
diffcrence between the yields on corporate bonds
and that on government bonds) throughout 2010,
Despite imcreaging spreads between May and
August 2010, amid intensifying tensions in the
sovercipn debt markel which pushed financial
investors toweards more liquid and safer asscls,
the average real cost of market-based financing
in 2010 siood betow that of previous yeers
and dropped to onc of the lowest levels ever
recorded.

By comtrasl, the real cost of issuing quoted
equity increased markedly in 2010, driven by,
in particular, a rapid recovery in corporate sector
eamings expeclations two 1o five years ahead.
Beitween December 2009 and December 2010,
this cost rose by 194 busis points and reached an
all-time high on the back of heightened volatility
in global financial markets,

ine anmuar rac or growm of the cxtemal
financing of non-financial corporations in
the euro area continued to decline in 2010,
driven by the ongoing contmaction of MFI
lending, which was counterbalanced by
positive  but  declining  debt  sgcority  and
equity issuance (see Chart 20). Despile broad-
based improvements in economic conditions,
non-finangial corporations” need for cxternal
financing continued to be limiwed by subdued
investment expenditure and reduced activities
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in the figld of mergers and acquisitions,
as well as by an ongoing expansion of
available internal funds. Towards the end
of 2010 signals of gradual novmalisation and
increased corporate financing needs came to
the fore. According to the bank lending sutvey,
net demand for corporate loans turned positive,
afler having remained in negative territory
for more than two years. Inventeries and
waorking capital, in particular, were reported
to be conteibuting increasingly to this renewed
demand fer loans.

More specifically, one of the main factors
driving the relatively low demand for cxternal
financing im 2010 was the broad-based
pick-up in non-financiat corporate sector sales
and profitability, which significantly improved
the availability of intermal funds. Based on
financial statements from listed non-financial
corporations, prefitability — measured by the
ratio of net income to sales - rebounded
strongly in 2019 {s¢¢ Chart 21). The increasc
in available internal funds reflected higher
money holdings, most probably stemming
from hoth persistent cosi-cutting and reduced
nel  interest payments and  dividends.
The improvement in the financial situation of
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firms needs o be qualified, as survey resulis
showed that the profitability of small and
medium-sized enterprises {SMEs) developed
less favourably in 2010 than that of large
firms, suggesting that SMEs may be more
fragile than larper firms, or may be lagging
somewhat behind them.*

In addition to benchting from the improvement
in the availability of internal funds, euro area
non-financial corporations appear to have drawn
on a broader runpe of sources of financing in
recent years, replacing hank-based debt wilth

market-hased financing and making increasing
use of debl securities issuance in panicular.
This process of “disintermediation” started in
2009 and continued in 2010, manslating into

ks ially lower d d for bznk loans
Accardingly, the annual growih rate of loang,
which bottomed out in the firsl quaner of the
year, remaingd in negative temilory throughout
2010, Shor-term lending activity sulTered
particularky markedly, as the decline in demand
for loans was amplificd by an ongoing move
frem short to longer maturities. On average,
the annual prowth rate of shor-lertn loans
{i.c. loans with a fixed initial mawmrity of less
than one year) declined to nearly -9% in 2010,
while that of long-terrn loans {i.e. loans with
a fixed initial maturity in excess of five years)
acually remained positive at around 3%,
However, taking inte account the particular
severity of the recent recession and this
substitution process, developmems in corporate
seckor loan growth appear to have remaincd
broadly in line with historical regutarities over
the business cycle. The impact of the financial
erisis was significant, but did nol wanslate into
an abrupt disruption of the provision of credit
to the economy. In the course of the year, banks
staried to reperl a lower degree of tightening
for loans to entetprises, mainly owing to the
lower contribution of risk-based factors such as
the general economic conditions or borrowers’
defaull risk (see Box 4).

# Sme “Survey onthe weess 1o Dnanee of ShE eehe cum ama®,

ECH, Oclober 2080 (av-ailzble on the ECR's webside).

The financial crisis prompied an exceptional tightening of euro area banks” credit standards on
louns to the privaic sector and, in particular, non-financial comporations in 2008, Since 2009
credit standards have continued to tighten, aibeit 1o a gradually diminshing exient. This box

"

s of credit

reviews in dewil developmenis in survey i

dards, nowbly in 2010, and

interprets the cxient to which they may provide evidence of eredit supply constrainis.
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As a consequence, corporale indebtedness
declined substantially in the course of 2040
(sec Chart 22). In the third gquarter of 2010
the debt-to-GDP and debt-wo-gross operating
surpius ratios dropped 1o 80.6% and 421.1%
respectively.  Mevertheless, expected  default
rates for curo area corporations remained at very
high levels for most of 2010. Indecd, debl ratios
remain at very high historical levels and suggest
that the curc area corporate sector remains
vulnerable to higher external financing costs or
subdued economic activity.

In 2010 anmual HICE  inflation  increased
to 1.6%, on average, afier fallimg w 0.3%
in 2009 from 3.3% in 2008 (sce Tablc 1).
This rise marks a meve towards a normalisation
in price developments, with positive annual
HICP inflation in 2010 contrasting with the
negative figures seen in the period from June to
Cetober 2009, Although annual HICP inflation in
2010 was below the average of 2.0% sincc 1999,
it started to rise wwards the end of the year.

The increasc in HICP inflation over 2010
stemmed  largely from  considerably higher
commodity prices (especially for crude oil),
compared with the low levels registered in 2009
{sec Chan 23). The dynamics in commodity
prices i turn reflected the recovery from
the global economic downlurmn experienced
in 2009, which had pushed those prices down.
The contribution of higher commodity prices
te HICP inflation in 2010 mere than offset the
lower pressures exerted on services prices,
which were alfected by Lhe severe recession and
deteriorating labour market conditions of 2009
with a lag. After declining pradually over Lthe
course of 2009, annual services price mfation
fell sliphtly further at the beginning of 2010 and
rematned relatively unchanged therzafter.

Caneerning wage prowth in 2010, there are
indications that Lhe stabilisation of labour market
conditions led to a botteming-cut in labour
cost dynamics. Compensation per employee

grew in 2010 at a rate comparable to that seen
in Lhe previous year, being outpaced by labowr
productivity powth per person  employed
and thus allowing unit labour costs to fall and
profit margins to rise. Nonetheless, prowth in
negotialed wages moderated markedly, probably
capruring a lapped reaction of contractual
sctilements o markel conditions. Growth in
hourly wages also fell sharply, to some extent
simply reflecting the effect of a higher number
of hours worked.
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of the economy, including the sectoral specialisation, and weage and price-setting instinations.
While there is little monetary policy can do about the first-round effects of a commodicy
price shock, second-round effects must be avoided. In this regard, more flexible wape and
price-setting mechanisms and a credible monetary policy arc key w ensuring (hal onc-¢ T changes
in commodity prices do net ranslale into higher inflation in the medium term.

Driven by globael oil prices, the cnergy
cotuponent of the HICP - constituting 9.6%
of the overall HICP - was on the rise in
2010, veaching a 12-month average of 7.4%,
a reversal from the fall of 8.1% in 2009, The
impact of this increase was suonpest on the
prices of items dircelly cennected to oil prices,
such as liquid fuels, and fuels and lubricants
for personal Lmnsport equipment, and with a
lag in Lhe casc of consumer gas prices, Food
prices alse increased, especially unprocessed
food prices, which msc by 1.2% on average
in 2010, frem only 0.2% in 2005, In addition
to ceealating plobal food commeodity prices,
consumer  food  poce  inflation  reflected
temperary adverse domestic weather conditions

to stand at 0.7% in Dooember. The increase
in non-energy industrizl goods prices was
mitigated to some extent by subdued labour
cosl develepments, In contrast to the rise in
non-energy industrial goods inflation over the
course of 2010, the intra-annual developments
observed in anmal serviges price inflation woere
very limiled, fellowing a slight further decline
at the starl of the year. As a result, annual
services price inflation continued to moderate
in 2010 as a whole, standing at 1.4%, afler 2.0%
in 2009. This lower rate of change in scrvices
prices was rather broad-based, reflecting more
contained cosl pressures, as well as preater
compelilion for customers in the face ef
relatively weak demand. One exception was

that weighed on fruit and ble prices.
The acecleration in inflation over the last few
menths of 2010 was relatively modest in the
processed food component — which includes
items such as twead and cereals - w0 that the
12-month average (at 0.9%%) was even lower in
2010 than the 1.1% reached in 2009,

Excluding cnergy and food prices, average
RICP inflation was lower in 2010 than in 2009.
This decline was driven by the dampening
impact of domestic factors on services price
inflation, coupled with rclatively stablg average
annual inftation for non-energy industrial goods.
It also masked the gradual increase in annual
RICP inflation cxcluding encrgy and food
from the wvery low level reached in the
second quarer of 2010, This increasc was
atiributable 1 upward price pressurcs along
the supply chain, such as increases in the
prices of intermedizie goods and in capacity
utilisation rates. Moreover, higher indirect wxes
and the depreciation of the cffective exchange
rate of the eurn weighed on annual inflation for
non-energy industnial goods, which rose from a
low of G.1% throughout the first quaner of 2050
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ot ion services, whose contribution,
which is customarily ncgative, became loss
negative,

UPWaTL SUppLy Cnan price pressures seveloped
over 2010, owing primarily (o higher global
demand for raw materials. This led to a rise
in producer prices al various stapes of the
production chain, which was magmified by the
base efTecls stemming from constrained activity
and preater competition in 2009,

The annual growlh rate of producer prices for
industrial goods (excluding construction} in the
curo arca was 2.9% in 2010, compared with 2
fail of 5.1% in 2009. The main driver of these
price developments was oil prices, which pushed
the annual mate of change in producer prices for
energy ilems up to 6.4% in 2010, compated with
a decrease of 11.8% in 2009,

Excluding construction and enetgy, the annual
growth rale of industnal producer prices also
increased, but to a far lesser extent (1.6%% in
2010, compared with a fall of 2.9% in 2009},
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This swing was particularly marked in the
intermediale goods component, and tess so in
the consumer and capital goods components
{scc Chart 25),

L s s o e ey e el 180
w a moderation in labowr cost developments
in the coume of 2010, with signs thal wage
dynamics botomed out. While the annual growth
rates of both negotiated wapes and hourly wages
declined considembly, growth in compensation

Mepmimicd wages 33 16
Toad by Labuur sumis 14 19
Compensation per cmplayee 32 15
Adema itemr

Labour produsrivity 03 21

7

per employee in 2010 was comparable to the
low level registered in the previous year.

Negotiated wages deceleraled markedly in
the course of 2010 to reach an annual prowth
ratc of 1,6% in the fourth quarer, down from
2.6% in 2009. This indicator captures the main
component of wages scitled in advance through
collective agreements. [ts slowdown may reflect
a lagged reaction of contraetual settlements
to the deteriorating labour market conditions,
which led to a decrease in the bargaining power
of workers (sec Table 2).

The annual growth rate of compensation per
employee was 1,.5% in the third quarter of 2010,
unchanged from 2008, Three bypes of activity
displayed faster growih in compensation
per cmployce, namely industry  excluding
construction, market services involved in trade
and transport, and market services relating to
finange anid business activitics. In the other
seclors, growih in compensation per employes
declined {sec Chart 26).

As with negotiated wages, the annuat growih
rate of hourly labour costs slowed significantly,
in contrast to what was wimcssed in 2009, when
increases in hourly wages remained elevaled.
The decling in hourly wape prowth may simply
parily reflect the impact of a higher number of
hours worked, as longer houts worked do not
necessarily resull in the higher ¢ompensation
of employees in the context of various schemes
(such as flexible time accounts and government-
subsidised short-time work schemes). The fall
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in the annual growth rate of hourly Tabour costs
in the course of 2010 was driven by industrial
aclivities. In 2009 the latter sector cxhibited the
highest hourly wage growih and made the most
intensive use of flexible time measures.
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Labour productivity growih per employee

excceded the pains in  compensation per

employee in the guro arca, thus implying that

unit labour cosis fell and that profit margins

increased. Annual labour productivity prowth

per cmployee rose to 2.2% on average in the
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However, the ¢verall increase since the stard of
2010 masks divergent developments across euro
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area countries and regions, with some of them
continuing to expericace declining house prices
in 2010,
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Bargmcter and the ECB Sunvey of Professional
Forecaslers. Accarding to the latter, point estimates
of inflation for 2015 by forccasters pooled by the
ECB remained within a nammow range of 1.9%
to 2% during 2010, Marker-hased indfcators,
such as break-gven inflation mtes denved from
inflstion-linked bonds and comparable rates
extracted  Fom  inflation-linked swaps, also
pointed to firmly anchored infiation cxpectations.

LA @ikd (K4l ATLA0 GAPEUUCU Uy 1.9% in the
year 10 the third quarter of 2010, following the
severe contraction of 4.1% in 2009 (sec Table 3}
The recovery in activily in 2010 stemmed
from various sources, Firsl, cure arca exporls
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were driven by the recovery in global activity
and d d. Second, ies  conmibuued
positively, cspecially in the first half of the
year, as businesses slowed down the pace of
deswcking. Third, domestic demand (excluding
inveruorics) showed s meclest recovery, with
governmenl consumplion continuing o grow,
and private e ptign and i nt no
lenger conracting as they had in 2009, but rather
growing stiphtly {in annual terms) in the thind
quartcr of 2014, The improvement in private
consumption and investment parily reflected a rise
in confidence from the previousty very low fevels.
The recovery in curo arca coonOmic activity
has also been supported by the d
monelary policy stance and the measures adopred
te restore the functioning of the financial system.

Ve

U USRS '
driven by cxports and inventorics. Government
consumplion continued to increase, while
both private ¢« ption and
displaycd moderate annual growth in the thind
quanier of 2019, afier contracting in 2009, The
positive contribution  from  inventoties  was
mostly limited to the first half of the year, as
firms decided te deswock mwete slowly than in
2009, Eore arca cxports benefited from the
improvement in the external environment
associated with the casing of the financial
crisis. This was reflected in stronger growth
in both developed and emerging countries.
The surge in foreign demand led to a panicularly
sharp inercase in cxparts in the course of 2010
However, this did not result in a positive
comribulion from net exponts overall, owing
ta the increase in imperts, which procecded at
a marginatly faster pace, Private consumption
and investmenl resumed posilive prowth, but
did ngt fully recover from the impact of the
recent unprecedented financial turmoil and the
cepnomic recession (see Charl 30).

Growth in privale consumption was positive,
al 1.0% in the ycar to the third quarier of
2010, follewing the contraction of 1.1% in
2009, This recovery was supporied by real
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disposable income growth and a decrease
in precaulionary savings in view of reduced
uncerlainty, owing to the gradual stabilisation
seen in the labour market. Wealth eiTects from

2004 MIS 2006 007 HMM 2D6% D
Boures Eurnpean Commissen Business ond Consumer Surveys,
Mote: Data shown ane calewlaied as deviatbons from e average
over the period sinee January 1985 for consumer and indussnial
confidence, and since April 1995 for services confidence.
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improving asset markets may have been
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suppornting factor (see Box 6). The increase
in privalc  consumplion was accompanicd
by improving consumer confidence in 201Q
(see Charl 31). White overall real disposable
income contributcd 1o private consumption
growlh, Lhe still weak labour market conditions
were the main fagtor limiting the recovery

first quarter of 2008, In 2010 the saving ratia
subsequently declined, Giling to 14.2% in the
third quaner {(see Chant A). This box reviews
the factors that shaped saving behaviour in the
euro area during the recession and ongoing
recovery, and discusses the likely evolution of
saving in the future.

Theory suggesls a variety of motives for
household consumption and saving decisions,
which can be difficull te disenlzngle. A key
principle is that people base their consumplicn
on the real income they expect W teceive over

id sp Privale consumption
was cspecially dampened by  household
demand for cars, which continued to decling,
However, this decline masked considerable
diverpence between countries, which can,
in parl, be traged back to differences in the
withdrawal from fiscel stimulus packages,
in partigular car scrappage schemes.
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their entire lifetime. In this respeet, household saving is a means of smoothing consumption in
the face of variations in income, both ever long horizons (for example, by raving for retirement)
and over shorter periods (in case of lemporary fluctuations in income}.

Hewever, fluctuations in income may not be the only determinant of a change in saving
ratios. The saving levels of some households are affected by develor in their fi ial
und fi ial wealth, as 1 in the value of their net saset holdings are an important
additional source of current and fure purchasing power. They may alsc be affected by the
degree of uncertainry sur ding fuhure i (for le, in relation W employment
prospects), This may {ead houscholds w hold higher cash reserves, which they can then use
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in the event of unexpected reductions in income — a tendency Lhat s known as "'precaulionary
saving”. Furthermore, househeld saving decisions are likely to be influenced by Lhe decisions
end actions of other economic agents. For example, chanpes in govemment finances can
be an impertanl faglor an increese in government debt may canse houscholds to behave in a
“Ricardian™ fashion, i.e. to raise their saving levels, at least to some exment, in anticipation of
Famure wax liabilitics.

The risc in the saving ratio during the recession is nol eagy Lo reconcile with the notion of
consumption smoothing in the face of a reduction in income. One key factor which may have
influenced houschold saving decisions during the recession was uncerlainty about future income
prospects in the light of the financial erisis and the downturn in economic activity. Employment
declined markedly during the r jon and ployment in the euro area increased. Job securiry
was thus a particular congern for houscholds, pushing them to reduce their expenditure and
supplement Lheir precautionary savings. Since the end of the recession, however, the European
Ce ission’s ¢ fid indicator has supgested Lthat households have become more
optimistic about the cconomic situation and, in particular, playment develop in the
euro area. This is likely 1w be one reason why household saving rates fell during 2010,

It is also powsible Lhat household behaviour in the mecent cycle was affecied by chunging
expectations with regard 1o futare income. Households may have come to expect a pernanent
deeline in housing wealth as a resull of the corrections in housing markets in many euro area
countries. In addition, falls in equity markets duning 2008 and carly 2009 led w0 a marked drop
in households’ financial wealth. Both developments encouraged households to save more.
Singe then financial markels have rallicd and the laest availzble information suggesty some
bottoming-out in house prices in the euro area as a whole. These two factors have contributed
to a {year-on-year) rise in euro arca households' net worth (see Chan B) since the final quarer
of 2009 and may partly cxplain the declings in saving obscrved duning 20010, Howcver,
thers may still be concerns about the stale of
balance sheets in some regions of Lhe eurc
area, in particular thoye where asect prices
and debt levels rose in the years prior to the
financial crisis, which may be encouraging
some households to continue with higher mies
of saving. wran change in et fimncil wacth
i i 20 |
A funther source of uncerainty since the

financial crisis began has becn the implications

of the largs increases in government deficity.

The operation of aulomatic stabilisers during

the recession helped to cushion households’ !
income, for example, through reduced taxes

and increased transfers. Cerlain discretionary - ]
governmenl measures, for example the 5 Is
subsidics on car purchases provided in | . . . . e
many euro area countries, also encouraged 0002002 XG4 2006 I 0U0
consumption during the reccssion. However,  Soures: Buots and (R,
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inventeries lost considerable momentur in the
third quaner of the year, when this component
of aggrepan: demand comtribuied 0.1 percentage
point w quarter-on-quarter real GDP growdh.

Eure arca exporis of goods and services
increased sharply, by 11.3% in the year to the
third quarter of 2010, reversing a large fraction
of the losses incurred in 2009, This increase
was supported by both inlm and extra-curo
arca trade, and can be traced back te the stong
recovery in levels of global activity as the
tensions arising from the financial crisis eased.
Given lhat imparis also ingreascd  sharply,
the overall contribution to quanerly GDP
growth [rom net expors twurned out o be
slightly negative over the first three quarlers
of 2010Q, with small positive centributions
registered in beth the sccond and  third
quaniers. The increase in imports and expors
was  relatively  broad-based  across  major
product calcpories, with intermedizte inputs
displaying particularly large percentlage rises.

PARUES © Swewnian praapia vy, e wagdNSIoN in
output was predominantly doven by industrial
aclivity, with valuc added in industry {excluding
construction) rising by 5.2% in the year to
the third quarter of 2010, compared with an
increase of 1.7% for market-related services and
a decline of 3.1% for construction in the same
period. Capacity ulilisation in the manulacturing
sector increased to 76.8% in 2010 as a whole
(according to survey data).

Cutput  of  intermediate  goods recovered
paticularly sharply in reaclion to the slower
spoed of destocking along the supply chain.
Production of capital goods also rose sharply.
benefiting from stronper external demand and,
te a lesser extent, improving domestic ceonomic
prospects (see Chart 32). Conslruclion output
continued to contract, ewing to housing market
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Sources: Burdata and EH caboulations.
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the contribution of infraslructure projecls put
forward by governments.

FOUOWIIE a snamp  acenioranen mo 2009,
conditions in the euro area labour market began
to szbilise in the course of 2010 25 employment
stopped fatling and the rise in unempleyment
rates lost momentum.

Eure arez employment {measured in lerms
of the number of persons employed) was, on
average, flat in the first three quarters of 2010,
marking a considerable improvement from
the fall of 1.8% in 2009 (see Table 4). During
the 2008 rccession, many firms preforred
to hoard labour rather than face the costs
(in terms of human capital losl or severance
pay) associated  with  dismissing  workers.
Since a large proponion of the employment
djustment scen in 2009 took the form of cuts

adjustments in @ number of eurn area counemies.
Overall, adverse developments in the residential
construction sector have more than outweighed
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in the number of hours worked per person, the
improvement over 2010 was greater in terms
of total hours worked than the number of
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persens employed (sco Box 7, which compares
recent fabour market developments in the suro
arez wilh those in the United States). Labour
productivity rose strongly (per hour worked,
and even more 0 per persen), contributing to
a tise in the profilability of businesses in the
context of muted wage developments.

From a sectoral perspective, dala for persons
cmployed up to the third quarer of 2010
indicate that employment gains in 2310 took
place in some services activities, namely public
administration and market-related  services
relating to finance and business, These pains
were olfsct by crnployment logses in agricultural
achtivities, indusoy and market services
associated with wade and Lmanspon. Among
industrial activitics, the most severely affected
$ector was construction.

The uwncmployment rate  averaged  10.0%
in 2010, up from 9.4% in 2009, with the
monthly increases in this indicator having
lostl momentum since the sccond quarter of
the year. Developments in the unemployment
rate were Fairly similar throughout the suro
area, if subject W a number of country-specific

features. Moreover, the average menthly rise
in the number of unemployed persons fell
markedly from the fipures registered in 2009
{sce Chart 33),
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was significantly stronger in the United Stwates, where Lhe level of employment {measured as
civilian employment) declined by about 5.4 million in the course of the recession.* The 2.8%
decline in employment in the United States {4.2% in total hours) was associated with a 2.7%
decling in GDP, which translated into an elasticity of cmployment to changes in ourput of 1
(1.5 in terms of hours).

Compared with previgus rocessions since the early 19705, the elasticity of cmpleyment to output
was broadly in line with historical slandards in the United States, but it turned out to be much lower
in the euro area. In lerms of hours worked, it was broadly comparable with prevmus recessions in
the United States and, to a lesser extent, the curg area. The change: in the employment resp in

the euro area panly reflects the very extensive use of shorter working hours schemes instituted in
a number of eure area countrics in a direct aitempt to safeguacd employment.

The recent recession has, however, had zn impact on the labour market bevond the falt in
cmployment. The curp area unemployment mie Tose from 7.2% in the first quarter of 2008
to 9.3% at the end of the downtumn in the second quaner of 2009, its highest level since the
third quaner of 1998. [t increased even more dramatically in the United States, by arcund
5 percentage point from peak W wough, reaching 9.5% in the second quarler of 2009, [n addition,
while the labour force parlicipation rate in the eurc area was fairly stable by historical standards,
in the United States it declined significantly more than in previous recessions, suppesting that
the ralz of ploy may gnd the degres of slack in the labour market. Moroover,

the sustained increase in unemployment translated intc an increase in lhe share of lolal

4 The comesponding fgwe from pesk 10 irough in cmoployment fic botereen tBe last quarier of 2007 and the [ast quarier of 2005
wis cluas o 8 racllen.
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Hotes: ‘The duting of 1he tyt]tx w inkgm fieum the National Burraw of Lownomic Riscmth apd the Cemee fioc Econgmic Policy Research
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aver % years old in the United States. Unless suted othenyi; fgm:s 13 pubed a5 an average of
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unemployment held by those unemployed for longer than six months to levels which are
exceptionally high by US standards, ie. around 30% of the wral number of unemployed.
The share held by long-term unemployment has historically been much higher in the curo area
than in the United States, bot remained broadly unchanged in the rocont recession at almost
59%. Over the recent recession, unit labour costs rose by 4.4% in the euro area (as, owing to
labour hoarding, labour costs did not decrease as much as value added}, a much faster pace
than the 1,7% reconded for the Uniled Siates, where employment downsizing led w a surge in
procductivity and labour cost growth slowed substantially.®

Althouph itis too early wo pass judgement on Lhe current recovery from a labour markel perspective,
it is neverthelers intercsting o noke some characteristic featurcy of the ongeing adjustments,
As expected, given the typically lagged response of the labour market Lo a rise in economic activiry,
the detericmation in the performance of the eure area Izbour markel haa, b some extent, continued
in the current recovery. Employment fell by 3.7 million between the second quarter of 2003 and
the end of 2009. According to data from the EU Labour Force Survey, curo area uncmployment
fell to 9.8% of the tofal labour force in Lhe third quarter of 2014, slightly below the peak obscrved
in the first quarter of the year. Onher signs of improvement emerging in the eurc area are the
positive growth in hours worked, as well as the reversal of the rise in unit labour costs. The US
labour market situation slarted to improve at e beginning of 2010 (six months afier the st of
the recovery), with modest gains in employment and a slight decline in Lhe unemployment raie.

Theimprovement in Lhe labour markels i3 atao reflected in dovelopments in wial hours worked, both
in the euro area and the United States {see the table). The unemployment rale in the Uniled States
did not decling until the fisl quarer of 2010, and has since remained broadly skable,
By contrast, it has continued o increase in the euro area, albeit at 2 sower pace in recent quarters.
This is indicative of the slow imprevement in the labour matket, in which job creation is currenthy
not sufficiently strong w reduce the oumber of unemployed persons, Anather aspect pointing to
the sluggishness of the labour market recovery is the fact that the labour force participation rate
has remained low. This is especially true in the Uniled Suates, although there have been signs of
stabilisation in the last few months. At the same time, the share of tolal unemployment heid by
those out of work for over six momhs has continued to grow, reaching histerically high levels in
both the curo area and the United States (65% and just under 45% respectively — see the wable).
In hoth cases, while the origin of this rise is mainly seen as cyclical, it implies 2 deterigration in
human capital, which may increase structural unemployment.

Orverall, there have been some differences between labour market developments in the euro
arca and those in the United Siates. Firstly, although the decline in aclivity was more marked
in the eurg area than in the United States, the adjsstment in the US labonr markel has been
mere prencunced. With regard to labour input in particular, the adiustment in the euro area was
maore to do with the number of hours worked per person than the number of persons employed —
parlly duc ko the extensive use of shorter working howrs schemes — while in the United Staies
it was, in relative werms, mainly accounted for by changes in the number of persons employed.
Sccondly, given the magnitude of the fall in output, the adjusiment in the euro area can be seen as
less marked than that observed in previous recenyions, particularly regarding cmployment losses.

5 For a dotailed comparison of wage developments in the curo ores amd 1he United States. see the box entitked “Woge developments in
the e anea and the Unieed Siabes during the recem econonic dowriem. 2 comgaraiive anatysis™, Mol Sulfein, ECB, by 200
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By conmast, the US labour market has shown much larger declines in labour force panicipation
and sipnificant increases in the duration of unemployment, while employment losses were
broadly in line with previous recessions, after waking into account the depth of the fall in activiry.
Despite 2 less pronounced deterioration in the labour market, the proportion ¢f those unemployed
who have been out of work for more than six months has now reached exceptionally high levels
in the euro area, which calls for an effective policy responge. Unless this is addressed in a timely
manner by active labour market policies and meagsures 1o promete lifelony leaming, the risk of
human capital erosion associated with long spells of unemployment may lead to an increase in
struerueal unemployment. This would make it difficult to bring unemployment back down to

pre-recession levels as the recovery matures.

Lhg sHOCK O ¢ recent NLAnG1zl and Coonomic
crisis resulted in sharp increases in government
deficit-to-(iDP and public debl-to-GDE ratios
and, in 2019, financial market panicipants
questioned the bility of public fi

in some eurp arca countrics. In response
to the unfolding sovereign debt crisis and
nepative spillover effects, the most affected
countrics implemented additional consolidation
and structural reform measures to restore
credibility. The erisis showed that ensuring
sound public fi prerequisite for
overall macr jal stability.

is
and fi

Following two years of sharp detericration in
budpetary positions, the agpregate povernment
deficit for the euro erca stabilised in 2010, although
deficit levels varied preatly amomg countries.
According w (e EFuropean Commission's
autumn  ccomgmic  forceast, published  on
29 November 2010, the suro area average general
pgovemment deficit mtio in 2010 was unchanped
from 3009 at 6.3% of GDP (seec Table 5).
The sabilisation of the budget deficit was in
part driven by & rebound in povernment revenue

strong, rowth in social payments, capital lransfers
and intcrest payments. The expenditure resiraint
was particularly pronounced in govemment
i and comp ion of p
employees, with cnts in public employment as
well as wage freezes or culs in several countries,
In terms of ratios to GDF, both total govemment
revenue and tomal government expenditure were
broadly unchanged from 2009, a1 44.4% and
50.8% respegtively.

The Commission's autumn 2010 fiscal forecasts
are, for most coontries, more favourable than
the estimales presented in the updated swability
programines, which were subminted between
December 2009 and March 2010, The latter
pointed to a higher deficit for the eurc area as
a whole, amounting w 6.6% of GDP in 2010
against 6.3% presented by the Commission
(se¢ Table 5). In many cases, the more favourable
forceasts of the Commission reflect stromger than
previgusly expected economic growth feeding into
higher ax receipts, while in the case of Portugal
the fulfilment of the new govemment Largel is
mainly attributable w a sizeable one-of measure,
namely a transfer of the Pormugal Telecom pension
fund 1w the civil yervanta® pension systemn.

However, for some countrics, the Europcan

growth in a context of stabilising
conditions, following the sirong decline in
revenugs in 2009, At the same time, growth
in government expenditure slowed down, as
the phasing-out of fiscal stimulus measures
implementzd since end-2008 and new  fisgal
consalidation measures offset the still relabively

O igsion deficil f are sul
higher than expected in the stability programmes
or in the govermments” updated targets,
This is the case for Slovakia, owing o lower
than expected revenues, but also for Greeee and
Ircland, which faced panticularly large budgetary
imbalances in 2610,

1atly
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In  Greece,  persistent  povernment  deficils
and high debt, misreporting of fiscal data up
until 2009, as well as a postponement of much
needed coonomic end social reform, severely
undermined the credibility of the authorities.
Greece increasingly faced rising borrowing costs
and severe funding difficuities and, at the end of
Agpril, the government had to request financial
support from the curo area counmies and the
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IMF. This support was granted subject to strong
conditionatity under an ambitions cconoemic,
financial, fiscal and public governance reform
programme. Following a stong start, incloding
major fiscal adjustment as well as pension and
labour markel vreforms, several challenges arose
in the programme: implementation in the second
half of the year and some structural reforms
experienced delays. In panticutar, the camy-over



effert of the statistical upward revision of
the 2009 povernment deficit, as well as revenue
shonifalls and an accumualation of amoars by
social security funds, is likely to have led to a
higher than tarpeted 2010 povernment deficit
in ESA 95 lerms. For 2011 the autharitics have
adopted  additional consolidation measures W
fully compensaie for the grownd lost in 2010 and,
as such, the programme remains broadly on rack.
However, additional measeres in the amount of
around 6% of (GDP =till need te be specified for
subsequent years to meet the objective of reducing
the government deficit to below 3% of GDP by
2014. Morggver, further ambitipus offort in the
area of structural reforms are necessary.

In Ireland, the wide-ranging fiscal consolidation
measures adopted by the government could
not hait the detericration of the fiscal situation,
which reflects a combination of a weak
underlying fiscal position, sewere struetural
probiems in the banking seclor and a stong
exposure of public finances to the financial
sector. The very large deficit increase was panly
cawsed by 2 steep decling in tax rovetues on
accountofseversly worsened cyclical conditions,
a larpe fall in domestic demand and a reversal
of past property-related Bx revenue windfalls

g e
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following the bursting of the housing bubble.
Inaddition, exceptional government assistance to
the banking scctor drove the government deficit
to above 30% of GDF. As market confidence
declined, the Irish government had to apply, in
November, for EU-IMF financtal assistance,
subject  to strong  policy  conditionality.
The assecinted adjustment programme is based
on a four-year fiscal conselidation and structural
reform plan, including a major restrueturing of
the banking sector. The ahjective is to reduce the
government deficit W below 3% of GDP by 2015
and lo testore confid in the inability of
public finances in Ireland.

Ullimalely, nearty all curo area coummes
recorded a defict above the 3% of GDP
reference vaiue in 2010, By the end of 2010,
15 curp arca countrics were subject bo an cxeessive
deficit procedure, with deadlines for reducing
deficit ratios to below Lhe reference value of 3%
of GDP mnging from 2011 w0 2015 {sce Table 6},

The euro area povernmenl debl ratio again
rose considerably in 2010, albeit al a slower
pace than in 2009. According to the European
Conmsnission’s autumn 2010 forceast, the euro
arca average government  debi-u-(GDE ratio
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increased from 79.2% in 2009 to B4.2% in 2010,
as & consequence mainly of high deficits and
to 2 lesser extent of the suppert provided to the
financial sector and Greece, Unlike in previous
years, in 2010 the increase in the debt ratio
was less than thal implicd by the level of the
deficit. The reason for this was Lhat stock-flow
adjustments, which, although lower, were still
increasing the level of debt, were more than ofTset
by the impact of nominal GDP growth on the
denominator. That szid, debl mtios were above
the reference value of 609 of GDP at the end of
201000 12 oul of 16 euro arca coutitnes, and well
above 100% of GDP in Greece and [Laly,

Deespite the improvement in the fiscal outlock
compared with carlier expeetations for 2 number
of countries, the euro area fiscal situation
rematns precarious, This has contnbuted o
heightenad lensions on the government bond
markets. Concerns in the financial markets
as reflected in government bond yiclds even
intensified in 2010 and early 2011 in the case
of some countries experiencing particularly
adverse fiscal developments (sco Section 2.2 of
Chapter  for an analysis of government bond
market developments),

It is particularly difficult to distinguish between
the cyclical and strucoural factors undetlying
the budgetary developments because of
uncertainty regarding the identification of rend
growth and the output gap in real time. Despite
this uncertainty, according to the European
Commission, the cyclical component of the
deficit improved in 2010 for the frst lime since
2007, The fiscal stance for the euro area, in
wmis of the change in the eyclically adjusted
primary budget balance (corrected for the
exceptional bank recapitalisation measures in
Ireiand), is assessed o have been broadly neulral
in 2014, thereby initiating a reversal from the
cxpansionary stance in 2008-09 to an expected
tightening in 2011.

.- . n the
euro area fiscal situation, though it ts anticipated
that the deficit will remain clevated. According
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to the Ewrop C ission's 2010
cconomic  forecasts, the  aversge  pgeneral
government deficit tatio in the euro area will
decline by 1.8 pereentage points to 4.6% of GDP
(see Chart 34). The coro arca average revenie
ratic is projected to increase by 0.4 petrentage
point of GDP, whercas Lhe primary expenditre
ratic is anticipated to fall by 1.5 perrenlage
points of GDP, reflecting mainly consolidation
measurgs, and the curp area average imtercst
expenditure ratio should rise by 0.] percentage
point of GDP. An overall improvement in the
eurg arca budgetary position should result mainty
from 2 tightening of the fiscal stance, while the
impact of the cconomic cycle is judped likely to
be favourable but ymall. Despite the expected
improvement in the aggrepate budgetary
position, few curo area counines — nobly
Germany, Luxembourg, Malta and Finland — are
expected to have government deficits at or below
the reference value of 3% of GDE m 2011.
The average government debt ratie in the euro
area is prajected Lo continue Lo rise in 2011, by
2.4 perceniage points, to 86.5% of GDP, with
debt ratios exceeding 100% of GDP in three
countries, namely Belpium, Greece and luly.



In Ireland, the consolidation measures that
were adopled after the cut-off dale for the
Commission”s forecasts are expected to keep the
deht ratio below 100% of GDP in 2011.

A3 AL 8 U AL s e snavan e MEROD
in 2 number of counmies, the comnuitment
to fiscal consolidalion needs to be suswined.
The fiscal consolidation set out in 2011 budgets
is a first step in the right direction. However, the
scale of the § fiscal chall qui

an ambitious multi-year consolidation cfTort
in most countries. Not least given the sham
increase in expenditure ralios during Lhe crisis,

the scope of public spending and the quality
of public finances, appears warranted in many
countrics. This is all the more oceessary in the
light of the current severe fiscal imbatances:
high sovercign debt ratios and the prospeet of
a lower trend growth rate make more agute
the budgetary risks related to any flnher bank
restruciuring and the projected future costs of
population ageing associated with unfunded
public pension  systems  and  healtheare,
A credible and comprehensive reform strategy
also helps to suslain market confidence, which
could be particularly imponiant in countries with
vulnerable fiscal positions. Morcover, such a
srategy is likely to have a favourable impact
on financing conditions in the longer mun that
will offset the short-term costs in Lemms of lower

4 slrong emphasis on structural expendibure

Todi

cus, i g a syst T of e

ic growih (see Box 8}

Government deficii-lo-GDP and debt-to-GDP ratics have increased significantly during the
economic and financial crisis. Parl of this increase is due to the automatic eyelical response
of government revenne and spending to macrocognomic developments and o other rangitory
factors, such as lemporary fiscal stimulus measures or government transfers to shore up the
banking sector. However, the erisis kas led to a substantial downward revision of most estimales
of potential output, along with some losses in X revenues (e.g. linked o property mansactions),
which may be viewed as permanent. For this reason, the bulk of the povernment deficiis built
up during 1he crisis should be considered as struclural. This implies that substantial fscal
consolidation in the coming years is needed to put public finances on a susl2inable footing.

It is widely accepted that fiscal consolidation is bencficial for ceenomic growth in the jong
run. A reduction in government financing needs leads to lower long-term interest rates, thereby
impraving the financing conditions of the private sector and stimulating productive investment.
For the government, a lower level of debt and jated i ts Frecs up resqurces to
reduce distorlionary laxes and finance more productive expenditure. Moreover, with sound fiscal
positions, houscholds and firms can bave confidence in the povernment’s ability to help anenuate
coonomic fuctuations through the operation of aulomatic stabilisers. Empirical studics across a
wide range of indusirial countries znd time periods provide evidence of the growth-inhibiting
effcets of high government debt f

Py

1 The comelotion betweoen high detd and Inwer grewdh 1s established for 8 very long ime period by Reinhan, ©M. and RogedT, .5,
“Cirvwth o a e of deta™, Workimg Paper Series, No 15639, Nuwmal Bureaw of Yronnmic Rescarch, 2040, For the o ares,
econaomcing eadence is presemied by Cheeberita, O and Bother, P “The impec! of high and growing debd on economic growih ao
mpitical investugatien (oo the tum aca”, Bortimg Paper Seres, No 1237, BODL 2009
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By comrast, fiscal consolidation is wsually characterised as having a dampening eflect on
economic growth in the short run. Culs in government consumption and investment directly
reduce agpregate spending, while higher taxes and lower government wansfers reduce the
digposable income of houscholds and firms. Most empiricsi evidence points to tax and spending
multipliers which are positive in Lthe short ta medium run, albeit declining over time. This is also
reflected in Lhe stendand structural economic models used to analyse the economy and make
ccongmic predictions for the short to medium term.? However, pnder cortain ¢ircumgtances —
parlicularly when fiscal tightening implies moving from a (near} unsuslainable 10 a (more)
sustainable fiscal position — it is possible that the maditional shori-run “Keynesian™ effects
of fiscal lidation are significantly dumpencd or even roversed, The theoretical case for
“nen-Keynesian” effects in the short run rests on the idea that spending culs or Lax increases may
lead to an i diaze offsening i in private ption and in if they pive rise
ta the cxpectation of lower laxey — and thus higher dispowsable income — in Future, This idea is
closely refated to the theory of “Ricardian equivalence”, according to which a rational private
sector should internalise the govemnment™s budget constraint,

Motwithstanding Lhe difficullies invoived in disentangling the impact of fiscal policy on Lhe
ceomomy from gther factors, there is litlle empirical evidence to sugpest that non-Keynesian
elfects are dominant in nermal economic times. The evidence nonetheless suggests Lhat any
nepative shon-run effecis of fiscal consolidation on cconomic prowth are likely to be much
more muted when: i) the starting fiscal position is particularly precarious (giving rise to fimancial
market concerns and high risk premia), i) the private sector does not fece credit constraints
(80 households and firms are able to smooth their ption and over time},
and i) a favourabile impact of fiscal consolidation on inflation - and inflation expeclations —
allows for a mere accommodative monetary {and exchange rate) policy.

However, empirical work based on date samples covering more “benign”™ periods are unlikely
to be a good guide for considering the impact of fiscal consclidation in the wake of a sovereign
debt ¢nisis.? A loss of confid in public fi would afllcet the holders of government deln,
such as banks, pension funds and individual investors, and thereby undermine financial srbility
and Lhe outlook for the real y. In Lthesge i , it is simply not a vizble option not
to announce and starl toy imgh t The counler{actial approach

4

L P fiscal
of inaction in periods of high fiscal stress is not a suslainable allernative, since financial market
tensions would escalate, in all likelihood providing a much worse growth outcome than that
resulting From fiscal congalidation, ndoed, postponing v figcal censolid enly serves
to amplify difficulties, possibly entailing a need fer untimely harsh consolidation in the context
of foregome opportunities to create needed fiscal space.?

2 S shy snngle ¢nuttal “The effoenvense of eur area fiacal pubcien™, Monshly Bullena, UK, fuly 2010,

3 For 2 discusseen, sec Rother, P, Schuknecht, L. and Stark, J., “The benwefis of fsczl idation in uewh
FPaper Bemes, o 121, LOR, 20390,

4 The concept of fscal cpace, and v implicalions for defd cwsiainabiliny andior tbe onsel of orisis, is owiheed in Osby of ul,
“Frocal Spem”, Seqff Position dote, Ka 2000711, IMF, Sepember 2000,

d wabers”, Ok I

The fiscal policy provisiens of the Treaty and the
Suability and Growih Pact are essential w gnide
policy-makers and underpin the trust of the pulblic
and of financial markels in the fiscal policies of
EMU. Governments must strictly adhere 1o the
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deadlings and targels sct in ECOFIN Council
recommendations, impk ing all the pl d
measures and being prepated to take additional
measurcs to meel targets if necessary. In this
regard, the measures that have been announced




but not yet sofficiently specified should be
presented in more detall. Moreover, countries
with an improved macrocconomic environment
should use the opporunity to correct excessive
deficits before the deadlines. Subsequently, they
should srive tv move quickly lowards their
medium-term budgetary objectives, 1o create the
fisca! space needed to tackle known challenges
and alse be well-positioned W cope with any
unforeseen budgetary deterioration.

A song political commitment to improve the
sustainability of public finances, along with
structural reforms addressing magroeconomic
imbatances and weaknesses in the banking
seotor, is essential, not east because it provides
#n anchor for cxpectations. In the curent
context of heightened eurc area sovereign
strains, with the sk of spillover cffects, it is
essential that all countries arain and mainlain
sound fiscal posilions to aveld any additional
risks to financing conditions.

LALIAINES 10 UCYCIUPILICIH 0T SUTY WEID W a
large extent shaped by the cconomic recovery,
fiscal conditions and monetary policy around the
world. Developments were somewhal  volatile
in many advanced economics, as the econcmic
recovery was still vulnerable and dependent on the
support of fiscal and monctary policies. In the fist
half of the year the euro depreciated against several
major currencics (see Chan 35), reflecting rising
concems about the sovercign debt situation in
$OME Suro area coumries. This unceriainty also
resulted in an increase in the implied volatility of
the eurn exchange rate against major curencics
in May and June (see Chan 35). In the second
half of 2010 the curo rebounded, amid some
volatility, owing moestly w the alleviation of
concerns aboul sovereipn debt, as well as more
posiive than expected macTocconomis  nows
for the euro area. The overall appreciation
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was driven mainly by develepments in Lhe
USDVEUR exchenge mte. In the course of 2010
the curo deprecialed by 8.2% in cffcctive torms as
measured against the currencies of 20 of the euro
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area’s important wading partners (see Charl 36).
As a consequence, the averape level of the nominal
cffective exchange rate in 2010 way 6.3% lower
compared with 2009, In 2010 the euro stood 5.5%
higher than the historical average since 1999,

On 31 December 2010 the curo taded at
USD 1,34, 7.3% lower than al the beginning of
2010 and 4.2% weaker than itz 2009 average.
The depreciation of the euro wvis-d-vis the
US dollar in the first half of 2010 was driven
by a swonger macroeconomic recovery in the
United States than in the curo area in early 2010,
In the second half of 2010 the curo strengthened
against the US dollar in response W the approval
by the US awthoritics of an edditional economic
stimulus.

In the first half of 2010 the euro alse continued
to depreciale vis-a-vis the Japanese wen,
completely reversing its appreciation in 2009
{rcc Charl 35). Throughout the remainder
of 2010 the bilateral JFY/EUR exchange
rate flucruated within a rather narrow range,
with the euro tading between JPY 105 and
JPY 115, On 3} December 2010 the euro
traded at JPY 108.65, 18.4% lowser than at the
beginning of the year and 16.7% below ils
average for 2009, ¥Yolatility in the JPY/EUR
exchange rate increased sharply in May and
June 2010, before declining in the second half
of 2010,

In 2010 the euro depreciated against the pound
sterling by 3.1%, from GBP 0.29 to GBP (.86,
The curo depreciated against the pound sterling
in the first half of 2010 amid market concerns
over fiscal sustainability in some euro area
countrics. In the second half of the year the curo
recovered some of the earlier losses. By the end
of 2010 the euro bilateral exchange rate against
the pound sterling was still above its historical
averape since 1999, owing o the appreciation
that occurred in 2008 and early 2009

In 2010 the euro deprecizted against the Swiss
franc by 15.7%. Lntil June 2010 the depreciation
was moderated as a result of interventions by the
Swiss National Dank. In the second half of 2010
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the curo further depreciated apainst the Swiss
frang significantly, amid some volanility.

Between  the bepinning of the year and
31 December 2010 the euro deprecialed against
the Canadian dollar (by 11.9%), the Ausmalian
dollar {by 17924} and the Morwegian krong
(by 6.0%), mainly owing to pesitive interest rate
differentials vis-a-vis the ewro area. The curo
alse depreciated against the Asian currencies that
are linked w the US dollar, namely the Chinese
renminbi (by 10.3%) and the Hong Kong dollar
{by 7.0%). The curo also deprectated vis-d-vis
the Korean wan (by 10.7%).

The rcal etfective exchange rate of the curo based
on different cost and price measures declined
in the first half of 2010 and smbilised thereabter
(see Chart 36} By the end of 2¢10 the values of
the real effective exchange rates were very close
Ig their historical averages since 1999, The real
effective CPl-deflated exchange rate was, on
averepe, 5.9% weaker in 2010 than in 2009,









SOME eurd area countries, non-residents sold euro
area bonds and noles in the third quanet, while
curg arca residents increased their investment in
foreign bonds and neles. As financial ensions
eesed, non-residents resumed their purchases
of curo arva bonds in the fourth quarter.
At the same titne, the ewro arca recarded net
inflows in eguitics in the second half of 2010,
amid increased interest in euro area equities by
foreign investors.

Direct in t activity 1 d relatively
subdued in 2010 as both eure arca and foreipn
companics decreased thoir investment in cquity
capital. Higher net outflows in direct investment
in 2010 mainly reflected developments in other
capital, While eurp arca companics inercased
their flows of loans 1o their foreign affiliates,
forcign companies repatriated funds.

Data on the international investmenl position
of the curp arca vis-a-vis the rest of the world,
available up to the third quanier of 2010, indicate
that the eurc area recarded net liabililies of
€1,184 billion vis-a-vis the test of the world
{representing 1 3.0% ofeuro area GDP), compared
with net liabilities of €1,448 billion {equal o
16.2% of curg arca GDP) at the end of 2009,
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output recevered in 2010 after a significant
coniraction in 2009, but with some volatility in
the growth profile and significant cross-country
differences {scc Table 7). Tho recovery was
supporied mainly by exports, on the back of
robust ¢xternal 1, and the rebuitding of
inventeries after a significant drain on inventory
levels in 2009, AL the same time, domestic
! i 1 ingd subdued in most countrigs,
in spite of a marked improvement in confidence
indi Weak d ic d d was a
consequence of ongeing cconemic adjustment
in the private sector, and in some countries also
in the public sector. In the countries that
had e¢ntered the recession period following
an unsusiainable boom, domestic demand
continued 1o contracl cven in reconl quarlers,
reflecting a prolonged economic adjustment.

Looking at the main cemponents of domestic
demand, private consumpiion  remained
subdued in most countrics, reflecting to some
extent weak labour market conditions and credit
growih. Unemployment rates were in many
countries higher than in 2009, although in some
countrics Lhe improvement in overall economic
achivity brought a rebound in employment from

&1

41

‘e marked
v L e s tara g OFTIENCES
of dilferent scctors. In general, export-gricntcd
seclors saw  much greater labour demand,
more favourable developments in employment
figures and stronger wage dynamics, The
growth of credit Lo the private sector contipued
to be retutively weak in most nen-gero arca
EU couninies, reflecting both tight supply and
low demand. Capacity ulilisation remained
low, in particular in the non-tradable sccloms,
even though it increased strongly in the expont
seclors of many counthes. [nvesiment growth
was in general subdued or in some countrics
even sharply negative, pointing to the ongoing
adjustment in housing markets and 2 decline
in the censtructipn secior, In some countries
the sheri-lerm impact of an ongeing fiscal
adjustment contribuied to the low prowth of
domestic demand.

Amony the non-cura arca EU Member Statcs
real GDP growth was particularly sitong in the
countrics, such as Poland and Sweden, that had
entercd the reecssion with relatively small current
account imbalances compared with most other

4 TTas sectiom covers L countoes tat g nel foom past of e
cure arca m 2019
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non-eure area EU counmies. Some counrmies Lhat
hed expericnced very pronounced downturns
in cconemic activity in 2008 also saw a strong
rebound. The Baltic ec recovered after
repistering the most sizeable declines in activity
of all EU countrigs in 2009, Their recovery
was mainly driven by external demand, while
domextic demand was weak or oven contracied.
The recovery in Bulgaria was slow and mainly
driver by external demand, while domestic
demand  was d by the 2
adjustment in the private sector. Romania
was the only non-cure area EL country whetre
the economy continued o contract slightly
in 2010, owing mainiy to the ongoing fiscal
adjustment.

Crverall, the pronounced shift in the drivers
of cconomic growih compared with the year
before the global recession reflects the economic
adjustment process that stared during or, in
some counirics {¢.g. the Baltic States), before
the recession.

Avvegy s woslion increased in 2HOQ
in most non-eure arca EU Member States in
spite of the continued weakness of domestic
demand, still large spare capacity overall
and the slack in the labowr markels, The

J— . - -

toaerch Bepahbln 21 in a3
Dredumark 1% L7 16
Lstenin 44 &7 104
Lavin Bt 0.1 153
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Hungary ad Ta8 [
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Sweden 13 % 11
Uniled Kingioam 23 23 EX Y
Tus! 32 4.4 G

SRR 28 EA a7

main inflationary impueises came from rising
food prices, but alse from enerpy prices.
In some countrics, administered price and
indirect lax changes added w inflation. The
increase in international commodity prices
tended to have a groater impact on inflation in
the cenral and castern European countries than
in the other non-curo area EU countrics owing
to Lthe greater weight of food and energy in their
HICP baskets.

The cross-country variation in annual HICP
inflation rates remained significant (see Table 8)
in 201). The highest average inflation rates
were recorded in Hungary (4.7%), where excise
xes were raised in Januvary and previous YAT
ingreases also had a base cffect, and Romania
(6.1%), which introduced a substantial VAT
increase in July. Inflation ranged bebwecn
2.2% and 3.3% in most of the other countries.
In the Czech Republic, Lithuania and Sweden,
the average inflation rate was posilive but
below 2%. Latvia was the only country with
a nepalive averape inflation rate in 2010, &t
-1.2%. The intra-year developments supgest an
increasing trend in inflation in most countries.
Infation in Latvia returned to positive tetritory
in September 2010, which was entircly
the result of nising food and energy prices.
Annual infladon rales excluding energy and

L1X.] 1.2 o4 o8 16 ko

W] 2z 10 n 21 25
nz 7 o0 P Lh 0
i3 W2 L) a3 ] [
42 [ B L4 o35 18 249
44 47 Sk 52 36 41
a4 b 14 25 21 13
LX) L8] LR 41 75 TH
15 L3 T ig 11 L&
a2 313 LA 34 il 14
ir iz 2R 28 LR 52
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1t The LK agyrmgaie comprses the sghl meneearn sz gaontns (a0 33 Dovember 700§ that pancsh the E0 0 2000 or 2007,
23 The EUTT aggregae comprises the §l son-euro arca EU Member Sates as 3 11 December 2000,
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food prices remained contained in all countries,
and were cven negative in some countries
{c.. Latvia and Lithuania), which would
suggest that demand-pull inflation pressures
were subdued in 2010,

rapuars i canedliz and Swaoden, all non-euro
area EU Member States are estimated o have
posted general government defieit ratios above
the 3% of GDP reference value in 2000, The
United Kingdom is estimated wo have continued
recording 2 very large deficil, amounting w
10.5% of GDP. Dcficit ratios declingd in most
non-euro area EU Member States in 2410
compared with 2009, pardy as a result of stronper
than previously expecled coonpmic  growth
leading w higher tax receips, while government
debt-to-GDP  ratios  continued 10 increase.
In the majority of countries budgelary outcomes
for 2010 were inline with the Larpets contained in
the updated convergence programmes submitted
at the end of 2009, The degree to which budget
balances improved in 2010 compared with a year

g e e o
Czech Republc £47 27 58 5.2 53
Lieremark 4k 2T 51
Estonia 2% -2R -7 -1 22
Latvia 43 41 -101 T -E5
Lathuamiu BE =13 -9.2 WA R
Hungary S0 AT 44 iR 3%
Toland -1 L 32 1.9 5.9
Remtanan 28 AT M 13 [
Sweden LK) 22 Rty 0.9 -34
Uniled Kungekom 27 500 114 o -1ze
EUs" PR P X ST Ex
2 THE -14 -3 A4 B0 -E9

and ECB caleulations.

earlier dilfered considerably across counries,
depending on the extent of the improvement in
the macroeconomic cnvironment in canjunction
with the country’s fiscal response w the global
financial and cconomic crisis. Whereas Bulgaria,
the Czech Republic, thc Baltic States and
Romania all introduced expenditure cuts or
restraingd spending in 2010, in other countrics
the aulomatic stabilisers were generally allowed
to operate, Moreover, in Denmark and Sweden
discretionary fiscal stimuli were adopted in
response to the crisis,

At the cnd of 2010 all non-euro arca EL
Member States other than Estonia and Sweden
were subject to a Council decision on the
existence of an gxcessive deficit. Deadlines
to comrect the excessive deficit situation are
et al 20011 for Bulgania and Hungery, at 2012
for Larvia, Lithuania, Poland and Romania,
at 2013 for the Czech Republic and Denmark
and al (the financial year) 2014/15 for the
United Kingdom.
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In 2Q10 government deb-io-GDP ratios are
estimaled w have increased in all non-ewro area
ELJ Maomber States apert from Sweden, though
with the increase more moderate than in 2009
in most countrics. The rise in the debt-lo-GDP
ratio was strongest in the United Kingdom
{9.6 percenlapge points), Latvia (9.0 percentage
points) and Lithoania (7.9 percemage points),
reflecting mainly the large budget deficits in
those countrics. While the debt ratio remained
above the 60% of GDP refercnce value in
Hungary and rose further above this level in
the United Kingdom, it remained below the
meference value in the other mon-guro arca
EU Member States,

TIELU 1 RS LI TS L UL LTI i L apritar AC00UTTL
balances of the non-cura arca EU) Member
States (as a percentage of GDP) deteriorated
in most countries (see Table 10). However,
developments were very heterogencous across
counmmies. In Estonia, Latvia and Lithuania,
the current and capilel account surpluses
decreased, reflecting the gradual recovery in
these economies and strengihening domestic

i! d. The surplus also d d in Sweden,
Lruga ara aas o e wvr
Carch Rl e 2 01 a8 51
Draumark L4 7 11 448 -1k
Lsboraa 162 -R3 I3 T2 15
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United Kmiygghoan A4 -3 -5 213 =44
ELn -l4 0.4 04 %] 24
U™ o o7 0.3 [X) 21

EL%™ L3 <Ll W11 h | 4l

as a result of the deterioration in the trade
balance due to the strong recovery in domestic
demand. In the Czoch Republic the combined
current and capital account balance moved
from surplus to deficit, owing to a rising income
deficit and a smaller trade swplus. The current
and capital account deficit widened in Poland,
owing W strang demestic demand in 2010 and
an increasing income deficit, in Remania, mainly
owing to declining remittances, and in the
United Kingdom, as a rosult of a weaker trade
balance. In a number of counries, however,
the balance improved. In Bulgaria the current
and capite! accounl shiftod from a deficit to 2
surplus position on the back of strenpthening
exports and ongoing domestic adjustment.
In Hungary, the surplus increascd from 0.7%
of GDP in 2009 o 3.0% in 2010, reflecting
the largely cxport-led recovery. Denmark
recorded a rise in its surplus from 3.5% in 2009
to 4.8% in 2010 on the back of stronper expons
and still subdued domestic demand,

On the financing side, forcipn direct investment
inflows stahilised or ingreased in the course of
2010 in almost all the non-eure area countries
that joined the EU in 2004 ot later. Denmark and
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measured by ten-year gevernment bond yields,
declined in most countries, and spreads vis-3-vis
eurg arca government bonds narowed on
average. The decline in long-term yields was
most pronounced in Latvia and Lithuania, owing
tg the improved macrocconomic performance
and also because of their very high levels at the
beginning of 2010, Tuming te moncy markets,
rates declined significantly in most of the
non-curoe area EU Member States, partly owing
to ducreases in policy mics. A notable cxception
is Sweden, where policy rate hikes slarting in
the summer helped to push short-lerm market
ratcs up by some 150 basis points.

The twbulence experienced in some curo area
sovereign debt markets had enly a imited impact
on credit default swap (CDS) spreads for the
non-curg arca EU) Member Stales. Seen over the
year as a whele, most countries registercd only
in prernia, Thete are, however,

T T T T T T
Jan.  July  Jan. July  Jam July Jan.
fulLi] 2009 2010 ol
Sawrye. BCH.
Motes;  An moTsse inducates o il stall
(appreciation) of the camency. Las abservation refers to

25 Fehruary 111

Czech koruna and the Swedish krona, the
appreciating currencies did not return w their
pre-2008 levels vis-3-vis the eure.

The brief episodes of volatility in the
HUF/EUR exchanpe rate reflected political
tensions in Hungary, including the breakdown
of talks berween international orpanizations
and the government, and downgrades by the
major credit rating The R«

some nolable cxceplions. In the Baltic States,
premia declined by around 145 basis points
on average, reflecting, amonp other faclors,
ingreased confidence in  ausicrity measures
and the improved macroeconomic situation.
Conversely, continued  concern  about  the
suslainahility of fiscal conselidation in Hungary
caused Hungarian CDS spreads to widen by
some 140 bosis points over the course of the
year. Stock markets in the non-euro area EU
Member States on average outperformed curo
arca markets by a widec margin. This was most

leu remained  broadly uwachanged  from
January 2010, with shorl perieds of heightened
volatility due largely to political tensions and
related  risks di the impl

pre d in the Baitic Siates, where slocks
advanced by some 55% on average tn 2010,

In early 2011 equity markets continved to

of fiscal conselidation measures agreed with
international crganisattons. The Bulgarian lev
remained unchanged against the euro, reflecting
its eurg-basgd currensy bourd arrangement.

& Iy improved
in the non-cure arca EU Member Suates in the
course of 2010, Long-torm interest raics, as

r [BETF.A-0 LIS

strengthen in mostcounries, while developments
in long-lerm government bond yiclds were
mixed. Hungarian CDS spreads fell by around
75 bagis points, supponied by improved investor

sentiment.

1ne primiary vwecidve for monetary policy in
all non-gure area EL Member States is price
stabitity. Monctary policy strawcgics, howewver,
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Crech Ropubly Inflation irges Crech konmna
Denmark. Lrchanpe rakc fargst 1Penich kmne
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Noie Forthe United Kingdam the CFl s identien] to tbe HICP,

continued o difTer censiderably from country o
country (see Table { 1),

In the first half of 2010 many non-euro arca EU
central banks, including Ceskd ndrodni banka,
Danmarky Mationatbank, Latvijas Banka, the
Magyar MNemzeti Bank and Banca Naztionald
2 Romdnici, decreased their key policy rates.
Mant of these rale reductions scrved the purpoese
of encouwraping bmnk lending and supporting
cconpmic activity {in light of a significantly
negative output gap in a number of counmies). In
the second halfof 2610 and in early 2011 the casing
cycle came to a hall in mest non-pwo arca EU
countries. With the exception of Latvijas Banka,
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inthe CPL Inabe event of & dewiznion of more than 1 pereenlage
pemant, e Govemor of the Bonk of Englend is expected o wnie
an apen leuer on behalf of the Monetary Policy Commince

all non-euro area EU central banks that changed
their key policy rales in this period, i.c. Danmarks
Nationalbank, the Magyar Wemzeti Bank,
Namdowy Bank Polski and Sveriges Riksbank,
decided to increase them. Most taie increases
were aimed at cnsuring the fulfilment of the
medium-lerm infiation objectives of the respective
cenlral bank. The cenwal banks of Hungary and
Remania mainteined the highest policy intercst
rates in 2010 {at 5.75% and 6.25% respectively
at the el of the year), reflecting higher inflation
rates and risk premia compared with other
non-curo arca EU Member States. [n the case of
Romania the high policy rate also reflectod the
central bmnk's aim of counteracting the risk of



second-round effects from supply-side shocks
(including the VAT rate increase in July 2010, as
wll as higher food and cnergy prices).

As reperds non-convenrtional y policy
measurcs, duning 2010 the Bank of England
maintained itz stock of asset purchases financed
by the issusnce of ceniral bank rescrves at
GBP 200 billion. This reflected the judgement
of the Monetary Policy Committee of the Bank
of England that the stance of menctary policy
remained appropriate to hit the inflation rarget
in the medium term, and that the balance of
risks surrounding inflation had not shifted
sufficiently w warrant a change in policy.
Mon-standerd measures taken by  Sveriges
Rikshank (fixcd interest ratc loans to commercial
banks with a 12-menth maturity) expired in
2010. Mo new measures were  introduced,
reflecting the strong recovery of the economy
and the pick-up in credit growth.
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The try policy instr I3 of the
Eurosystem used in 2010 comprised open market
opcrations, such as main refinancing opcrations
(MROs), lonper-term  refinancing  operations
(LTRQs) and finc-tuning operations, standing
facilities and minimum reserve requirements.
The Covered Bond Purchase Programme (CBPP)
and the Sccurities Markels Programme (SMP)
were inroduced as temporary, non-standard
measures aimed al repairing malfunctioning
segments in the cure financial markets.

During 2010 the Governing Council did not
change the key ECB interest rates {sco Charl 43).
The interest rate on the MROs, the interest rate
on the marginal lending facility and the interest
rate on the deposit facility remained unchanged
at 1.00%, 1.75% and 0.25% respectively.
The width of the cormdor was thus kept at
150 basis points.

At the beginning of 2010 some of the
non-standard menetary policy that had

e gradually

tinuing the
FLASILALUIIL, LG LTI a1 L aupP'BmC’UTﬂI'j"
three-month LTROs and reintroducing variable
rate lender procedures in the regular three-month
LTROs, staring with the operation allolicd on
28 April 2010, Meanwhile, ull zlletment and
fixed rate tender procedures continued 1o apply
to the MROs and the special-term refinancing
operations {with a2 mamnunty of one maintenance
period).  Morgover, the foreign  ¢urroncy
liquidity-providing operations {(in Swiss francs
and US dollars) conducled by the ECB were
discontinued after 31 January 2010.

On 10 May 2010 the Govetning Council decided
on several measures to address the severe tensions
that had emerged over the preceding weeks
in geriain fi ial market Besides
the decision to again conduct ali refinzncing
opetalions as fixed rate tender procedures with
Full allogtment, and to conduct a six-menth
LTRO with full allotment on 12 May 2010,
the Governing Couneil announced the Securitics
Markews Programme as a new messurc to
dd! those tensions. In order to ensure that

been introduced in response to the intensification
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the monetary policy stance is not alfected by

200l



the interventions under the SMP, the liguidity
injected through the SMP is absorbed Lhrough
the weekly collection of fixpd-torm depasits from
the banking sector. Moreover, Lhe temporary
swap [ines with the US Federal Reserve System,
which were discontinued after 31 January 2010,
were reactivated in May 2010, in coordination
with other central banks, and the ECB rosumed
U5 dollar liquidity-providing op

e s ey e mge -pes oo MKEL

operations, the Eurosystem usually takes into
acgount a daily assgssment of the hquidity necds
of the consolidated eurn area banking systen.
These liquidity needs are determined by the
sum of mini TCRCTYE TOquUir excess
reserves and awonomeus factors. Autonomous
factors are those items on Lhe Eurosystem's
balance sheet, such as banknotes in circulation
and government deposits, which have an impact
on credit institetions” current account haldings
but are not under the direct contol of the
Curosystem’s liquidity management.

However, with the exception of the regular
LTRO allotted on 28 April 2010, all of the
Ewrosystem’s rogular refinancing  operations
in 2010 were conducted as fixed rate tender
procedures  with  full  alloument.! As a
il ] . the | di volume of
refinancing operations continued w be driven
nat by the supply considerations of the
Eurcsystemn, but rather by the demand from
counterparties,  thereby  reflecting  their
underlying tiguidity preferences. The level of
current accounts above the minimum reserve
requirement in 2010 stood on averape at
€1.26 billian, which was higher than the level of
previous years (€1.03 billion in 20097 and
€1.07 billion in 2008).

During 2HO the ewro area banking system
comtinued to borrow  an aggregate  surplus
of liquidity and to deposit it back with the
Eurcsystem, paying Lhe fixed rate on the
main refinancing operalions and receiving the
rate on the deposit facility (which implied a
spread of 75 basis poims). The daily average

net Tecourse to the deposit facility of the
Eurosysiem — which can be seen as one measure
of the apggregate liguidity soplus - ingreascd
frem almest €120 billion in January 2010 to
nearly €300 billion in June 2010, Thereafier,
it declined significantly and steadily to just
above €50 billion in December 2010,

The implicit decline in the aggregate liquidity
surplus during the second half of 2010 shows
that the reduction in the telal outstanding
refinancing brooght about by the matring
of the one-year LTROs - the fiest on | July
(€442.2 billion), the scoond on 30 September
(€75.2 billion) and the third on 23 December
(£96.9 billion) — was not compensated for
by an equivalenl tngrease in the gutstanding
volumes of the shorer-term refinancing
operations conducied with full allotment fixed
rale tender procedurss (see Charl 449). This can
be interpreted as cvidence thal counterparties
| 1 for liquidity from the
Eurosysiem eased throughout the vear,

I ionary

In 2010 1he average daily lgoidity needs of
the euro arca banking systern amounted to
€557 billion, 3.5% lower than in 2009, The main
reason for the decrease was the dechne in
autonomous factors, by 9%, to £245 billion
on average. Minimum reserve requirements
slightly decreased on average in 2010, two
€212 billion, compared with €216 billion
in 2009 (soe Chart 49).

rvn s e v BTEA BTE MEquired to
hold minimum reserves on current accounts with
the Eurosystem. As has been the case since 1999,
the mimi TCSCTVE TECRU wert equal to
2% of credit institutions’ reserve base in 2010 and
amounted 1o €212 billion on average, 2% lower

[ The LTR{ allotisd on 38 Apnl 2000 was condegied with a
ninimiun bid race of | e, This was 2 sechnicat snd rransnionsl
ncasur; to avoed ailiimenl rie below the fised rie o b MR
in whe presence of ample liquidity. The indwcanse allmmene
ansnt For this operin was €15 billun; 2s onby £4.543 hathon
was bid, 1be ECB alboned ail bids in full. The wesghled averape
Tate o this B ERC) was 1.15%.

¥ Slighily revised figure companed with the Annual Repom 2009,
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The ECB may conduct ligquidity-providing and
liquidity-absorbing  fine-runing operalions on
an ad hoc basis to manage fquidity conditions
in the market and to steer interest rares.
The Governing Council’s  decision  to
widen access to fing-luning operations as of
6 October 2008 by pranting eligibility to all
counterpartics that arc cligible te parlicipate in
Eurcsystem open market operations based on
standard tender procedures, and that additionally
fulfil eertain selection criteria specificd by the
respective NCBs, remained in effect in 2010,

In onler to reabserh the Bguidity injocted
through the Securities Markets Programme, the
ECB conducted lguidity-zbsarbing fine-runing
operations 1o collect  onc-weck  fixed-term
deposits for a weekly amount corresponding
to the remicd siz of the SMP imclf These
fine-tuning operaticns were camried out as variable
rate tender procedures with a maximum bid rate
of 1%. Morcover, the ECH conducted regular
fine-tuning operations o counter the liguidity
imbalence on the last day of the mainlecnance
petiods, 12 liquidiry-absorbing operations were
conducted, with a one-day marurity, as variable
rate tender procedures with a maximum bid rate
equal to the fixed mte on the MROs. On average,
€232 billion was absorbed via these operations,
with 171 counterpanties participating (sec Chart 45),

use the wo standing
facitities on their own initiative fo obtain
overnight liquidity against eligible collateral or
ta place overnight deposits with the Enrosystem.
At the end of 2010, 2,395 counterparties had
access to the marginal lending facility and
2,789 counterparics had acecss to the deposit
facitiny.

The rates for these facilities provide a ceiling
and a Roor for the ovemight rate and therefore

facility remained above zero, Lhus maintaining
an incentive for counlerparties to rade in the
unseeured gvernight market.

The use of the deposit facility was kept at high
lgvels, in panicular during the second quarier
of 2010, when a new recond of €384.3 biltion
wax observed {en 11 Jung). The average daily
use of the deposit Rcility was €145.9 billion
(compared with €208.5 billion in the period
from 9 October until 31 December 2008 and
€109 billion in 2009). However, the use of
the deposit facility declined sipnificantly and
steadily throughon the sccond half of the ycar,
In 2019 recourse to the deposit facility followed
a broadly similar pattern during each reserve
mainicnance period: the deposit facility amounts
were lower at the beginning of each period, but
increascd suhsequently as morg counterpartics
fulfilled their reserve requirements.

The average daily recourse 10 the marginal
lending facility was €0.62 billion {compared
with €1 billion in 2009). This funther decline may
confirma reduction in uncertainty about individual
banks® liquidity needs, an improvement in the
Fanctioning of the unsecured overnight interbank
market and, this year in particular, the ampleness
of allotmentis in Lthe refinancing operations,

FRAIRYULILL Y LS LA L L L3 L, and in
line with central bank practice worldwide, all
credit operations of the Eurosystem are based
on adequate collateral. The concept of adequacy
implies, first, that the Eurosystem is to a large
exlent protected from incurring losses in its
credit gperations and, second, that sufficient
collateral should be available 1o a wide sel of
counterparties, so that the Eurosystem can provide
the amouni of liquidity it deems necesrary in its
monelary policy operations and as inlraday credit

perform an important f far ¥ policy
implementation. The corridor formed by the raies
of the two standing facilitics, with a width of
150 basis points, was kept symmetric around the
MRO rate, which was unchanged at 1.00%, This
was donc to ensure that the rate on the deposit
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in pay system operalions. To facitilate this,
the Eurosystem accepts a broad range of assets as
collateral in all its credit operations. This feature
of the Euwrosystem's collateral  Famework,
wgether with the fact that access w Eurosysiem
open markel operations is pranted 10 a large pool









graduates haircuts acconding to difTerences in
maturities, liguidily categories and the credit
quality of the asscts concerned, based on an
updated assessment of the risk charactenistics
of eligible assets and the actual use of cligible
asscts by counterparlics.  Morcover, semg
changes were inroduced in the definilion of
liquidity calegeries for marketable asscts and
the application of additional valuation mark-
downs for theoretically valued assels. The new
schedule came into farce on 1 January 2011.

decided on 16 December 2010 to establish
loan-by-loan information reguoirements  for
ABSs in the Eurosystem collateral framework.
The Geverning Counci intends to introduce the
loan-by-loan information requirements within
approximatgly |8 months of the afprementioned
date, first for retail morigape-backed securitics
and thercalter gradually for other ABSs.

When the necessary dat-handbing infrasmucture
to allow (he processing, verfication  and
transmission of the da has been established hy

On 3 May 2010 the Governing Council decided
to suspend, until further netice, the application
of the minimum credit rating threshold in
the collateral eligibility requirements for the
purposes of the Euresystem's eredit operatipns
in the case of marketable debt insruments
issued or guarantced by the Greek government.
This decision was, also from a risk management
perspective, a result of the posilive assessment
of the {foverning Coungil on the economic and
financial adjustment programme negotiated with
the Evropean Commission, in liaison with the
ECRH, and the IMF and approved by the Greek
government, along with the strong commirment
of the Greek government to fully implement the
Programme,

On 9 Ocwober 2010 the Governing Council
decided on a number of further adjusiments
w the framework for the implementation of
monetary pelicy in the cure arca. These changes
included clearer and mere stringent provisions
for the etigibility of ABSs, the introduction of
additional exemptions from the prohibition of
close links, the enhancement of 1he formulation
regarding the suspension, limitation or exclusion
of counterpartics und assets on the grounds
of prudence or a default, and clarifications
regarding the weatment of ceses where the
counterparty fails to sufficiently collateralise a
liquidity-providing operation,

With a view lo increasing transparency with
repard to ABSs, thus making il possible to
make more informed risk assessments for such
assets and helping to restore conftdence tn the
securitisation markets, the Governing Council

marker particig the provision of loan-by-loan
informatign will bocome an cligibility requircrent
for the instruments concerned. The Eurosystem
will continue to accept securities not meeting the
new information crikeria unti! the obligation to
submit loan-level data comes into force.

In 201¢ the Ewrosystem did not undenake any
mterventions in the forcign cxchange market,
Funthermore, the ECB did not underlake
any foreign  exchange opetalions in  the

The reciprocal currency arrangement (swap ling)
that the ECB established with the US Federal
Reserve System in 2007 b counter strains in the
Furopean US dollar funding markets expired
on | February 2010. In connection with the
US dollar Term Auction Facility of the Federal
Reserve System, and in close cooperation with
other cenral banks, the Evrosystem provided the
1S doltar funding received via this swap ling to
ils counterparties against collateral eligible for
Curosyslem credil operations. {n January 2010
the Eurpsystem conducied four operations as
fixed rate lender procedures with full allorment
and a seven-day maturity. The decision to let
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which was one of the building blocks of the
ECB's enhanced credit supporl approach, was
1o contribule to the revival of the covered band
market. Cne of the main signs of the success of
the CBPP iz the noticeable reactivalion of
primary market activity for coversd bonds.
Between Lhe announcement of the CBPP and its
termination, 175 CBPP-eligible new covered
bonds and 55 1aps of existing CHPP-eligible
covered bonds were issued for an overall amount
of arpund €144 billion,* Since March 2010 the
securities held under the CBPP have been made
availeble for lending on demand te elipible
counterpartics against eligible collateral. White
this lending activity remained limited in terms
of amounts, it is considered useful for proper
market funelioning that the seouritics held under
the CBPP are in principle available for lending.

The ECB's investment activities other than
these related to the SMP and CBPP (sce above)
are orpanised in such 2 way as to cnsurg thal no
inside information about central bank pelicy
aclions may be used when making invesiment
decisions, A sel of mites and  procedures
(known as a “Chinese wall™) ensures that
inside information about monetary and foreign
exchange policies of the ECB and of other
central hanks does not reach the stalf members
af the ECB's Investment Division or the
s1aff members of the NCBs who are involved
in the ECB's investmenl activities. Should
inside information be passed on to thesc swalf
members, be it on purpose or not, the ECB's
investment activities may be suspended in full
or in part, which means that the compositions of
the ECB’s investment portfolios compared with
their respective benchmarks are not allowed
to change.

L Lo e saagn vew e poTifolio was
originally set up through wansfers of forei

as well as foreign exchange and gold operations
of the ECB. The main purpose of the ECB's
forcign reserves s to ensure that, whenever
needed, the Eurosystern has a sufficient amount
of liquid resources for ils foreipn cxchange
policy operations invalving non-EU currencies.
The objectives for the management of the ECB's
forcign reserves are, in order of importance,
liquidity, security and rewurn.

The ECB's foreign reserve porifolio consisty of
US doltars, Japanese yen, gold and SDRs. The
US dollar and Japanese yen reserves are actively
managed by the ECB and thosc curg area NCBs
that wish to take pant in this activity as agents
for the LCB. Since January 2006 a “cutrency
specialisation mixlel” has been in eperation to
increase the efficiency of the ECB's investment
operations. Under this scheme, cach NCB which
wishes to be invelved in ECB foreign reserve
management, or proup of MCBs acting jointly
for this purposc, is as a rle attocated a sharg
in the US dollar or the Japanese yen portfolio.*
LEesti Pank cxpressed an interest in being
invohved in ECB forcign reserve £
activities and established a pool wgether with
Suomen Pankki — Finlands Bank for carrying
out these activities together, whereby (he hwo
NCBs jointly manage a portion of the ECB's
Japanese yen portfolio on behalf of the ECE.

The walue of the ECB's net forcign rescrve
asscts™ at cument gxchange rates and market
prices increased ffom €51 billion at end-200% 1o
£60.6 billion at end-2010, of which €43.2 billion
was in foreign curmencies {i.c. the Japanese yen
and the US dollar) and €17.4 billion was in

4 Mo lvrmation st CHIE van be foend an: thy monthly
CBEF repovis prblhished betwoen August 2009 ewd June 20702
the B entatled Camimed bonl anurkel deselopments and Lthe
covered Bood purchase progromme™, Moately Swfictn, CCR,
August H1%; anel * e nnpact nfthe bureysiem s s e baod
purchase programme oo the pnmary and secamlary markeds”,
Circusinmal Paper Series, No 122, KU, January 2031

5 Formore deteals. see the article entitled ~Poifafic monogement at
ther 1L 33", Mty Brafleder, 1L0H, Apn| 2004,

fi bt foreipn reserve ossels wre caboulated as offica] resaree pssats

miserve assels from the ewro arca NUBs. Owver
time, the composition of the portfolio reflects
chanpes in the market value of Lhe invested assets,

loding the net, marked. kel valur ol foreign cunmncy
swaps. plus depents in Forcign cumency walth residents, minus
fulure predeteomuoesd o dems on Soesgn coreeney hobdngs
owing 1o repurchase And ferwnnl transacions Far detmlod
imliwrmato on the dala sources, sew the B 's websing.

hnawa



gold and SDRs. Applying the exchange rates of
end-2010, US  doltar-denominated  assets
represented 76%  of the  forcign  currency
reserves, while those denominaled in Japanese
yen accounted for 24%. The 13% increase in the
value of the foreign cumrency porifulic mainly
refleeted the appreciation of the Japanese yen
(by 22.6%) and the US dollar (by 7.8%) versus
the eurc over the year, as well as positive
contribulions from the capital pains and interest
income gencrated by porifolic management
activities. The value of the gold and SDR
holdings increased by around 37%. This i

In 2010 the tist of eligible instruments in which
the ECB's own funds portfolio can be invested
was unchanged,

To comply wilth the striet Chinese wall in
place at the ECB, the implementation of the
COPP and the SMP led 1o 2 partia) freeze in the
investment activitics related to the ECB™s own
funds pentfolio in 2010,

[, which the ECB is
posed in its inv activilies are closely

was mestly due 1o the appreciation of gold by
around 38% in 2010, as measured in euro terms.
During 2010 the ECB's gold holdings did not
change, but they ingreascd at Lhe stan of 2011
when Eesti Pank wansferred some gold to the
ECH as pant of its transfer of foreign rescrve
assets to the ECB.

In 2010 he list of cligible instruments in
which the ECB's foreign reserve portfolio
can be invested was unchanged. In Oclober an
aulpmatic scouritios tending programme for the
ECB’s US dollar-denominated assets was started
on the porticn of the penfolio managed by the
Deutsche Bundesbank on behalf of the ECB.

e b o v s pOTOlO consists of
the invested counterpan of the ECB's paid-up
capilal, as well as ameunts held in its gencral
reserve fund and its provision against foreign
exchange rate, inlercst rate and pold price risks.
The purpose of ths portfolio is to provide the
ECB with income to help o cover its operating
expenses. The objective of ils management
is to maximisc cxpecled retumns, subject W a
no-loss consiraint at a certain confidence level.
The portfolio is invested in euro-denominated

monilored and measured in onder 10 kecp
themt within the levels specified by the ECB's
decision-making bodies. For this purpose, &
detatled limit structure is in place and limits arc
monitored daily. Regular reponting ensures that
all stakecholders arc adequalcly informed of the
level of such risks.

In 2010 the ECB centinued to cnhunce the IT
infrastructure supperting the risk management
framework for its investmenl operations. This
framewark, which had been exiended to cover
the portfelio of covered bonds purchased by
the ECB under the Cowvered Bond Purchase
Programme, now also covers the Securitics
Marketz Programme.

One of the indicators used to monitor market
risk is Walue-at-Risk (VaR}, which defines the
loss for a porifolio of asscts that will not be
exceeded at the end of a2 specified period of
time with a given probability, The value of this
indicator depends on a serics of parameters uscd
for the calcutation, in particular the confidence
level, the length of the time horizon and the
sample used to estimate assct priee volatility.
As anillusation, computing this indicaror forthe
ECB's it portfolio, the CBPP ponfolio

fixed income assets,

The value of the porifolic at cumrent market
prices grew from €11.8 billion at end-2009 o
€13.3 billion at end-2010. The increase in market
valuc was due to the increasc in the ECB’s
paid-up capital effective on 29 December 2010,
as well as to investment returns.
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and the SMP portfolio, on 31 December 2010,
using as parameters a 95% confidence level, a
time horizen of one year, and a sample of one
year for asset price volatility, would result
in a ¥aR of €10.867 billion. Computing the
same indicator with a five-year instead of a
one-year sample would result in a VaR of
€10.427 billion. The lergest pan of this market



risk is due ko currency and gold price risk.
The low levels of interest rate risk in the ECB's
invesiment porifolios et the fact that the
modified duration of these pertfolios remained
relatively low in 2010,

The overall level of risks faced by the ECB has
ingreased in view of the increased velatility in
foreign exchange rates, interest rates and gold
prices, as well as higher credit risk. This was
one of the main reasons why the ECB decided
to increase its subscribed capilal by €5 billion
with effect from 29 December 2010. As the
maximum size of the ECB's provision and
reserves is equal to the level of ils paid-up
capital, this decision will allow the Governing
Council to augment [he proviston by an amount
equivalent to the capital increase, thus further
strengthening the financial buffers of the ECB,
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The Eurcsystem has the statutory sk of
promoting the smooth operation of payment
systems. Payment systems and securities clearing
and seltlement systemns  are  fund |

Deutsche Bundesbank - jointly provide the SS5P
and operate it on behalf of he Eurosystem.

infrasirucures that are necessery for Ihe proper
functioning of market gconomics. They are
indispensable for the efficicat flow of payments
for goodw, services and financial assets, and
their smooth functioning is crucial for the
implementation of a cemtral bank's monetary
policy and for maintaining the stability of
and confidence in the cwrency, the financial
system and the economy in peneral. For the
performance of this 1ask, the Eurosystem applics
three approaches: il wakes on an cperational role,
conducts oversight aclivities and acts as 2 catalyst
{for Rurther detarls en the scoond and third of
these, see Sections 3 and 4 of Chapter 4},

In werms of its operational role, the Eurosystem,
according to the Statute of the ESCB, may
provide facitities to cnsure clficient and sound
clearing and payment systems. To this end, the
Eurosystem operates lhe TARGET2 system
and the cormespondent centrat banking model
(CCBM), is in the process of establishing
TARGET2-Securities (T28) and is developing

By [ ber 2010 TARGET2 had 928 direct
participants. The overall number of banks
(including branches and subsidiarics} that can
be addressed worldwide through TARGET2
remaincd stable at some 52,000, In addition,
TARGET2 senled the cash positions of
67 ancillary systems.

suv srnonis syaedi fUnctioned smoothly
in 2000 and sciled a large nember of curo
payments. The system's market share increased
slightly, with 91% of the tolal value of payments
in guro large-value payment systems being
executed via TARGETZ2, In 2010 the system
processed a tote] of 88,591,926 transactions,
with a daily average of 343,380 transactions.
Compared with the previous year, the overall
volume of transaclions was more ot loss
the same, rising only marginally, by 0.1%.
The total value of TARGET2 traific in 2010
was £593,194 billion, with an average daily
value of £2,299 billion. Compared with 2009,
the overall value of the transactions processed

a new Collateral Central Bank Manag, t
system (CCBM2).

The Eurosystem operates the TARGET2
system for large-value and urgent payments in
curo. TAR{GET? plays an important role in e
execution of the single monetary policy and the
functioning of the eure money market. It olfers
a real-time scttlement service in conral hank
meney and broad market coverage. [t processes
large-value and urgent transactions without any
upper or fower limit on the value of payments and
has alse altracted a variery of other payments.

The system is based en a single technical
infrastructure, the Single Shared Platform
(S%P), Three Eurosystem central banks - the
Banca d'Italia, the Banque de France and the
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by the system ingrcased by 7.6%. Table 12
provides an overview of payment traffic in the
TARGET2 system in 2010, comparing il with
traffic in the previous year.

Draily awerage bl B3] 13290 &B

BRSETIZL  BESVL926 ol

1y There were 256 operaiing days i 2009 and 25% opersting
daym in 2010



In 2019 the overall availability” of TARGET2
reached 99.68% and was alfecled only by
incidents gcewrring in relation 1 national
proprierary home accounting systems, while
the 83P itself achieved 100% availability. 100%
of the payments in the SSP were processed
within five minules. The system’s very positive
performance, which hay improved continuously
since migration to TARGET2, met with the
satisfaction of panicipants.

OOV 111 -8 | 11
TARGET2 uscrs, Regular meetings were held
berween the NCBs and national TARGET2 user
groups in 2010, In addition, joint meetings of the
Eurosystem Working Groap on TARGETZ and
the TARGET Working Group of the European
credit scctor associations took place on a
quarlerly basis to discuss TARGET2 business
issues at the pan-European level. Simtepic
issucs were addressexd in the Contact Group on
Eurc Payments Smategy, a forom composed
of senior representatives from commercial and
central banks.

1 NE EUTDSYRIGIN QIECNES EE ErEalest impartance
to the developmenmt of TARGET2 in erder
te funther increase the level of service oifered
and to meet the needs of its participants.
In October 2010 the Curosystem  launched
a user consultation on a2 possible stowgy
for improving TARGET2's compliance with
150 20022 siandards,

On 22 November 20i0 the founbh release
of the SS8P was implemened.’ The main
innovation of this release was the introduction
of internet-based access to TARGET2. This
consists of an altermative form of direct
access to the main serviges of TARGETZ,
without, however, requiring ion to the

to be implemented on 21 November 2011
This release will include the provision of a
network linking the participating coniral banks
that will give them direct access to the main
TARGET2 services in the event of a SWIFT
oulage, as well as various other enhancements
requested by the user community.

ALy e s poucpa a s ARGET2,
as ily use is mandatory for the seitlement of ali
payment orders related to the Eurosyslem’s
monetary policy operations. In 2002 (he
Governing Council of the ECB  cenfimmed
the right of non-eurc area EU central banks to
connect 10 the TARGET system on & voluntary
basis= in order 1o facilitate the sctilement
of euro-denominated transactions in these
countries. From 2 legal and business point
of wiew, each central bank is responsible
for managing its system component and for
maintaining relationships with its participants,
In addition, some financial institutions locawed
inother EEA countries participate in TARGET2
via Temole arcess.

At the current juncture 23 central banks of the
EU and their respective user communilics are
connected to TARGET2: 1the 17 euro
arca hational central banks, the ECE and five
natienal central banks from non-cure area
countries.'” I February 2010 Bwarapcwa
napoHa Bunxa (Bulganan National Bank) and
ils national user community connected to
TARGET2. Recently, contacts have been
established with Banca Malionald a Romantei,
since it has expressed an intersst in joining
TARGET2, Romania’s  connection  to

T The lewel of availabilive is the excenr 1o which paricipants were
able o use the TARGET? systim dunng thiae busines. houp
withow incidemn

i Propogtary bume sccouoling systeris, 10 which sume gayment

SWIFT nctwork. The Ewosysten developed
internet-tased access to meet the needs of small
and medium-sized banks.

In November 201(¢ the Eurosystem also finalised
the contents of the fifth release, which is due

can be suctrled ool May 2002, are operaled by aome
aalioinal central hanks.

A Thoe sysremupdanes taroduced inthe founh release were e flevied
in Ciundeling BI22000 12 of 15 Seplermber M0 amenchng
Grtiedeline ECE 2007 on a Trans-Eurapean Awoneabed Aeal-
e {irase setilenwent lxpoms Transtir spstem 4 TARGET2)
The Guidelne plio wakes inw account the wechnical changes
requered Hellowmy: the enicy ke foece of the Treaty.

B0 Bulgaria. Dennsark, Lavia, Lishuanes and Poland.
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TARGET2 is scheduled for
following  completion of the
preparatory work.

July 2011,
necessary

T2S i the future Eurosysiem service for
securities settlement in central bank money
in Europe. The project is cartently in the
development phasc, and the setttement platform
is due to go live in September 2014, 30 central
securitics  depositories (CSDs) are prescntly
invelved in the profect amd il is cxpected
that almost all traded securities in Europe
will be setled in T28, leading to sipnificant
coonomics of scale and very low scitlemnent
costs, By removing the distinction between
cross-border and domestic scttlement, T25 will
constitute a major breakihrough in the creation
of an inteprated capital market for Europe,
providing a solid basis for increasing cflicigncy
and competition in the entire post-trading sector.
Although T28 is 2 Eurosystem initiative, it will
also scttle sccuritics wansactions in currengics
other than the euro if the relevant central bank,
with the suppen of its marke?, gives its consent,

Much progress was achieved on the technical
side in 2010, The T25 user requirements wete
finalised early on in the year, enabling four
Eurosystem central banks - the Deulsche
Bunilesbank, the Banco de Espafia, the Banque
de France and the Banca d'llalia - to begin the
IT software development work. T25 is now on
course o launch user testing in Janpary 20114
and go live in Seprember of the same year.

Significant headway was made in 2010 on the
key policy aspects of the project, particularly
issues such as how T28 will be poverned, how
much T25 will charge for the scolement of
securities ransactions, how T25 will be lepally
sctoup, and how padicipants will be able to
connect to T28.

The povemance of T28 is of contral

imporiance to ail T2S stakehoiders. The four
main stakeholder proups are: 1) 1he Eurosystern
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as system owner and operator, ii} non-euro area
central banks which provide their cutrencies in
T28, iii) CSDs which gulsource their securitics
accounts to T28, and iv) market paricipanis
mote widely (i.e. banks, custodians, central
counterpartics, ctc.). In the proposed fulure
governance set-up, each of the proups will have
an appropniate degrec of influcnce over T25,
while at the same lime faciliating a timely
decision-making process and ensuring safe and
elficient infrastrugturs.

In Movember 2010 the Eurosystem came to
a decigion on the prices for the future T2S
sertlement services. Afler waking into account
the development and future running costs,
Llogether with the expeeted setilement volumes
on the platform, the Eurosystem set the price
for the scitlement of delivery-versus-payment
(DvP) instructions at 15 cent, provided that the
following conditions are fulfilled: 1) currencies
other than the curo add at least 20% to the
euro  settlememt volume, it} the securities
settiement volume in the EU is no more than
10% lower than the volumes projected by the
T23 Programme Office, which are bhased on
information provided by market participants,
and iii} the Eurosystem will nat be charged VAT
for T28 services. This price will be fixed for the
period from September 2014, when T28 is due
to go live, to December 2018, In order to provide
assurance to matkel participants aboul T25
prices after 2018, the Governing Council has
made a commitment not to increase T25 fees by
more than 10% per year until September 2022,
Pricing DwvP sctticment instructions at a low
price of 15 cent each - a price which is identical
for both naticnal and cross-border semlement —
moans that cven when including add-on charges
frem C3Ds and from connectivity charges,
the end-to-end price of setlement should
be lower than the eurrent price of national
sembernent anywhere in Earope. T25 will reduce
the cost of sctiling cross-border trensactions by
around 90% on average. Combined with the
positive ¢ffeets on comperition across the whoie
post-trading valug chain, T25 will, thercfore,
deliver a major boost to cost-efficiency in
securities settlement throughoutl Europe.



In 2010 substantial progress was also made on
the lepal framework for T28. On 21 April 2010
the Governing Council of the ECB adopted
the T2S Guideline." The T25 Guideline is the
cormerstone of the legal framework for T28
and the basis for atl other legal agreements to
be concluded in the future. It is binding for all
of the Egrosystemn central banks, but docs nat
bestow any obligations on third parties.

The work camried ool on governance amd
pricing was also a key ingredient in the legal
work involved in negoliating the 1
arrangements for T28: nepotiations  between
the Euwrosystem and those CSDs that inlend
to wse T28, as well as negotiations between
the Eurpsystem and those non-swre arca
cenral banks that are considering making their
currcneics  available for setticment in T28.
Once the negotiations with the CSDs have
been completed, the Governing Council of the
ECB will endorse the Framework Agroement
and then submit it to the CSDs for assessment
and sipnerure by autumn 2011 Negotiations
on the Currency Participation Agreement with
the non-eurs area cenmral banks progressed
well during 2040 and it is anticipated that the
Govereing Council will submil the Agreement
te non-eure area cenmal banks in June 2011 for
and sig by 2011,

The Eurosystem has zlso been working on the
framework for the selection of external network
providers for T25. These are the entities that
will provide the infrastructure to enable CSDs,
central banks and dircetly connected partizipanta
to send instructions to — and receive messages
from — the T2S platform.

Finally, the T25 Programme Office, wilh the
strong comumitment and dedication of the T28
Advisory Group, was heavily involved in
promoling  the forher harmonisation  of
spourities  settlement  zcross Eprope.?
Participation in the European Commission's
Clearing znd Settlement Advisory Monitoring
Expert Group I1, as well its suceessor, the Expert
Group on Market Infrastructures, enseres that
harmonisation activities in T28 are in Hne with

the everall public and private initiatives in the
field.!" The T28 Advisory Group worked on Lhe
implemcntation of the corporate action standards
on transaction the develop tof
the 18O messapes for T2S, and the improvement
of cross-border sharcholder transparency.
Propress has also becn made in tetms of the
harmonisation of the scitlement finality rules for
CSDs participating in T2S, The T25 Advisory
Group also launched work 1o identify and
overcome any remaining obsiacles to th
cross-border senlement in T23. The outcome of
thizs work is essential to ensuring efficient
processing in T28. Furthermaore, at the ond of
2010 the T25 Advisery Grouwp identified key
priorities for further harmonisation work in the
coming years.

A commaon ket of eligible asspls may be used
to collateralise all types of Eurosystem credit
operalion, not only al the domestic level but
alsn across national borders, The cross-border
serilement of collateral in the euro area is
conducted mainly via the CCBM and through
cligiblec links belwoen cure arca  scourities
setilement systemns (S555s). Whereas the first
solution iz provided by the Eurosysicm, Lhe
latter is & market-led initiative,

In December 2010 the amount of cross-border
collateral {incloding both marketable and
non-markelable assels) held by the Eurosystem
decreased to €762 bitlion, down  from
€866 bitlien in December 2009, Overall, at the
end of 2010 cross-border collateral represented
35.0% of the teal collateral provided 1o the
Eurosystem.

bl Guidehne ECB2IGE of 11 Apnl 2000 un TARGETI-
Saturgs.
T The TIS Advisory Group adwizes sbe devision-raking bdies
ofthe 14H o hath technical and puolicy soven concerning TI5
The TI15 Advisory Group consiss of apprositnately ) scnior
Tepresenialives G natwnal ventral banks, CSI0% and market
paricipans which have siposlled their snteress in joiing T25.
For further details, see Sevtwa 3 of Chupter 4 on financeal
intcgraion.

o
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Lt e s channel
for transferring cross-berder collaterz]l in
Eurosystem monetary policy and intraday credit
opcrations in 2010, accounting for 24.1% of
the total collateral provided to the Eurosystem
in that year. Assets held in custody through the
CCBM decreased from €569 billion at the end
of 2009 10 €307 billion at the end of 2010,

[T U T =TT

Commencing operations in 1999, the CCBM was
set up as an intetim arrangement based on the
pringiple of minimum harmonisation. In order
to inroduce a more harmonised level of service,
the Eurosystem decided in 2008 to launch
CCBM2, which is based on 2 single plaiform.
The development and operation of CCBM2 on
behalf of the Eurgsystem was assigned to the
Mationale Bank van Belgié/Banque Mationale
de Belpique and De Nederlandsche Bank,

CCBM2Z  will  enhance  harmonisalion
and increase the efficiency of collateral
mobilisation, as well ax allowing Eurosystem
counterparties, particularly banks operating in
multiple countrics, to oplimise their collateral
use and improve their liquidity management.
Moreover, it will allow central banks to monitor
the coliateral used in credit operations mote
closely. The platform will be fully compatible
with TARGET2 and TARGET2-Securitics.
Following approvat by the Governing Council,
the major project mil d

were ed
in Ocwber 2010, These include testing at the
central bank and market level in 2012 and going
live in 2013, Migration to CCBM2 is scheduted
to ke place in two waves in the second and
third quarters of 201 3.

e L I L R L L S
using links between national 5%%s. Howgver,
such links are only eligible for Eurosystem
credit operations if they meet the Eurosystem’'s
user standards, Once the securitics have been
mansferred 1w another S58 wvia eligible links,
they can be used through local procedures
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in the same way as any domestic collateral,
The amount of collateral mobilised through
dircct and relayed links  decreawcd  From
€129 billien in December 2005 ta €109 billion at
the end of 2010, This accounted for 5.0% of the
Lowal coltateral (both cress-border and domestic)
held by the Eurosystem at the end of 2010,
compared with 5. 7% at the cnd of 2009,

In 2010 no new eligible links were added to
the 34 direct and 7 relayed links alrcady
avatlable Lo counterparties.



AT ERA-U 1Y TERE WERE 142 DIITON BARKNOKS 11
circulation, with a toial valuc of €839.7 billion.
This compares with 13.6 billion banknotes,
with a tomt wvalue of €ERO64  billion,
at end-200% (see Charis 49 and 30). In 2010
the annual growth rale of curo banknoles in
cirgulation, in tevms ol bolh valuc and volume, was
in the region of 4%. The €50 and €100 banknotes
showed the swongest prowth, with annoel
growih rates of 6.7% snd 5.4% respectively at
end-December 2010, while the previously stong
demand for €500 banknotes slackened markedly,
wilth an annual growth ratc of 2.1% being recorded
by the end of the year. By the end of 2010 the €50
banknptc had the largest share in total cireilation
in valume terms {39.2%), while the €500 banknote
had the largest share in terms of value (34.3%),
closcly followed by the €50 banknote (33.0%).

—r—r—r———r————1 1
2002 2003 2004 2005 2006 00T HdE 2000 M0
Souzee: ECR.

3anknote demand from regions oulside the euro
wea, which is strongly focused on high-value
sanknoles as @ store of value, decrcased slightly
n 2¢10. Although it remained constant from
mid-2009 to mid-2010, inflows of curo cash
excecded outflows tn the secand half of 2010.
This could be a result of a reversal of Lhe earlier
hoarding of turg banknotes, which had been in
demand as a safe haven following the financial
turmaoil in 2008, 11 is eslimated that 20-23% of
the: cure banknotes in girculation in valug tenmns
are used oulside the euro area, especially in
neighbouring regions.

In 2010 the total number of euro coins in

1 Tatiah Indi __,SIOCkS

el ion {Le. net ci
held by the curg area NCBs) increased by 6.2%
to stand al 92.9 billion, while their 1otal value
rosg by 4.5% io stand at €223 hillion. With
a 61% share in the wtal volume of ceins in
circulation, the number of low-value coins —
1, 2 and 5 cent coeins — remaincd high.

Sewree: ECB.
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banknotes, while 33.1 billion banknnotes were
remmed to them. 34.2 billion banknotes were
processed  using  fully  automated  banknote
processing  machines, which checked the
banknotes for both authenticity and fitness for
circulation. In that process, some 5.8 billion
banknows were identificd sz being unfil for
circulation and destroyed. At 17.1%, the unfit
rate™ remained close to Lhe rate recorded in 2009,
The average remm Fequency' of banknotes in
circulation decreased further, falling from 2.59 at
end-2009 to 2.46 at end-2010, meaning that, on
average, 4 banknote returned o a curo arca NCB
cvery five months. The high-valur banknotes,
which are frequently hearded, showed low return
frequencies (0.34 for €500 banknotes, (.51 for
€200 banknolcy and (.76 for €100 banknotes),
while the return freg) of the den i
which arc typically used for transactions were
higher {1.87 for €50 banknotes, 377 for
€20 banknotes, 4.39 for €10 banknotes and 2.50
for €5 banknotes).
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IN 201U NG [REEIONAI ANALYSIS L CNICS P received
some 752,000 counterfeit ecuro banknoles,
When compared with the number of penuine
eure banknotes in circulation, the properiion
of counterfeits remains at a very low level,
Long-term developments in the quantity of
counterfeits remaved from circulation are
shown in Chan 52, Closer analysis shows
that the upward trend in quantity which began
to emerge in 2008 was reversed in 2016,
Counterfeiters tended to larpet the €50 and €20
banknotes, which accounted for 43%, and 40%

14 Defined n the number of banknotrs whenlitied as being unfil in
4 geven peeiod divided By the el number of banknores somed
Aluring thad perask

15 Defined as thw fotal number of banknotes renumed b cure arca
BT m o gven pened divided by the avemge number of
‘bankmedes n cirgubstiom dunng that penisd

16 Cenires cstablished wn cach EE Member Siate for dhe mitnd
snalysis of ciunterfgit coro banknaies wf the b level.
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adopted by the Governing Counci] in 2007, the
LEuresysiem continued its work to achieve greater
convengenes as regards the cash services ofTered
by eurc area NCBs.

In particular, the Evrosystem is in the process of
finalising an interface between euro area NCBs™
local IT applications for the electronic exchange of
dala with credit institutions. The data in question
concem cash lod and withd ls where
cash services are offered frec of charpe by NCBs.
The intzrface will allow credit institutions W
use the LT application that they use with their
domestic NCB for cash transactions with other
euro area MCBs (for cash services provided free of
charge by NCBs). Besides, since | January 201
ancnation-indcpendent banknate lodg:
withdrawais have been classified as a common
service providad free of charge by NCBs.

and

AL UL Y SUT T LARISI =od2010/14 on the
authenicity and fitness checking and recirgulation
of eure banknoles became applicable and replaced
the “Framework for the detection of councrfeits
and fimess serming by credit institutions and
other professional cash handlers™ (also known
as the “Banknote Recycling Framework™ or
“BRF7). On 31 December 2610, at the end of
the wransitional petiod provided 1o the credit
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instinutions and other professional cash handlers
of some cure arca coumries allowing them to
adapt their procedures and machines to the BRF,
the requirements laid down in the BRF were fully
applied in all euro ares coumries. Thus, all curo
banknotes recirculated via ATMs or over the
counter at branches of credit instittions will now
have been checked for authenticity and Amess,
which is an important guarantes for the public.

Decision ECB/2010714 lays down the procedurcy
referred to in Article &1} of Regulation (EC)
Na 13382001, as amended in 2008,

Cash handlers are required to comply with these
procedures, ensuring both “thal curo banknotes
they have received and which they intend 1o put
back imo circelation are checked for authenticity
and that connterfeits are deteeted”™. The Decision
does not introduce major changes compared
with the BRF, except that it applics to 2 larger
number of addressees pursuant to Adicle 6{1) of
Regulation (EC} No 13382001,

FAMILAWILE IS WILNLAWAL 16 wholesale
banknotc bpsincss, the Exicnded Custedial
Invenwry (EC1) site of HSBC Bank USA in
Hong Kong was closed down in October 2610.2
The remaining ECI sites, which are operated by
Bank of America Merrill Lynch {in Hong Kong)
and Bank of kreland First Cumrency Services in
a joint venture with United Owverseas Bank
(in Singapore}, will continue their operations
as part of the pilet programme  until
end-January 2002,

INe CUFOSYSTEM COMUNUED WOrK Of 4 New
series of curo banknotes in 2010, focusing on
developing the engination malerials {ic. the
master materials wsed for banknote production)
and carrying cut test prints to assgss the ahility

M Coundal Regolation (ECY Wo 442008 of 18 December J008
amending Rugubation (14" b 1IRE00L baying down measures
mecessany for the protecieon ofwhe curo ageinss coumerfraling.

L An ECL s d cash depid mamtaned by a prate bank balding
curreney on a cusiodial basis.



to preduce the new banknetes in a large-scale
production environment. The new series will
retain the most fmportant design clements from
the first series of banknotes. The exact timing
and sequence of issuance will be determined at
a later stage, The Eurosystem will inform the
public, cash handters and lacturers well in
advance about the modalitics of the introduction
of the new banknoles. Euro area NCBs will
redeem curo banknetes from the fiest series for
an unlimited perod of vime,
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The ECB. assisted by the NCBs, develops,
collects, compiles and disseminates a wide range
of statistics which support the tary policy

statistics, which have been published since
Seplember 2006, were complemented  in
o ber 2010 by the wokly publication

of the euro area and various lasks of the ESCB.
These statislics are also used extensively by
public autherities, financial market panicipans,
the media and Lhe pencral public. In 2010 regular
curp arca statistics cantinued to be provided ina
smooth and timely manner,” while significant
efforts were devoted to further improving the
ESCB’s siatistical framewark in accordance
with the annually teviewed ESCB work
programme for European statistics. A particular
challenge in this respect was the fuct that
growing data d ds have placed iderable
pressure on the resources available to

of cuwstanding ameunts for individual STEP
programmes, including a breekdown by cutrency
of issnance.

In 2010 the implementation of cnhanced
euro area statistics under the amended ECB
regulations on MF1  balance sheet, MFI
inlercst rate and foan scouritisation slatistics
continued. Statistical reponing by financial
vehicle corporations enpaped in securitisation
transactions began in carly 2010, and MFIs’
reporting of an extended statistical dataset for

Cne of the main work streams in 2010 concerned
financial swability statistics. In this area, the
ECB, wilh the support of NCBs, carmied out the
necessary preparations with a view Lo providing
skatistical support to the European Systemnic
Risk Board (ESRB) as of | January 2011
(see Chapter 6} and contnibuted, under the
auspices of the G20, w global initiatives
addressing statistical gaps identified following
the financial and economic crisis.

The implications of the financial and cconomic
crisis as regards the production, use and
publication of statistics were the central theme
of both the Fifih ECB Cenference on Statistics
and Lhe international seminar hosted by the CCB
on World Statislics Day on 20 October 2010.

1 1 1

As a result of the waork
in 2010, further curo area siatistics were made
available, such as new statistics on MFI loans
to non-financial corporations broken down
by branch of achivity on the basis of the NACE
Rev. 2 classification and new external debt
slatistics for the curo area broken down by
sector and instrument, Data on the Short-Term
European Paper (STEP) initialive (sce also
Section 3 of Chapter 4), a market initiative
fostering financial integrarion in this market
segment, were also developed funher. STEP
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bat sheet and | rate statistics bepan
in migd-2018. These new dats and relaed
indicatorswiil provide delailed breakd
(c.g. for collateralised loans and new loans to
non-financial corporations} that will support
the E of y analysis.
These stalistics are duc to be published for the
first time in mid-2011 following an appropriate
data quality review by the ESCB.

ATIS

In February and Ociober 2010 the ECB
published the tesults of the second and third
waves of ils biannual servey on euro area
firms' access to finance, which was conducted
in cooperation with the European Commission.
This survey provides predominantly qualitative
evidence on the financing conditions Faced by
small and medium-sized firms compared with
large firms, and the results are broken down,
among other things, by firm size, type of
coondmic activiry and firm 2ge, with 2 couniry
breakdown provided for certzin euro area
countries.

Funther progress was made in 2010 with the
implementation of the Furosystem™s survey

I1 Boaeistees wese ieleased by micans of T4 mombly, quanerly and
st pesss celesses, an well as hewng published 1o the Monthly
Bulleiin. the Sransnes Pocker Book and the ECB's Soatisuesl
[2ata Worhowswe dwe the sialistics ascion of the EOWS
websine).



on  household finance and  consumption.
This survey is currently being conducted by the
NCBs of all curo arca countrics {in a fow ¢ascs in
collaboration with national swatistical instinutes).
This survey aims to provide micro-level data on
houschotds’ (financial and real) ussets and dobis,

with be y information on
issues such as income, consumption, gmployment,
pension entitlements, savings and inheritance.
The public dissemination of agpregate indicalors
for the whote of the surn arca and the provision
of microdata te researchers is expected in the
second half of 2042,

Progress was also made towards eslablishing
the collection and compilation of statistics on
securitics holdings on (he basis of scourity-by-
security information. A pilot project (o compile
cxperimental siatistics on the basis of currently
ilable data is ongoing. Moreover, options
for developing a harmonised, cost-efficient
steady-siate  selution are being  investigaled.
These dawa will allew the preduciion of more
harmonised and higher-qualicy statistics and the
analywis of the securitics holdings of institutienal
sectors and sub-sectors at a granular level

In the fiml quarter of 2010 a quarledy list of
financial wvehicle corporations was published
for the first time, complementing the daily kst
of EU MFls and the quanerly list of investment
funds, which the ESCB keeps up w date
and intends to tansform mto a fully fedged
register of financial institutions. The lists of
financial wehicle corporations and investment
funds include a number of additional featurcs
compared with the list of MFIs, in particular
security-by-seeurity information (in the form
af 15IN codes) on the securitics issued by
these institutions. This project is linked to the
development by the European Commission of
a statistical register of mullinational firms, the
EureGroups Register, in which steps are now
being taken to rcmove legal obsiacles w the
mumal exchange of information for statistical
PUIPOSES.

The ECHB continued ils close cooperation
with other international organisations for

the develepment of inlernational statistical
standards. Together with Eurostat, the ECB
fuoeused mainly on the ongeing revision of the
ESA 95, which needs to be aligned with the
System of Mational Accounls 2008 and the
sixth edition of the [MF’'s Balance of Paymenty
Manual. Topether with the BIS and the IMF,
the ECB alse published the second part of a
handbook on securities siatistics, which covers
holdings of debt securities,

As a result of the financial crisis, there has been
an ingrease, at both Eurapean and global level,
in user demand for statistics for the purposes
of financial siability analysis. In addition to
the work referred W in previeus sections,
a number of indtiatives were conducied in 2010
with the aim of pnabling the ECB to cosure the
performance of the secretariat function for the
ESRB and therchy provide the ESRB with the
necessary statistical und analbyticat support as
500D 4s it was established (see Chapter 6).

The ESCB alse cooperatcs with supenvisory
authorities with the aim of bridging and
reconciling  statistical  and  supervisory
requirements. As a result of cenperation with the
Committee of European Banking Supervisors, a
new classification system was published in 2010.
Qwer time, this will help to reduce the reporting
burden on entitics that are required to provide
dala to both thc Eurpsystermn and suprrvisory
authorities. [n addition, the reperting frequency of
the consolidated banking dataget, as published in
the ECB's report on ELJ banking scctor stability,
has been increased from annual to biannual for
a core set of banking indicawrs. The timeliness
and Jdale content of the annual datasct have
alse been enhanced. Moreover, the ECB has, in
close cooperation with the other members of the
Eurosystem, developed slalistics on insurance
corpotations and pension funds, These statislics
arc bascd on existing sources, moesthy supervisory
authorities — i.e, Lhey do not require the collection
of new data from reponting apents. For the
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further development of these statistics, and in the
light of increasing user needs (for the purposes
of both macrocconomic and financial stability
analysis), the ECB cooperales closely with
the Euwropean Insurance and  Occupational
Pensions  Authotity, the successor of the
Committee  of Euwropean  Insurance and
Crcoupational Pensions  Supervisom, in order
to ensure that future statistical reporting
qui are consi with Solvency 1I
and i minimise the reporting hurden,

t

In the context of worldwide international
couperation, the ECB  participates in the
statistical initiatives supponed by the finance
ministers and central bank governors of the
G20 with a view to idenlifying and addrcssing
information gaps. As a member of the
Inter-Agency Group on Econemic and Financial
Statistics, it worked wgether with the BIS, the
BEurepean Commission (i.c. Eurostat), the IMF,
the QECD, the United Nations and the World
Bank to formulate an action plan submitted to
the G20 summil held in June 2010. That ection
plan contains timetables for the implementation
of a number of recommendations on how
to address the measurement of risks in the
financial scelor, intematipnal financial linkages
and the vulnerability of economies to shocks, as
well as the communication of official statistics.
The ECB is also helping to enbance the
Principal Global indicators websile, which
facuses on the G20 ceonomies.
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Consistent with the approach adopted throughout
the Eurosystem, Lthe purpose of rescarch activities
at the ECB is to: i) provide resparch resulls
relevant for the formutation of policy advice an
monetary policy and other Ewrosystem tasks,
it} maintain and use ece tric medely in order
to construct cconomic forecasits and projections
and comparc the impact of altermative paolicy
choices, and Qi) communicate with the
academic and research community, lor example
through the publication of rescarch results
in peer-reviewed scientific  joumnals and
by panicipating in and organising research
conferences. In 2008 the ECB initiated a
multi-year revision of ils research agenda in order
to absorb the lessons of the financial crisis and i
aftermath. This laler also included acivities 1o
support the work of the ESRB. [n 201(ta great deal

and fiscal issues. However, as regards the
implememation of these priorities, the aumber off
rescarch activilies on topics related w financial
and macro-prudential issues was higher than
in previous years. In panticular, emphasis was
placed on the development and deployment
of tools to monilor and assist decision-making
relating o financial issees. The mumber of
research  prejecls on  enhancing  menetary
analysis also saw a substantial increase.

R h on v analysis trated on
the development and use of quantilative toels to
asscss monelary devolopments, with emphasis
on providing high-quality analytical input for
the prepamtion of policy decisions. In 2010
onc focus of this rescarch prierity was on
the design of exit stratepies for the current

of cffort wan devoted to the analysis of il

Landard vy and analywis of the

issues, with a particular focus on constructing
and deploying lools for ke purposes of
lcntial and sy ic vk assessment,

m I

Economic research at the ECB is performed ina
lised zall b arcas conduct
research projecis according to their needs and
expenise. The Dircctorate General Rescarch is
charged with coordinating 1his research waerk,
as well as producing high-quality research
itself. The Dirgctor (i¢encral Research chairs
the Research Coordination Commitmee (RCC),
which aligns research activities at the ECB wilh
the: requitemnents of the institution and the necds
of its policy processes. The RCC establishes
a set of priotity areas each year and steers the
focus of rescarch activities wwards these arcas.

The high-level research priorities established
for 2010 were unchanged from 2009,
namely: forecasting and model development;
enhancing monclery  analysis; understanding
the transmission mechanism of monetary
policy; financial swability and mecro-prudential
suporvision and  repulation; the  effigiency
of the Europ financial sy ; payment
and settlement issues; intemmations] linkages:

ineraction between macroeconomic policies
and financial stabiliy. Two rescarch forams
tackled these issues.? Work in this urea resulted
in the publication of a book entitled “Enhancing
monetary  analysis”, which was edited by
Excculive Boanl members Lucas Papademos
and Jiirgen Stark.*

With regard to the monelary policy transmission
mechanism, projects were initiated or continued
on a variely of topics: asset price dynamics and
risk premia; the role of the banking sector; the
financial decisions of non-financial firms; and
diversily, competitivencss and adjustment at the
counmy level. (ther projects centinued from
previous years included the Houschold Finance
and Consumption Metwork,”™ a  Eurosystern
network established in 2009 which collects and
analyses micto-level information on 2 wide range
of houschold decisions, and an ECB roscarch
forum on cenmzl bank comnrunication policies.

11 Brawarch foowns ane foemal alomal channels foe shaong
eapenonees dand die mesoles o ECB research projecrs on a
et lpac

X hup. www.ech curopa eapub pdivother enbancingmonelary
analysixdl Gen. it

23 Bessarch nceworks

b ESLTE |

vesdinae the  research  aedivines  of
anel bedp o d
They ey also involve eatemal rescarchers.

neulls
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The links berween financial stability and
monetary policy were also explored, with a
focus on the development of financial stability
indicaters and anatysis of the interaction between
financial stebility and overall mecrocconamic
performunce. The development of  financial
stability indicawrs includes work on carly
warning modcls, stress-lesting tools and models
of contagion and sysiemic risk. New areas of
rescarch are being cxplored in onder to enhance
existing models capturing  the  interaction
berween financial siakility and macroeconomic
performance. Many projects in this area
fall under the umbrella of the new ESCB
Macro-prudential Research Merwork, which
was established in March 2010 (see Box 10 in
Chapter 6},

Rescarch on the cficicncy of the financial
system focused on understanding the money
market and improving the design of operational
frameworks, including analysis of cxil stratcgics
and money market spreads.

The ECB continued rescarch work on the Single
Eure Payments Area and TARGET2 under the
umbretla of the Paymom Economies Nerwork ® A
conference on these lopics was arganiscd in 2010,

As repards the research priorrty relating
to international isswues. the main arcas of
interest were plobalisation, financial and tade
linkages, and the international role of the curo.
Globalisation and financial and trade linkages
were Lhe focus of two ECB research forums.
The discussion on trade linkages informs the
work carried out on (ools to mode! wade flows
in the Burosyster/ECB projections.

On the fiscal front, Rurther work was undenaken
on the development of 100ls for the monttoring
and analysis of public finances and Lheir
cificiency and bility. A new h
topic in 2010 was the interaction berween Gscal
and monetary policy, panticularly during the
impl jon of exit i
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As in previcus years, ECB szaff research was
published in the ECB's Working Paper Seties
and Qccasional Paper Seres. 138 Working
Papers and 14 Occasional Papers were
published in 2010, A wel of 104 Working
Papers were written or co-written by ECB
staff, a large numbet together with Eurosystem
cconomisls, with the remainder being wrihen
by external visitors attending conferences and
workshops, panicipating in research networks
or spending a prolonged pered ar the ECB
for the completion of a research project.” As
is now the well-eswablished norm, most of the
papers ure eveéntually cxpected to be published
in leading peer-reviewed academic journals.
In 2010 ECB stall published more than
113 anticles in academic journats. Funthermore,
in 2010 the ECB continued, together with 2
large number of olher central banks, to provide
editorial support for the International Journal of
Central Banking.

Anather regular ECB publication is the Research
Bulletin, which is used 10 disseminate rescacch
work of gencral i to a wide audi
Issues were published in March, June and
November 2010. Topics tackled included: the
reporiing of results from the Wage Dynamics
MNetwork: Lhe analysis of fiscal stimulus;
finangial-retated issues and their impact on
policy (e.g. analysis of risk as priced in markets,
bank lending standacds and money markels
during the crisis); the incorporation of financial
frictions in DSGE models; and the combination
of forecasts.™

2 Further wnformiation en chis network can he  found B
hitp: e payTmimtEronamc . rg

2T Exiernab rescarchers visit the ECB on an ad boc bases of i the
cuntext l faoma programmmes, such as she Larmfalusy Reseurch
Fellow ship.

2K Vhe full st oof topogs van be found at e wwow.eebnsipa.on
b serennidie reshull bl indes.en. bl



The ECB organised or co-organised
15 conferences and workshops on rescarch
opics in  2010. Co-orpanised conferences
invelved the Centre for Economic Policy
Research, the BIS and other ceniral banks,
both within and outside the Euresysiem.
Furthermore, a large number of workshops and
seminars were preanised 1o disseminate rescarch
within the ECB. As in previous years, most of
the conferences and workshops were related to
speeific resgarch prionties, The programmes for
these evenis and the papers presented are
availeble on the ECB’s website.

Another long-standing mechanism for the
dissemination of rescarch is the organisation of
seminar serigs, of which twe are of particular
relevance: Lhe Joint Lunchtime Seminars,
co-erganiscd with the Deutsche Bundesbank and
the Center for Financiat Studies, and the Invited
Speaker Seminars. These two serics comprise
weekly seminars, at which cxternal researchers
are inviled to present their recent work at the
ECE. The ECB also organises research seminats
outside the scope of these tag series on a more
ad hoc basis,

M haep s ech e oL e e s confenenees
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Pursuant to Anicle 271(d) of the Treaty,
the ECB iz cntrusted wilk the task of
monitoring the compliance of the 27 EU NCBs
and the ECB with the prohibitigns implicd by
Articles 123 and 124 of the Treary and Council
Regulations {(ECY Nos 3603/93 and 3604/93,
Arlicle 123 prohibits the ECB and the NCBs
from providing overdrafl facilities or any
other type of credit facility to govemnments
and EU institutions or bodies, as well as from
purchasing debt insmuments directly from

context of the operation of the

it insurance scheme. Legislation

Dutch depesit insurance scheme
compnam with the monetary  financing
prohibition is necessary. Third, at the Central
Bank of Cyprus, remuneration of the current
account balance of the deposit guarantee
scheme took place above comparable market
rates, which is not in line with the objectives
of the monelary financing prohibilion. In this
respect, the Central Bank of Cyprus reported
that it had taken a decision to remunerate this
account at market rales by the bepinning of
2012. Fourth, the scheme for the remungration
of government deposits at the Banca d'italia

them. Article 124 prohibits any ¢,
not based on prudential considerations, which
establishes privileged access by governments
and EU institutions or bodies to financial
instiutions. In parallel with the Governing
Council, the European Commission monitors
Member States” gompliance with the above
provisians.

The ECB also monilors the EL) central banks’
secendary market purchases of debt instruments
issued by the domestic public sector, the
pubtic secwor of other Member States and EU
institutions and bodies. According to the recitals
of Council Regulation (EC} Mo 3603/93, the
acquisition of public secter debt instruments
in the sccondary market must nol be used to
circumvent the objective of Article 123 of the
Treaty. Such purchases should not become
a form of indirect monelary financing of the
public secter.

The monitoring exercise conducled for 2010
indicates that the following cases could be
seen as non-compliant with the provisiens of
Articles 123 and 124 of the Treaty and the
relaled Council Regulations.

First, at the Banco de Porlugal, Lthers was
a placement of a seven-day deposit of
USD 12.5 million with 2 Portuguese public
sector bank on 13 May 2010, This was duc
to an operational mistake, Seccnd, advance
payments were made by De Nederlandsche
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led 10 ation above comparable market
rates. In this rtespect, the Banca d'ltalia
reported that the remuneration scheme is
currentty being revised, The revision should
be finalised as soon as possible, in order to
be in line with the objectives of the monetary
finanging prohibition,

[n more general terms, it is worth recalling
that the prohibitions implied by Aricles 123
and 124 of the Treaty need to be strictly
respected, even in case of a financial ceisis.

Articles 127(4) and 282(5) of the Treaty require
that the ECH be consulted on any praposed EU
or draft nationat legislation falling within its
fields of compoience.™ All ECB opinions are
published on the ECB's wehsite. ECB opinions
on proposed EU legistation are alse published
in the Official Journal of the European Union.

In 2610 the ECB adopted 25 opinicns on
proposed EU or draft national legislation
fatling wilhin the ECB’s ficlds of compelence:
ten opinions were issued on proposcd EU
lcgislation and BS were issucd on draft national
legislaticn. This compares with 100 epinions in

W The Uonied Kingeloion s exvmpt froem he consahiataen bl gatum,
pursuam @ the Pronoce] on cenain prowistons relating b the
L] Bmgdom of {ireat Hntan wul Morthern Ereland, which 35
anneacd 10 the Treawy, OFC 83, 3032000, o, 254,



2009, A list of the opinions adopted in 2010 and
early 2011 is annexed to this Annual Repon.

The ECB cpinions issued at the request of the
Council, the European Parliament and the
Ewrapean Commission concemned, inter alia,
the ongoing reform of economic govermance
and financial regulation, as well as legislation
on the introduction of the eure in Estonia and
the conversion rate between the euro and the
Estenian kroon®' {sce Chapter 3),

The ECB 1 d  the  Europ

Commission’s  propesal o cnhance  the
quality of statistical reponting in the context
of Lhe cxcessive deficit procedure, which
is part of the Stehility and Growth Pact,
as part of the continuing reform of economic
governance in the ELLY In anpther opiniom,™
the ECB welcamed a comprehensive package of
legislative proposals to strengthen the framework
for cconomic and budgelary surveiilance in the
EU. These proposals included the introduction
of a framework for macroeconomic surveillance,

the ESRB, such as the removal of legal
obstacles to information sharing between Lhe
ECR/ESCE, the ESRB, the three ESAs and the
national supervisory authorities. The ECH also

d on the
the rules on the suppicmentary supervision of
financial ina R ial
in order 1o close cortin supervisory gaps, for
example Lhe inclusion of asset management
companies as parl of financial conglomerates
within the scope of the supervision.™

y amend o

congl Al

1o the context of Lhe post-crisis regulatory reform
of the financizl services market, the ECH issucd
opinicns on several proposals, including the
revision of ry capital requi and
the regulation of crcdit rating agencies.™ The
ECB supported efforls te create a robust
regularory framework in order to prevent future
financial crises, while calling for the preservation
of a level playing field and for global regulatory
convergence where ible, The ECB |
the need to mainin sound risk assessment
practices for assets covered by Lhe Eurosystem

which thc ECB particularly wel d, as it
closes an imporant lacuna in the EU's economic
povernance. At the same lime, the ECB called
on the EU legislator and the Member Statcs
to take advantage of the onpoing legislative

liaicrat framework, including the possibility
for central banks W access foan-level information
on structured finance instuments. On the
proposed regulation on gver-the-courter (OTC)
derivatives, central counterparties (CCPs) and

process Lo smenpthen  economic  pov

to the maximum extent allowed under the
Treatics. The ECB noted that the proposals
made should provide for greator automaticity
and suggested in particular that the Council,
ot at least the Europroup, should, by meens of a
declaration, commit itsclf, as a rule, 1o following

trade repositories, the ECB welcomed this step
Is impl ing the G20 agr of
Seplember 2009 that  standerdised OTC

derivative  contracts  should bc  raded en
exchanges or electronic trading platforms where
approptiale and cleared through CCPs by the end
of 20127 Nevertheless, the ECB also cxpressed

Commissien proposals and rec daticn:
to continue procedures apainst non-compliamnt
Member States. The ECB also provided dmfting
suggestions in respect of all proposals.

Ag regards the reform of supervision in the EU,
the ECB supported the objective of the proposed
“gmnibus  dircetive” amending 11 financial
sector directives to ensure the proper functioning
of the Curopean Supervisory Authorities (ESAs)
and the European Systemic Risk  Board
The ECB's drafting proposals focused on
matters of relevance to the ECB/ESCB and

a ber of concerns, particularly about the lack
of consideration given w the ECB's and NCBs’
oversight powers and reganding the provisions
on access w cemral bank facililies.

The ECB also responded 1o a significant number
of consultations by national authorities, some off
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which concerned developments in supervisory
structures in lreland, Grecce, France and
Ausiria ™ The ECB noted the merger of the
supervisory authorities in France and welcomed
the new Prudential Control Auwtherity, which
is to be headed by the Governer of the Banque
de France.” The proposed framework is likely
te cnhance the Bangue de France's ability
to conmibule to analytical suppont for the
ESRB. The ECB also welcomed the proposed
restructuring of the Central Bank and Financial
Services Authority of Treland *° 5o as to make the
central bank fuily responsible for the supervision
of credit and financial institutions. The ECB
made detailed observations on central bank
independence and the prohibition of monelary
financing.

The ECB was also consulted on a number of
T lating to fi ial market stabiliny,
some in connection with the financial crisis.”
In particular, the¢ ECE issugd an opinion® on
the Greek draft law establishing the Financial
Stabiliry Fund in order to maintain the sability
of the Cireck banking system by means of
the recapitalisation of credit instittions.
The ECB welcomed the close links berween the
Fund and the banking supervisory famework.
Taking into account the Bank of Greece's
exisling supervisory powers, the law should
ensure that capilal adequacy requirements are
propetly mainlained. The ECB also welcomed
the initiating role of the Bank of Grecee's
Governor in the appoinmment of the Fund's
board members.

Commenting on drafi German legislation on
compensation systems in credit and financial
institutions and  insurance  companies,?  the
ECB emphasised the general imponance
of aligning the relevant requirements with
intgrnational standards and ELU lpgistation to
avoid repulalory arbitage and conuibule to
limiting excessive risk-leking, Other opinions
on procedures for financially distressed credit
institutions highlighted the impenance of an
eificient resplution regime for safeguarding the
stability of the financial system.™ In ils opinions
on a new winding-up regime for failing eredit
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institutions in Denmark** and the restructuring
of banks in Germany,” the ECB welcomed the
further disengagement of the stale in favour of
resalution regimes primarity based on financing
by the credit institution sector. Where a crisis
situation rocquires the supplementary use of
public funds, the banking sector should be
called upom o reimburse the state. This should
promote  additional market discipline and
address the risk ol moral hazard, [n its opinion
on drafl amendments to state supporl measures
in Poland,” the ECB expressed concern that
these measures would effectively be convened
intg open-cnded measwres, contrary to the
requirement that national support measures
be temporary in nature, Avoiding the rencwal
of a temporary rcgime would deprive the
prolongation of such a regime of the necessary
review with regand to menctary policy and
financial #tability aspects.

In the area of siatistics, the ECB wag consulled
on the establishment of the Hellenic Suatistical
System and an independent statistical authority
in CGrence ™ The ECB cmphasised that the
credibility of budgetary surveillance in the EU -
and ultimately the credibility and the sound
Functioning of Maonetary Unien - depends on
the reliable and timely compilation of slatistics
relating to the excessive deficit procedure, which
should be independent of political cycles.
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In its opinicon on a new legal framework for the
production of nalional statislics in Estonia,™
the ECB stressed the importance of securing
the independence of the E: Mational
Statistical Institute, a5 this would be of particular
sipgmificance for the smoeth functioning of the
EMU framework following the adoption of Lhe
curp.

The ECB adopted several opinions concerning
the NCBs, including amenidments to Lhe statutes
of the Bulgarian, Danish, Estwnian, [rish, French,
Lithuanian, Hungarian and Polish NCBs."
The ECB nated that Lhe uncerlainly regarding
the legal status of Listovos bankas' real property
undermines the NCB's  institutional and
finangial independence.® The ECB welcomed
the increase in the Bangque de France's capital
and slatutory Teserve’’ A number af opinions
concerned the renwmneration of NCB siall in
the context of legislation aimed al resioring
budgetary balance,” The ECB welcomed the
elforts to achieve fiscal consolidation and
stressed Lhat, to protecl an NCB's autonomy in
stalT matters, the draft legislative provisions on
the remuneration of NCB swalT must be decided
in close and elTective cooperation with the NCB,
uking duc account of the NCB™s views Lo ensure
its ongoing ability to independently perform the
tasks confermed on it by the Treary, Lthe Stamute of
the ESCB and national legislation. In its opinion
concerning the Por austerity Lt
the ECB claborated an Lhe necessity of effeclive
cooperation and stressed that the absence of
such cffective cooperation would constitute 2
scrious infringement of the principle of central
bank independence. With regard to Hungary,
the ECB voiced concerns reparding the frequent
chunges to tho Law on the Magyar Nemzcti
Bank, slating that a consideration in the context
of central bank independence is a stable legal
framework for Lthe central bank, and cautioncd
apainsl measures seeking to influence the
CGovernor and the olher members of the Magyar
Memzeti Bank's decision-making bodies in
comradiction of central bank ind d

financing under Article 123 of the Treary.™
Since 2008 information regarding clear and
imporiant cascs ™ of non-compliance with the
chbligation to consull the ECH on drafl national
and EU legislation has also been included in the
Annual Report.

In 2010 the ECB recorded two such cascs of
non-consultation on proposed EU legislation,
including one case in which the ECB issued an
opinign on its own initiative. The fimi case of
non-consultation  concermed &  propoged
Commission regutation implementing Regulation
(EC) No 177/2008 on a common framework for
business registers for swatistical purposes in the
context of the exchange of confidential daw
between Eurostat and central banks. * The ECB
considers that the Regulation is relevant to the
ECBs ion with EL) insti haodies,
offices and agencies for the collection of statistics
necessary to undenake the ESCR's tasks under
Article 5 of the Statute of the ESCB and that it
should therefore have been consulted at an
appropriate slage in the legislative process,

The second case of non-consullation concerned
a proposal for a directive amending Directives
2006MAEC and 2006/4%E(C as rcgards capital
requirements for the trading book and for
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re-securitisations, and the supervisory review of
remuncration policies.™ The ECB had been
consulied on an carlier draft znd issocd an
opinion® en |2 November 2009. On 7 July 2010
the Ewropean Parliament adopted the dircetive,
which contained a number of amendments, and
the directive was Lhen subject to the Council's
formal adoption.® In view of the obligation to
reconsult the ECB on important amendments o
proposed legislative acts falling within its fields
of competenee, the ECB issupd an opinign an
the amended preposal on its own initiative on
6 August 2010

In 2010 the ECB recorded ten cases of non-
consuilation on dreft national lepislation
and issugd ong opinion on il own initiative.
The following five cases were considered clear
and imporiant.

The Bulgarian authoritics failed to consult
the ECB on a law refated to the composilion
and functions of the Financial Supervision
Commission and, in particular, the parameters
of the Financial Stability Advisory Council,
a matter of general significance to the ESCB.

The ECB was nol consulted on a Porlugucse faw
assigning ceriain new Lasks to the central bank.
The law iz of general significance to the ESCB,
as it relates to the financial independence of the
MNCB, znd the ECB would have made significant

¢ritical comments.

With regard to financial crisis-telaled measures,
the ECB was not consulied in three cascs.
The Greek authorities failed to consuit the ECB on
mwo occasions: first, a drafi law on the reform of the
public stetor reeruitment system, which afTected
the Bank of Greece's exclusive competence
recruit a specific calepory of siaff and secend,
a dmaf law providing, inter alia, for restrictions
in the tecruitment of stalf by public sector
¢ntiies, including the Bank of (ireece, us 2 means
of containing the adverse effects of the ongoing
budgetary erisis. The Slovenian authorities failed
to consuit the ECB on legislation related to the
provision of state guarantees and loans to credit
institutions. The ECB considers that these cases
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are of general significance to the ESCB, as they
concern Lhe finaneial crisis and rescue measures
undertaken iy Member States.

As of 2010 informalion regarding clear and
repetitive gases of failure by Member Siales to
consult the ECB is also included in the Annual
Report. Reopetlinive cases are those where the
same Member Suate fails w consult the ECB at
least (hree times in two consecutive years, with
at least one case of non-consuitation in each
year under consideration. The ECB recorded,
for both Greece and Hungary, two cases of
non-consultation on drafl national legislation in
2009 and three cases in 2010,

In aceordance with Arlicle 141{2) of the Treaty,
Anticles 17, 21.2, 43.1 and 46.1 of the Suie of
the ESCB and Anicle ¢ of Council Repulation
(EC) Mo 332/2002 of '8 February 2002
as last amended by Council Regulation
(EC) Mo 43172009 of I8 May 2009, the
ECB continues w have responsibility for
the sdministration of the borrowing  and
lending operations of the Europcan Union
under the medium-term financial assistance
facility, as set out in Decision ECB/2003/14
of 7 Movember 2003 as amended by Decision
ECB/200%/17 of 19 June 2005 In 2010 the
ECB received four disbursement payments on
behatf of the EUJ and transferred these amounts
to the borrower couniries {Romania and Latvia).
For eight of the loans under this facility, interest
paymenis became duc and were processcd

B LN TAE funal,

tol 0N 94,

EX [hrecieve 20010 76°L0 of the luampean Parlansent and of Uke
Couneal of 14 Moweraber 2040 anending DHeeerives 206048 EC
arnd 200 J90RC 2 regands cartal requirements Tor the traling
buok and fur re-secunlisateens, aml the supervisory eesicw of
nemuneratin policws, 04 L 324, 1412240, p. 3
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by the ECB accordingly. The Lotal amount of
outstanding EU lending operations under the
medium-term fi ial facility as at

3! December 2010 was €12.1 billion.

In the context of the loan facility agreement
between the Member States whose currency is
the curo™ and Kreditanstalt fr Wicderauibau
(K.IW1* as tenders and the Hellenic Republic as
borrower and the Bank of Greece as agent to the
borrower, and pursuant 1o Articles 17 and 21.2
of the Stamte of the ESCB and Article 2 of
Decision ECB/2010¢4 of 10 May 2010, the ECB
is responsible for processing all relaied payments
on behalf of the lenders and the borrower.
In 2010 the ECB received two disbursement
payments from Lhe lenders and transferred these
amounis Lo the borrower, For both loans, interest

In 2010 a comprehensive set of services
continued 1o be olfered within the framework
established in 2005 for the management of
euro-d inaled
reserve assets. The complele set of services -
which is available to cemmal banks, menetary
authoritics and government agencies located
gubside the gurg arca, as well as to international
organisations - is offered under harmenised
terms and conditions in line with general market
standards by individual Furosysicm ceniral
banks (the Eurosystem service providers).
The ECB performs an overall coordinating
role, ensuring the smooth funciioning  of
the famework. The number of customers

E
kur

payments became due and were pr d by
the ECB accordingly. The balance outstanding
25 at 31 December 2010 in respect of the pooled
bilateral loans for the bencfit of the Hellenic
Republic amounted to €21 billion.

In agcordance with  Articles 122(2) and
132(1} of the Treaty, Anticles |17 and 21 of the
Starute of the ESCB, and Article 8 of Council
Regulation (EU) No 407/2010 of 11 May 2010,
the ECB is responsible for the administration
of the botrowing and lending operations of the
EU under the Evropean Financial Stabilisation
Mechanism {EFSM). The ECB opencd an
acgount for the Enropean Commission in this
context in accordance with Anticle 2 of Decision
CCB2010/17 of 14 October 2010. No operations
were carried oul under the EFSM in 20140,

In accordance with Anicles 17 and 21 of the
Statute of the ESCB {in conjunction with
Article 3(5) of the EFSF Framework Agreement),
the ECB is ible for the administration of
Evropcan Financial Stability Facility (EFSF)
loans to Member States whose currency is the
eure. The ECB opened an account for the EFSF
in this context in accordance with Atticle |
of Decision ECRB/2010/15 of 21 Seprember 2010.
Mo opemtions were camicd out under the
EFSF in 2010.

g a relationship  with
the Eurosystem remained stable over 231G
With regard to the services themselves, there
were slight inc¢reascs in customers’ total cash
balances {including deposits) and securities
holdings.

fed {Hhet than the Hellenw Republic and the Federal Bepablic of
Crenmany.

6% Actng m the pubhic nteresd, subyect do dhe ostmcions of and
with the benefic uf e guarantee of the Federzl Republic of
Cermany
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On 13 July 2010 the Council of the European
Union adopted & decision allowing Eswonia
to adopt the euro as its cwrency  from
1 January 2011, increasing the number of eurc
arca couniries from 16 to 17. The Council's
decisiopn was barcd on the convergence reports
published by the CECB and the European
Commission . May 2010, and follewed
discussions by the European Council, an opinion
of the European Parliament, a proposal from the
Evropean C ion and a dati
by the Evrogroup. On the same day, the Council
also edopted a repulation fixing the irrevocable
comversion rate botween the Estonian kroon
and the euro. This conversion rate was set at
EEK 15.6466 to Lhe euro. This was also the
central rate of the Estonian kroon throwghout
the country's membership of the exchange rate
mechanism 1T (ERM II).

For several years, Estonia was one of the EL's
faslest-growing  cconomics.  However,  the
strong econemic expansion, with clear signs
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of overheating throughout 2005-07, proved
unsuslainable. In 2007 cconomic growth already
srted to decelorate but remained  stromg,
Owing to these unsustainable macrosconomic
devetopments and the collapse of world rade,
Estoniz experienced a proneunced womarcund
in economic aclivity and & severe contraction in
2004 {sec Tablc 14). As a consequence, Estonia
underwent a significant economic adjustment
that contributed 1o the unwinding of some of
the exiernal and internal imbalances that had
built up in the years of very fast grownh, In 2010
economic activity staned to recover: annual
real (iDF growth tumed positive in the sceond
quarter of 2010 and stood at 6.6% in the founth
quarer, Looking at external developments,
Estonia recorded a very large average deficit
of 0% of GDP in the combined current and
capital accoumt balance between 2000 and
2008, Correcting these large deficits has been
a key feaure of the necessary adjustment
pracess Lhat Estonia has been undergoing
following the overheating period. Afer a sitong
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fall in domestic demand, which fed to lower
impons, the deficit decreased and wrned into
a surplus, which stood a1 £.4% of GDP in the
third quarter of 2010,

The inflation performance of the Estonian
economy over the past decade has been very
volatils, HICP inflation, which had followed
a2 broadly downward trend berween the
mid-1990s and 2003, staried 1o rise in 2004 as
a result of hikes in administered prices, panly
related to EU accession, rising energy prices and
signs of overhesting, In 2008, despite a sharp
slowdown in growth, inflation continued o
increase and peaked at 10.6%, reflecting the rise
in plobal commodity prices, tax harmonisation
measures and the lagped response of wapes to
the changing economic environment As the
ceonomy edged further into recession, annual
inflation declined rapidly and wmned negative
duting some months, reaching 0.2% on average
in 2009, In the recond half of 2010 HICP
inflation increased significantly again, reflecting
the impact of higher commedity prices in
warld markets, increases in administered prices
and excise duiles, as well as the recovery in
cconomic aclivity. For 2010 as a whole, HICP
inflatipn stood at 2. 7%,

Reflecting the sharp economic adjusmment of
recent years, Estonia’s unemployment rale is
currently high, standing at 13.6% on averape in
the fourth quarier of 2010, While the Estonian
labour market is relatively flexible, regional
diff in employ and
and skill mismatches continue 1 pemist.
These facters contributed to high wage growth
over the period 200508, Weak cconomic
activity and the inerease in unemployment have
supported the sharp deceleration of growth
in both private and public sector wapes. This
adjusiment is necessary Lo ensurc that the
temporarily high level of unemployment in
Estenia does not become permanent.

1
ploytnent

Over the period from 2000 to 20069, Estonia
generally ran a sound fiscal policy, therehy
achieving budgets close to balance or in surplus
until 2007, Nevenheless, the general government

balance deterierated in 2008 in conjunction with
the marked economic downlurn, The public
deficit incrcased to 2.8% of GDP in 2008
and then declined to 1.7% of GDF in 2009,
on account of significant consolidation measures
underiaken by the go t, which ted
to around 9% of GDP (of which approximately
onc-third zre cstimated o be of a emporary
nawmre}. The deficit was then among the lowest
of the euro area in 2009 and Estonia is one of
the few EU countrics curently not subject
to an excessive deficit procedure. The public
debt-wo-GDP ratio stood at 7.2% of GDP in
2009. According to lhe European Commission
in 2010 the Estonian public deficit is likely to
decrease to 1.0% of GDP, while gross public
debt is projected at B.0% of GDP. Locking
forward, additionz]l consolidation measures
should be specified in order W returm 0 a surplus
position in line with the medium-leTm objective
by 2013, thereby allowing Estoniz to maintain
ity sustainable public finance position,

Economic and monetery policy choices
have played an important rele in shaping the
convergence process of Eslonia over the past
decade. With Lhe adoption of a currency board
arrangement in 1992, the kroon was pogged first
to the Deolsche Mark, and after 1999 it was
pegeed to the curo. In addition, the orientation
of monetary pelicy towards the achievement
of price stability, as the primary objective of
monciary policy, was coshrined in the central
bank law in 2003, During the period 2005-03,
however, the monetary policy conditions in
Estoniz under the ¢urrency beanl armngement
became, overall, too expansionary. Despile
a telatively sound record of fiscal balances,
the country’s overail policy stance was not
sulficiently tight to contain demand pressures
and sepport price stability. This led to excessive
credil growlh and increases tnoasscl pricos,
nolably in housing matkets, with the resulting
imhalances being unwound in the context of a
severe adjustment recession.

The pelicy framework of Ecsti Pank implicd

that ECB interest rate decisions were directly
influencing the interest rate for the Estonian
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economy. For many years, money market
interest rates in Estonia had broadly followed
comparable  ewro  arca  rales.  Howewver,
fellowing the intensification of the financial
crisis in the autumn of 2008, risk premia rose,
markel rates b ingreasingly detached
ltom euro arca money markels and spreads
vis-d-vis thc curo area incrcased.  From
November 2009 money market spreads stanted
te narrow siphificantty — reflecting  fiscal
consolidation cffors, a decline in global risk
aversion and changing market exp ion

policies that are fully geared wwards ensuring
the sustainability of the convergence process.
Ensuring a low-inflation envirenment is crucial
in that respect. [t is imperative that pelicy
areas other than monelary policy provide the
Estonian ceonomy with the ability to cope with
polentizl country-specific shocks and avoid the
reoceurrence of macrocconemic  imbalances.
Imporantly, the Estonizn authorities have
publicly underlined that their overarching goal
is o gnsur¢ BN coonomic environment that is

ive to ble cutput and employment

about [Cstonia’s prospects of adopting the
curg. Amid seme fluctuations, this narrowing
graduzlly led to the convergence of Estonian
money market inlerest rates with the euro area.

In order to fully reap the advantages of the
cure and 0 allow adjustment t n

growth in the medium lerm, in the context of
balanced macrocconomic conditions, and price
slability. To this end, the Estonian autherities
need to be fimnly committed 10 a framework
consisling oft i) further fiscal consolidation,
ii) continuing structural reform, and it} & further
strongthening of fi 1 scctor policics to

operate efficiently within the enlarged currency
arca, Eslonia needs o conduct cconomic

ensure financial stability and avoid the build-up
of possible risks.

Estonia’s entry into the euro arca on 1 January 2011 is the fifih cccasion on which statistical
series for the ewro area have had o be amended to include additional member countries
(Greece entered in 2001, Slovenia in 2007, Cyprus and Malla in 2008, and Slovakia in 2009).
The preparation of statistics for the enlarged curo area has been coordinated, where Y.
with the Eurgpean Commisgion.

The entry of Estonia into the euro area means that Estonian residents — both naturz! and legal
persons — have become residents of the cure ags. This affcets siatistics recording tmnsactions
(flows) and positions of euro area residents among themselves and vis-a-vis non-euro ares
residents, such as monetary, balance of payments and international invesmment position statistics,
as well as financial acconnts. In these cases, transactions and positons between residenty of
Estonia and other euro area residents must now be “consolidaled™ to ensure a proper definiticn of
euro arca residency in all statisties concemed.

As of January 2011 Estoniz has 1o meel all the siatistical requirements of the ECB, i.e. 10 provide
fully harmomised and comparable national dals ' Since the preparatory work for new statistics
requires z long lead time, Eesti Pank and the ECB stared the statistical preparations well before
Estonia joined the EU. ARer becoming a member of the ESCR in 2004, Eesti Pank intensified
its. preparations to fulfi) Lthe requirements of the ECE in the fields of monectary and financial

1 The statistical ol the ECE ze

tn the document “ECH swafistics: an overview™, April 2000,
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slatistics, external swtistics, government fi tatistics and fi ial accounts. In addition,
it had to carry out the necessary preparations for the inlagration of Estonian credit institations
| -

into the ECB’s minimum reserve system and w filfii the | regui in
this area.

For the data reponiees and NCBs of the other curo arca countries, the entargement of the curo
arga mcans that ginge January 2011 they have to repen tranyactions {or flows) and posilions
vis-3-vis residents of Estonia as pan of the euro area dala, instead of transacticas and positions
vis-d-vis non-curo area residents as they did earlier.

In addition, Estoniz and all other eurc area countries provided backdala with sufficient
geographical and secioral deail, dating back as far as 2004, the year Estonia jeined the EU. These
higtgrical daa will enable the compilation of aggregates for the cum area in jis new compesition
for a few years before the enlarpement.

Regarding Lhe publication of euro area statistics, the ECB has granted users online access to
two sel of time series, one containing daea for the current curo area (i.c. including Estonia) as
far back as avaiizable, and oneg linking the various compositioms of the e arca, starling with the
L1 countries in 1999,
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Pursuant to Article !4 of the Treaty, the ECB
reviewed Lhe starate of Eesti Pank and other
relevant  Estoniun legislation for compli
with Article 131 of the Treary. The ECB made
a fi bl of the ibility of
Estonian fegisiation wilh the Treaty and with
the Sualwte of the ESCB, under the assumption
that further legislalive amendmenis te Estonian
legislation would enter inw force in time, as
stated in ile Convergence Report published in
May 2010. The ECB noted that on 22 April 2010
the E: i pal" d P lati

legislation goveming the eurc changeover,
rounding rules and currency circulation in Estonia,
as welt as the minimum reserves framework.”

By the cnd of 2010 Eesti Pank's law and statute
had been bropght into line with recommendations
in the GCB's 2004, 2006, 2008 and 2010
Caonvergence Reports. Eesti Pank consulted the
ECB on the drafi amendments to the law and the
statute of Eesti Pank on 10 February 2010 and
the ECB adopted an opinion proposing cerlain
h which were reflected in the final

d these legislative
amendments,

The ECB and Eesti Pank put in place a number of
legal insttuments with a view o ensuring the
integration of Ecsti Pank intg the Eurosystem on
1 Janwary 20%1. The Eumsystem's legal

version of the law and the statule.”

The ECOFIN Council consulted the ECB on ils
proposals to amend the Council Regulations®
which gnabled the introduction of the curo in
Estonia and determined the irrevocably fixed

framework was adapted as a cf ] of the
decision taken by the ECOFIN Council on
13 July 2010 to abropate the deropation of
Estonia.! The ECB adupted the necessary lepal
instruments to provide for the paying-up of the
remaining capital and the transfer of foreign
reserves to the ECB? and established the banknote
allocation key applying from | January 20117
Pursuant 1o Anicle 27.1 of the Statule of the
ESCB, the Governing Council adopled a
recommendation on Eesti Pank's external
audilors for the annual accounts staning from the
financial year 201 1." The ECB also reviewed ils
legal framework and inroduced, whete necessary,
amcndments  resulting from Eesti Pank's
bership of the Eurosy . This included a
review of Estonian legislation implementing the
Eurosystemm’™s legal framework for monetary
policy and TARGET2, which enabled Estonian
i the Curosystem's
open markel opgrations from 3 January 2011
The ECB also adopted a decision on mansitional
provisions for the application of minimm
reserves by the ECB following the introduction
of the euro in Estonia' Finally, the ERM II
Apreoment® was ierminated for Eesti Pank.

oo pariics Lo panlicip

The introduction of the eure in Estonia and the
interation of it contral bank into the Eurgsysiem
also required changes to some Estonian legal
instruments. The ECD was consulled on national

Kepari

hange rate of the corg vis-i-vis the Estonian
kroon." The ECB welcomed the proposed
regulations and noted that they would cnable
the introductien of the curp as the currency af
Estonia following the abrogation of Estonia's
derogation in accordance with the procedure set
oul in Article 140{2) of the Treaty.

i Counel Thegeoon 20316 kL ol 1% July 307168 m agceonfance
with Amicle 140421 of the Treaty on the sdopien by Estonia of
Thee vunkan b January 3001, 60 L 1%, 257 2000, p. 24
Crevinion ECH 2010034 of 11 December 2000 un the paying-up
wf capitnd, tanslee ol fonngn e assets and contnbubions
tr Eesu Ponk oo the Ewopean Cemral Bonk's reseres and
e mscas, CF L L1, 15,1 2007, . SH.

3 Dweison ECH20L029 of 13 Decomber 281U vn the isue of
wurn hanknoites (et b, G4 L34, % 22000, p 26,

4 Reconimendanen ECB HILik LG of ® Gerober 20030 the Council
o shy Eurupean Unon on the eetemal aodsiom of Besti Pank,
O C 2R 19102000, p. 1.
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technical preparations with a view to [fully
inleprating Eesti Pank il the Furosystem.
Int ling with the mrovisioms of the Treaty, Ecst
Pank joined the Eurosystem with exactly the same
rights and obligations as the NCBa of the EU
Member Staes that had already adopred the euro.

The echnical preparations for the intcgration of
Eesti Pank inw the Eurosystem covered a wide
range of areas, notably financial reponting and
acgounting, monetary policy operations, forcign
reserve management and foreign exchange
operations, payment systems, statstics and
banknote production, In the ficld of operations,
preparations invelved exlensive testing of the
instruments, procedures and technical systems
for the impl ien of 1 tary pelicy and

foreipn exchanpe operations.

e ey e s e oo SUF0 DY Estonia
on 1 lanvary 2011, 1% Estonian credit
institutions, a list of which is published on
the ECB's website, became subject to the
Ewrosystem’s reserve requircments as  from
that date. The entry of Estonia inlwo the euro
arca changed the liquidity conditions in the
Eurosystem only slightty. The aggregate reserve
requirements of euro arca credit inslitutions
increased by lgss than 0.2% (€223 million). Net
aumnomous liquidity factors in Esmonta for the
petiod from 1 to 18 January 2011 were liquidity-
absorbing, increasing the liquidity needs of the
entire euro area banking sector by €1.1 billion
on average.

Given the liguidity surplus,  Estonian
counterpartics did not submit any bids in
the open market opemations conducied at the
bepinning of 2011, excepl for 2 small amourt in
the operation that was setiled on 19 January.

On entering the ewro area, Eesti Pank also adopted
the collateral framework of the Ewresystem, but
reporied ne assets to be eligible for Eurosystem
credit operalions as at 1 January 2011,

LU 3 AR A LI B LTEAL UG L AELAFRLLY
to €19.3 million, eguivalemt w ¢.1790% of the
ECB's subscribed capital of €10.761 billion
ay at | fanuary 2011, Upon joining the ESCB
on | May 2064, Cesti Pank paid up 7% of s
sharg of the subscribed capiwal of the ECB as
a contribution w the ECB's operational costs;
in conjunclion with the ECB's capital increase
on 29 Dccember 2010 this contribution has
been reduced te 3.75%. In accordance with
Anicle 481 of the Swnne of the ESCB,
Ecsti Pank is arked to pay up the rematning
pant of its subscription, whick is equal to
€185 million. On | Janoery 2011 Lesti Pank
paid up the firsst instalment of ity subscription,
equal to €12.6 million, and the rest of the
subscribed capital will be paid in two further
inslalments.

At the beginming of 2001, in sccondance with
Aricles 30 and 48.1 of the Suawte of the
ESCB, Eesti Pank, on the basis of its share of
the ECB's subscribed capital, wansferred to
the ECB foreign reserve assets equivalent to
a total of €1459 million (B5% in Japancse
yen-denominated asscts and 15% in gold),
Eesti Pank has opted to conduct the operational
activitics telated to the manapement of its
share of the ECB’s Japanese yen reserve
assets in a pooled manapement arrangement
with Suamen Pankki - Finlands Bank. As a
result of the wansfer of foreign reserve assew
to the ECB, Eesti Pank was credited with a
curg-dengminated claim on the ECB in
accordance with Anticle 30.3 of the Suawmie of
the ESCB.
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fer Estonia by the ECOFIN Council on
13 Jly 2010, Eswonia adopted the curp as
its currency on 1 January 2011, The cash
changegver wenl smecthly and, foltewing a
two-week period during which Estonien kroon
and curo cash circulated in parallcl, the euwro
banknoles and coins became the sole legal
tender in Cstonia. Virmally all automated
teller machings (ATMs) enly dispensed curo
banknotes as of | January 2Qi1. The cash
chanpeover modalities had been laid down in
a changrover plan cstablished joimtly with the
relevant stakeholders.

Suomen Pankki — Finlands Bank, which actod as
the logistical counterpart, provided 44.9 million
banknotes worth €1.47 billion. Eesti Pank will
repay that loan in the form of banknotes in
2012, The banknotes to be commissioned by
Egsti Pank will carry the leteer “07 in their serial
numbers, Eesti Pank procured 194 miilion euro
coins worlh £38.4 million from the Mint of
Finland.

In terms of value, 13% of Lhe borrowed curo
banknotes and nearly half of the procured curo
coins were frontleaded to the banking sector
for flling the ATMs and For sub-frontloading.

re cash supply in

From | January 2011, for a period of six months,
kroons can be exchanged for euro at the fixed
exchange rate free of charge a1 all bank branches
providing cash services. Thereafter, from July to
December 2011, kroens can be exchangsd for
euro at certain bank branches.

Eesti Pank will continue 1o redeem Estonian
kroon banknotes and coins for an unlimited
period of time.

1V ELD WRIRSD GHBGLY WL Casu Pank to
prepare a comprehensive information campaign
in preparation for the inreduction of the curo.
The comnwmication tools used in the campaign
took into account the experience gained in
past changeovers and i public opinion
surveys, dilferent types of printed publication
and dedicated imternet pages. For the first time
since the Eurg 2002 Information Campaign,
TY adveruising was used {four adverts were
aired between November 2010 and mid-Tanuary
2011}, The euro information campaign organised
by 1he ECB and Eesti Pank aimed to familiarise
cash handlers and the general public with the

In addition, 700,000 starter kits each ining
euro coins with & value ol €12.79 were produced
for distribution Lo the generat public n order
te reduce the amount of change to be kept by
retailers in the first few days of January,

In connection with the introduction of the euro
in Estonia, NCBs exchanped, free of charge,
Estonian kroons for ecuro at par value from
the first working day of 2011  umil
28 February 2011." The amount exchanged was
limited o €1,000 for any given parly and
wansaclion on any one day. Furthermore, in
December 2010 individuals were able @
exchange kroons for euro free of charge at the
itrevocably fixed exchange rate al all banks in
Estonia. Estontan post effices also took par in
the changeover process during the first 15 days

Kepari

visual app ¢ and security features of the
curo banknotes and coins, as well as with the
Cor lization

cash changeover an
partners {mainly banks and public authorities)
were given access 10 the high-quality print
files of the ECB's publications, which they
were able to adapt and use in their own
communication activities,

Following contacts with blind asseciations,
including the Eswnian Blind A ion, the
ECB developed a “talking card™ for the visuatly

Bl Article 32 af the Xawe of the $5018 reyuus that the Linverming
Council of the [T 1ake the aecescary measures 16 ensure shat
‘bankmdis & d with by fined
eachongs ries Lo the suro are cachonged by the ewre atez NCEs
at par valur Aygaunad this buckground, she Gonmming Councl
adopied n gusbebine on the eachange of such banknote: oo
4 July 20006,




impaired (an embedded MP3 file reads out hasic
information requested on the chanpeover and
the curo caush),

To mark the faunch of the curo information
campaign in Estonia, on 19 Scplember 2010
a symbolic star containing euro banknotes
was handed over by Presidert Trichel to
Governor Lipstok.
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The Eurcsystem contributes to the smooth
conduct of policies pursued by the competent
national authoritics rclating to the prudential
supervision of credit institutions and the
stability of the financial system. 1L also provides
advice to these apthoritics and the Eurppean
Commission on the scope and implementation
of EU legislation in thesc ficlds, Following
the establishment of the European Systemic
Risk Board {ESEB) on 16 December 2010,
the new Eurapean supervisory framework came
into being on 1 Januvary 2011 with the creation
of three European Supervisory Authorities
(E5As) covernng banks, sccuritics markets,
and insurance and pension funds, This frrmework
will d ial pthening of
the Ewropean supervisory stuclure both at
the micro-prudential and, for the first time,
at the macro-prudential level, as the ESRB has
been given a mandate to identify and prioritise
systemic isks to the EU financial sector, 10 issue
wamings and, where appropriale, b suggest
rect dations for dial action o contain
those risks. The ECB will “ensure the secrelariat
of the ESRB and therchy provide analytical,

+
a sub

area banking seclor to deal with future risks,
However, e commilment of euro area counlries
to undertake or accelorate fiscal conselidation, the
establishment of the European Financial
Stabilisation Mechanism  {EFSM}) and  the
Euwropean  Financial Suability Facility (EFSF),
the launch of he ECB’s Seccurilics Markets
Programme (SMP} in May, under which
interventions are conducted in the euro area public
and privale debt securilies markets, and the overall
pasitive resulls of the El-wide stress tosty that
were announced in July all made important
contibulions to the stabilisation of markets over
the summer’ Momover, the conclusion of an
agreement on a revision of the regulatory regimes
for inermationally active banks (the Basel LI
rules), to be implemented gradually over time so
that the hanking secter can keep providing cradit
to Lhe coonemy, roduced unceriainty about the
future capital and liquidity needs of banks. These
develo notwithstanding, the  overall
economic and financial situation in the guro area
rernained fraught with risks for financial stability,
and concerns about the interplay  between
sovercign debt problems and  banking  sector

statistical, logistical and ad ative support
to the ESRB” {see Chapier 63.'

T RLY QLY ILGD UL G L3, L L
with the ESCB’s Banking Supervision
Committes (BSC), are monitoring risks to
financial stabitity and asscssing the financial
gystem’s shock-absorbing capacity.® The main
focus of the analysis is on banks, as they remain
the primary financial intermediaries in Burape.
However, awing to the increasing importance of
financial markets, financial infrastrecturcs and
other financial institutions, and their linkages
with banks, vulnerabilities in these components
of the financial system alse need to be monitored
by the ESCB.

During 2010 continucd distress in the curp area

govemnment bond and bank funding markels
tested market confidence in (he ability of the cure
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Inerabilities in some euro area countries re-
emerged in the second kalf of the wyear’
Furthermore,  the  re-emergence  of  global
imbalances during 2010 represented another
imponant source of risks, along with Lhe associated
high exchange rate volatility and the possibility of
disorderly unwinding of the imbelance

i Counl Begulation (EC) Mo 102010 of ET Nosember 201,
LR, LS ER20W, p 362

T Emee b end of 2004 the ECOH has published is Financssl
Senbehty Keview, 3 semuannuel rept o the sabiline of the
curo arca finaneisd swarern. [n 2000 40 also publshed soructwral
mdicators dor the 3.0 bankoyg seclw, s wnnual g on kL
banking sechor wabilie and it snnoal eepon on EL banking
sruciuees, which thes year ingluded wn ad hoc appendus on Ue
profitabtliny of banks, “Beyond Rok. How lo measure benk
perfocmance™ These publications prysent e man lindings of
the momipering B the BSC of the siouciure and saabdling of the
banking sovur, and arg waluble on the ECH S website

3 The EU-wide chrews rent exercise wae coondingeed by e
Commities +f Burepean Bounking Supervisars [CEBS) in vhose
collaboration with the ECH snd the European Cemtisseoa.
Detaled descoptions of the methodobpy are Avoilable on
he websites of 1be CEBS and the ECH, amd the reauhs are
avmlable on the websiley of the CFES ond parieipaling nahona!
suthaditees.

4 This wlerptay culminoted i Irelond applying for an ELME
financial suppor programm: on 21 Mosemher.



Motably, developments in the euro area financial
sector in 204 O pointed to sipnificant discrepancies
hetween member countries, which w a large
exlent reflected the ongeing process of correction
of past imbalances in some countries. In such an
cnvironment, the timing and phasing of exits from
remaining public sector suppon measures posed
particular challenges for the cure arga financial
system. However, those measures will have to
be withdrawn over the medium term; otherwise
they would mainmin an uneven playing field
between hanks and between countries. In the
meantime, the main risks continued to inchude the
possimlity that concerns about the suslainabiliny
of public finances would persist or even increase,
with 2 poleatial for furher adverse feedback
leops belween public finanges and the financial
sector. Although the adverse interaction between
vulnerabilities relating o cconomic growth, fiscal
imbaiances and tank funding conditions was
particularly prevalent inonly a timited nunber of
curp area countrics, risks of conlagion spreading
to other ewro area countries remained.

Naonetheless, going forward, the centra! scenario
for ewrc area financial stability is broadly
favourable, supporicd in pan by a more benipn
magroscongmic covironment, by the increased
Tansp y of fi ial institutions’ assel
exposures and by addilicnal financial backstop
mechanisms set up by euro area governments and
cerral banks, However, the depree of uncertainty
surrounding this cutlonk remaims high.

Finally, LCBGs benefited from a significant
decrease inthe cost of risk, due both 1o 2 positive
evolution of the credit cycle and Lo the ceonomic
recovery (e.g. a stabilisation of default rates
and lower non-performing loans). However,
LCEGs expericnced s remarkable drop in
teading revenues in the second quaner of 2010,
which was only partially reversed in the thicd
quarter. This was driven by lower trading
volumes, and many institulions continued to
post losses on some of their assel holdings.
The selvency ratios of LCBGs improved further
across the board in the first three quaners
of 2010, supporicd by retained pamnings and
banks' efTorts wo raise capital. A setback to the
recent recovery in the profitability of LCBGs
would adversely impact the provision of credit
to the real economy. Moreover, the recovery
in the guality of banks™ credit sk exposures
remains fragile in a number of countries.

UIThlg waaadtions,
the condition of the euto atea insurance sector
stabilised in 2010. However, the performance
across insurers was varied and the moderate
economic  activity contineed 1o weigh on
underwmiting  performance.  Insurers’ finangial
resulls were, however, supporied by relatively
contained losses and stable investment income.
All im all, the profitability of large insurers
remained stable throughout 2010, In addition,
capital posittons  also remained steady and
appeared, on average, to include a reasonable

VAL LB

The eamings of eure arca larpe and plex
banking groups {LUCB({is) staricd to recover
in the first three quanters of 2010, mainly
driven by buoyant net interest income, lower
{albeit still high) average loan loss provisiens,
and steady fee and commission income.
Met interest income continued to be supponed
by the steep yield curve and the still relatively
wide margins applied by banks to new lending.
In addition, indications cmerged that growth
in bank lending for house purchase may have
passed a turning point in mid-2010, albeit
wilh substanlial diffcrences bolween member
countries, while bank lending te non-financial
corporations recovered far more sluggishly.

of shock-absorption capacity.

Looking ahead, some risks and challenges for
the euro arca insurance sector remain, and this
is contributing to some uncertainty abeut the
outlock. In particutar, the low levels of yields on
AAA-rated government bonds continue to pose
challenges for insurers (and pension funds) that
have a large stwock of guaranieed-return contracts
with guaranteed rates close to or above current
long-term risk-free rates. At the same time,
the moderale recovery in economic activiry,
and the uncerlainty surrounding i, is continuing
to weigh on the underwriting performance of
curo area insurcrs.
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The hedge fund sector continued to recover
in 2010, Average investment performances
were not a5 impressive as in 2009, ut investors
continued to return to the sector and annual net
flows became positive again. However, investors
tended to prefor larger hedge funds, the growth of
which may alzo imply higher concomitant risks
to financial stability. Furthermore, amid low
nominal interest rates and increasing lolerance
of counterparty credit risk actoss prime broker
banks, the {imited data available en hedge fund

Agreements™), was considered useful fer
strengthening policy coomdination on 2 bilateral?
multilateral basis,*

In the field of regutation, in February 2010 the
Eurosystemn contribuied to the Commission’s
public conselulion on an EU  framework
for cross-border crisis managemen: in the
banking sector.” The Evrosystem supported the
Commission’s objective of taking the initiative
1o develop an EL resolution framework and to

leverage pointed to a gradual releveraging of
the hedge fund sector with the associated hipher
vulnerability to varions leverage-related rinks.

In 2010 the ELl launched a major gverhaul
of the EU framework for cnsis prevention,
1 gement  and lution. The reform —
covering & time horizon of a fow years, as laid
down in the ECOFIN Council conclusions of
18 May 2010 — focuses on three main arces of
work: 1) the implementation of an EUl policy
coordination framework, i) the enhancement
of the EU regulatory framework, and it} the

tablist of mechanisms to cnsure that the
financial sector bears the net cost of financial
crises. The ECB hag panicipated actively in all
three areas throughout the year.

In particular, the ECB supporied the
implementation of a holistic EU-wide policy
coondination framework for crisis prevention,
management  and  reselution,  implying  a
stronger cootdinating role for the ECOFIN
Couneil in financial stability policies, as well

as the sctting-up of lination arrang t

for the clear aniculation of the roles and
responsibilities of the various EU and national

dd obstacles 1o the effective management

of criscg alfectling EU cross-border financial
ingtitutions. The Eurosystem also suggestcd
several possible ways to address issues in
the arcas of carly intervention tools, inlra-
group asset mnsfers, “bank rosolution™ amd
insolvency.

In May 2610 the Commission published its
“Communication on bank reselution funds™,
suggesting the establishment of an EU-wide
network of prefunded schemes as the best use of
financial levies to ensure that future bank
failures do not come at the cost of the laxpayers
or deswabilise the financial system. In the same
vein, the European Council agreed in Junc that
Mcmber States should mmoduce systems of
levies and taxes on financial institutions to
ensure [air burden-sharing and (o create
incentives lo conlain systemic nisk.’ In that
context, the ECB acknowiedged the need to

5 B of  Unds i o
tetwern the  Pimanciod  Sepervisory Authosiles,  Central
Banks and Finanee Minsines of i Europesn Uneon on
Tmwsetonler  Frmancaad  Sobubyy  (RCEINACRECPE 200K)
BEP-51106), Brussels, | lune 200R.
& O 17 August 3HO thg fiml WS the Mnoedc. Bl
Cross-Bonder Snabiliny Group - was sot up wath she Signing
wf an agrrement betwern the suthsnies of Bennark, 1o,
Funlanad, loelond, Lervia, Lithusgia, Mors oy and Sweden.
£3n 200 Itobwr 2004 Lhe Bumipesn Cimmmission lapovhed s pubihe
il W als emitled "An EL Franework

-

bodics, In that contexl, the establish t of
cross-border  stability  proups  (CBSGs) -
as defined in the 2008 memomndum of
understanding  on  cross-border  financial
sability* - for all large EU  cross-border
financial groups by mid-2011, accompanicd
by the signing of cross-border cooperation
agreements {“Voluntary Specific Cooperation
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Fur O Border €resis Managened in the Bandaog Setar”,

which addresses 3 range of isseen in theee main arcas: 1) cady

i i1} bank - ard wip

#  “Hanh resalunon” refees v measoecs aken by aabonal resolwion
Aulteoriles 10 manage A crisis iz bankiny dnshoion, b contuin
i impacr on francial stabiliy and where  apgoproae,
10 focllate on erderdy wirding-up of the whaole or pons of e
[MEGINEDS

3 Wilh the exception of the Czech Republic. which reserved the
righy nied wn mtrodues these medsires




ensure the coordination of the various imitiatives
already underteken by countries ko mitipale the
risk of compelitive distortions arising between
national banking markets and of cross-border
cooperation being hampered during crises. For
this purposg, the ECB has actively centributed
to the work of the Economic and Financial
Committee (EFC} ad hoc working group on
crisis management by moniloring the different
systems of levies in the EU and providing
recommendalions on possible options to address
shori-term issues, such as double Laxation and a
level playing field.

In October 2010 the Commission released a
communication on “aAn EU Framework for
Crisis Management in the Fi ial Scelor”
which sels out the main elemems of the
reform that will be pant of EU lcgislative
proposals in 2011, Beyond the immediate
priority of putting in place effictent crisis
I 12 t arm ts tn all Member Stales,
the communication alse includes a “roadmap”™
providing a longer-tetm view of some of the
major challenges which will need to be overcome
in order to ensure the smocth handling of crises.
The Eurcsystem supports the proposal put
forward by the Commission aimed at ¢nhancing
the EU regulatory framework for crisis
ranagement and resolution. A comprehensive
crisis management framework would ensure,
inter alia, that, ultimately, resolution would be
a crodible option, cven in the casc of a
systemically important cross-border institution.
The achievement of this poal requires not only a
mere ¢ffective welkit for authontice, but also
provisions that foster cooperation berween
Member States in crisis sinuations. A public
consultation on the iechnical detsils of this
proposal was Jaunched by the Commission
on & Janoary 20117 In December 2010, in its
conclusions on crisis prevention, management
and resolution, the ECOFIN Council supported
the Commission in its forthcoming logislative
waork, and invited the EFC w continue is
monitoring of national systems of levies and
taxer, in particular with regard o a level playing
field and coordination.'!

i For ferther deimls, see the Huropran Comamession’s sbsite
bl oo eusoga.eu).

I Counenl on frss p . and
resobwion,  3084&th ECOFIN Cownil  mecting, Brussels,
T December 2CI0.
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During 2010 banking regulation  followed
the agenda set by the G20 at the London
and Pinsburgh summits in 2009 with the
finat objective of building 2 more resilicat
financial system Lhat supports sirong and stable
cegnonmic growth. To this end, the CGroup of
Governors and Heads of Supervision (GHOS),
the oversipht body of the Dasel Committes on
Barking Supervision, agreed on a substantial

i and the
EUpGSI DANRILE AULRKIY LEDsA), in their
respective roles within the European supervisory
framework, could issue policy principles and
technical  standards to  specify  addilional
requiremenis that would atlow the framework to
be responsive w the evolution of the financial
systern and the diflercat shocks it faces

Moreover, in line with the mandate of the

strengthening of existing capital requir
and the imroduction of global Hquidity risk
regulation.'? This teform package, commonly
referred to as “Basel 11", is a cornerstone of the
new international prodential framework.

The Base! Il package includes a new definition
of regulatory capital which focuses on those
elements  with the highest loss-absorbing
capacity, such as common equity and its
equivalenls for nom-joint stock  companics.
In addition 1w this qualilative enhancement,
the amount of capital required has also been
incrcapcd  significantly. The new minimum
common equity Tier 1 ratic has been set at 4.53%
of risk-weighed assets, complemented by a
capital conservation bufler of 2.5% to withstand
futare periods of stress. Together with ather
Tier 1 and Tier 2 equily elements, the elfective
total capital ratio will rise from the current B% to
10.5% of risk-weiphted assels. An edditional
counter-gyclical buflfer, to be activated in
circumstances of excessive credit growth, could
add up to 2.5% of risk-weighted assels,
depending on national developments in the credit
cycle, In respomse w  the Commission's
consultation on its proposal on yelical
capital buflers, the Furosystem supparted work
at the international and EU level with regard 1o
developing a counter-cyclical capital bulfer
(CCH) mcchanism  and  stressed  the need
for consistent implememation a1 the EU and
international level, While ensuring 2 lovel
internaticnal playing field by laying down the
requirements for the setting of CCBs in as much
durtail as passiblc in the Capital Requirements
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G20, the nrisk-based reguirements  would
be suppl ted with a transparent and
intert lly  comparable  nen-risk-based

leverage ratio.

The reputation of liguidity risk consists of nvo
key quantitalive standards, focusing on limiting
misalignments in terms of shon-rerm liquidity
necds and imposing a stnuctural, onger-term
liquidity requirement with the aim of reducing
banks' dependence on wholesale and other
volatile funding sources, and  promoting
stable longer-term  funding. To  facilitate
the moniloting of the liquidity risks and the
exchange of information belween supcrvisorm,
the gquantifative are suppl d
with a set of monitoring tools.

In line with these regulawory developments,
the Euwropean Commission faunched two
consultations. The first was launched in Febroary
2010 and concerned proposcd  amendments
to the CRD regarding liquids fards, the
definition of capilal, leverage ratics, changes in
the treatmettt of counterpary credit risk, counter-

lical jincluding  through-the-cycle
provisioning for expected credit losses), a single
tulebook and systemically imponant financial
institutions. {SIFls). The sccond consullation,

17 For furher mnformanon, see “Basel [0 A pglobol reguiniory
framuwnrk. dor emore neahent hanks and hanking sy and
“Basel 1I: for biquudity Fsk :
sturubards, wnd monaterng”, both published on 18 ] scember 20U,
avalable rn the B1E webwile thimp ¢ wears bis.orgl

i3 See "oumercychal capial buifer  posinem of the kurosysteem
on the Commisson’s consuflanion document”, pvilobic on the
B35 wihaale.




launched in Ocmber 2010, relates
introduction of a counter-cyclical buffer.

to the

The ECB fully suppens the GHOS agreement
and considers it a crucial step towards
successfully  fulflling  the G20 mandale.
The crisis clearly showed that measutes to
make the finangial system more resilient should
be a key priority. Notwithsianding the costs
of regulatory reform, some of which are of a
trensient nature, the new framewerk will benefit
the global y by sul ially mitigating
the risks associated with future financial crises.

Wenetheless, the ECB considers that the gradual
implementation of the packape, cavisaged over
the period 20013219, will remain key and that
any further development has to be evaluated
against the sct of measures already under way.
During Lhe transition period, capital measures,
the lquidity ratios and the leverage ratio will
require careful asscssment with regerd o their
impact on particular business maodels, specific
banking sectors, financial markels and econotnic
growih. At the samg time, special attention will
have 1o be devoled to ensuring that the new rules
are implemented consistently across different
Jurisdictions at the international tevel,

In line with the G20 mandate, the Financial
Stabitity Board (F5B) focused its efTorts in 2010
on another steand of work, namely developing
a well-integrated framework o redoce the sks
and externatities associated with S{Fis. The new
frarmework will comprise the following building
blocks: i) wols for the cffective resplution of
SIFls, ii) more intensive and eflective supervision
and oversight, ifi) robust core financial market
infrastructures o redoce contagion sk, and
iv} supplementary prudential and other
reguiterents  to enhance loss  absorbency.
In Seplember 2014, in a pross wlcase following
the agreement on the calibration of the new
prudential regime, the GHOS remarked that SIFIs
should have loss-absorbing capacity beyend the
standards agreed in Basel 0L

The ECB welcomes and supports the work
of the FSB in this important field. Given the

global scale of the activities pursued by SIF[s,
il remains crucial that the regulatory communiry
cooparates. closcly, under the acgis of the F5EB,
to ensure a high degree of international
y in Lhis d i order to limit
potendial deviations from a level playing ficld
and minimise the risks of regulatory arbitrage.

In 20190 work continued on hedge funds, credit
rating agencies {CRAs) and short-sclling
regulation. The (G20 reaffirmed s commitment
to impreving the oversight of hedge funds
and CRAs." At the European level, concerns
abeut the potcntizl harm of short sclling werc
addressed by the Commivee of Euvropean
Seeurities Regulators (CESR)Y

As rogands hedge funds, agreement'™ on
the  Alternative | Fund Manzgers
Brirective (AIFM Directive) was reached in the
Council in Ocwober, and on 11 November 2610
the European Parliament voted in favour of the
proposal. The objectives of the AIFM Directive
are, inwer alia: to ensure that all managers of
alternative investment funds abave a certain size
are subject W appropriate authorsalion and
registration  requirements; to  improve risk
management and governance safeguards; to
enhance inveslor protection; and o design a
framework for monitoring  macro-prudential
risks. Subject o these requirements, AIFMs
would obtain a pessport allowing therm 1o market
funds to professional investors across the Single
Market. The Eurosystem contribution w the
European Commission's consultalion on hedge
Funds swongly welcomed more transparency and
macre-prudential oversight of the hedge fund
industry and stressed that the introduction of &
comprehensive  and  harmomised  regulatory
framework for AlFMs in the EU could act

B4 Fhe 0520 Yeoronta Sl D eckeralenm, G20, 24027 June 20D,

VE Progosd for o Pen-Euruparan Short Sefting Diselowure Reyme,
CISR, March 2.

bt Botween the Councl, the Buropesn Commussion and the
burepean  Pacdument's  Leosoms and Monstry At
Comanbiee.
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as a fimt step lowards a global consensus.
Furthermore, it emphasised the imponance of
continuing the international dialogue in order o
ensure a globally coordinated framework. ™

With repard to CRAs, the European Commission
has issued a proposal to amend the existing CRA
Regulation.” In its opinien on the proposal,'
the ECB broadiy welcomed the measures aimed
at hening  the regulatory  Framework,

Standards Board {FASB) and the International
Accounting Standends Board ({ASB) in response
to the request of the G20 to address weaknesses
identified in the wake of the financial crisis and
to bring Lheir slandards more into line with one
anather.

In response o the (320 reguest to improve the
involvement of interested stakeholders in the
standard-setting  process, Lhe lASB  funher
i cd it owreach cfforts with 2 vicw to

in pn.rli;ular :hal granting  comp v
powers to the European Securities and Markels
Autherity (ESMA) as repards the regismation

encouraging broad stakeholder involvement in

dard-setting,

and surveitlange of CRAs, and thal conceming
increased ransparency and competition in
the market for ratings of structured finance
inslruments.

In response bo concemns reganding the impact of
short selling in the extreme market conditions
created by the financial erisis, regulatory
autherities around the world adopted a series of
measures. In Europe, the CESR proposed a
pan-European disclosure regime in March 2010,
The Eurppean Cor blished

In this context, on many occasions the ECB
provided views o the JASB on several key
acqourding projecta {notably the accounting of
financial instruments) and, more generally, on the
convergence cfforts of the FASE and the 1ASB.

In April 2010 the ECB provided commenls on
the 1ASB suggestion to agcommodale regulatory
concermns by introducing a “regulatory income
statement™. The ECD siressed the imporance
of m ing the goed cotlaboration boiween

14 June 2010.
The LEurosystem’s reply of 5 August 20H0
welcomed the proposcd transparency regime for
EU shares. It was stressed that the ESMA,
topether with other appropriate  authoritics,
should play a2 cenmal role in emergency
situations, and that short-selling bans or
resirictions should be limited in time and scope
to exceptional circumstances. The Eurosystem
broadly supponed Lheir enforcement against
settlement failures of wncovered short sciling
and the assignment of powers W competent
autherities to allow them to restriet short selling
temyporarily. The Commission’s  subsequent
proposal for a regulation was aimed at increasing
harmonization, coordination and lransparcncy,
as well as reducing systemic nisks, csks to
matket integrity and serdement risks. ™

don alse p a
consuitation document on

The main developments in 2010 related to the
ongoing work of the Financial Accounting
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the JASB and regulators on the issues of fair
value messurement  and  forward-locking
privisigning within the accounling framework.
On the other hand, the ECB did not suppon the
introduction of a regulatory income statement,
since the disclosure requirements of the new
capital framework (Basel UI) ziready address
the disclosure issues raised by the IASB in its
proposal and a regulatory i Lat t
could potentially create additional complexity
and uncertainty, and might result in confusion
on the market, which should be avoided.

Both the FASB and the JASE strongthencd
their efforts to teduce the complexity of

§T Frropead  tommesens ool on ety jumf
Eurasvstem comtribudnm, ECI, 28 Fybroany M

i Bepulanion (ECHMa 100 2009 of the Eurofiean Parliamuent snd
ot the € ol of 16 Septeenbar 20049 on crodt rabng agences.

19 Copinion of e Eurepean Cenrral Bank of 19 MNowember 2000 on
a prpusal fir a regelaion of the Luropean Parkame and of
the Councl amending Regulateen (ECp Mo 10602009 on credie
raltny agencies TN 200042

M Propowsl for a regelaaon of the Ewmopesn Parhamene and of te
Cruneil un short selling amd gertzn aspect, of credu default
aweaps, European Comimiasion, 1T September 2000,



current accounting for financial instruments by
developing new standards on the classification
and measurement of financial instruments,

In 2010 the rwo boards continued Lheir work
on stenpthening the accounting recognition
of loan loss provisions (impaitment). e his
regard, the ECB repeatedly conveyed its clear
support for a move towards an expected loss
model. lo addition, the ECB continued to
contribote 4 the accounting work of the Bascl
Committee, which is aimed, among other things,
at addressing the operational chalienges posed by
the intreduction of an expected loss approach.
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The Eurosystern contributes W enhancing
Eurcpean financial integration by: i) reising
of and monitoring  financial
integraticn, ii) acting as a catalyst for privale
sector aclivities by facilitating collective action,
iti} giving adwvice on the legislative and regulatory
framework for the financial system and direct
rule-making, and iv) providing central banking
services that foster financial integration.

AWATCTICSS

WA cvlv oum L puemsinas s 10UH
anmual repert oo “Financial integralion in
Europe™.' The main purpose of the repon is
to contribute to Lthe advancement of European
financial inicpration and to raisc  public
awareness of the Evurosystem's tole in supporting
this process, providing information about the
siate of integration and thus an empirical basis
for policy measures to funher foster financial
integration. The report first assesscs the state of
financial integration, based on a sct of indicators
that arc also published semi-annually on the
ECH’s wchsitc. Tn 2010 these indicators were
further developed to include, for example, risk
indicators for the bond markel. The report also
contains in-depth analyscs of selected issues:
i) banking integration and supervision in the EU,
i) European covered bonds, iii) harmonisation
in the post-trading sector, and iv) suability
implications of financial market integration
and devetopment. The report concludes with
an overview of Lthe Eurosystem’s contribution
towards the achievement of more ineprated
and developed financial markets in Europe
during 2009,

The E{B continped s involvement in the
Research NMetwork on Capilal Mark and

place on 27 and 28 September 2010 in Frankfurt
and was hosted by the CCB. As in previous
yeurs, the ECB awarded five “Lamfalussy
Fellowships™ to young researchers in the context
of Lhe nenvork. The network’s current priorities
arc: i) financial sysems as risk managers,
visk distributors and risk creators, i) the
inggration and development of retail financial
services and the promotion of innovative firms,
and it} financial modemisation and povernance
and the intcgration of the Eurgpean finangial
systetn into global capital markets.

sue CUTOsyslem continued W support the
Single Eure Payments Area (SEPA) iniliative,
which aims w allow individuals, corperations
and public administralions to make cashless
paymenis in cure throughout the participating
countries from a single account using a single
set of payment instrumenlts as easily, efficiently
and safely as they can make them today at the
national level,

The Enrosystem pubiished the scventh SEPA
Progress Repon in October 2010.** This repon
provides an assessment of Lhe progress achieved
in the implementation of SEPA since the
publication of the previous repon  in
November 2008, highlighting accomplishment
and pointing out deficiencies. Furthermore,
int the annex to the repon, the Eurosystem has
identified a {non-cxhanstive) list of milestones
that need to be atwined between the
founh quaner of 2010 and the ¢nd of 2013 in
order w facilitate the finalisatton of SEPA

Financial Integration in Curope, which brings
together  academics, market  participants,
policy-makers and central bankers, and is
mn it cooperation with the Cenmter for
Financial Swdies at the University of
Frankfur. The network’s t3th conference on
“Macro-prudential Regulation as an Approach to
Conlain Systemic Risk: Economic Foundations,
Diegnostic Tools and Policy Instrutnents” look
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p ien  and gl The main
conclusions of the report relate to the migration
towards SEPA credit transfers (SCTs) and SEPA
direct debits (SDDs), cards, innovation and the
sccirity of remit payments. For the latter, among
other things, the Eurosystem has established

I Finunceal erlegration in Furepe, ECB, Apnl 316

I Bigle Euee Pusymenls Arce Sevetih Progres Pepors Bevond
Theory amte precee, ECH, Cclcher 200t avaelable oo e
ECE"s wubsine.



a forum for moniloring market developments
and fostering the harmonisation of security
expeelations i Burppe.  Furthermore,  the
Eurosystem  welcomed  the  Eurepean
Caomraission’s initiative to impose an end date
for migration by means of an EU regulation.

The SEPA credit transfer scheme accounted for
13.9% of total euro credit transfer paymenis in
Deeember 2010, In addition to the euwro area
SCT indicator, national SCT indicators whow
that the take-up of 3CTs in individual countries
still varies considerably.® Furthermors, since
the taunch of the SEPA direct debit scheme in
November 2009, the use of SDDs has remained
fairly modest, amounting to well below 1% of
all curg ditect debits in Dogember 2010

The introduction of the SCT and SDD
schemes has laid foundations on which further
innovations can be built, c.g. pan-European
onlinc payment solutions, mebile payments and
e-invoicing. In 2010 the Eurosystem discussed
the status of the various initiatives in the ficld of
innovative payments with market paricipants.
To this end, the ECB conducted an eSEPA
onling survey in cooperation with NCBs o gein
an insight into the different solutions avaitable
in varicus countries.

Further progress needs to  be made,
in  pandcular in the arca of SEPA for
cands. One of the building blecks s the
completion of the migration of chip cards,
automated teller machines and point-of-sale
terminals t the EMV standanl™®, for which
the industry set itself a deadline of the end of
2010, According w the SEPA card indicators,
a large number of countries have already
achieved 100% migration to EMY, In 2000 a
sccond meeting was held with sizkeholders to
discnss a SEPA cerlification framework for cards
and terminals with & view to achicving & single
cualuation and cenification process. Moreover,
the Eurosysiem provided Further clarity on the
principle of the separation of card schemnes from
processing entilics. The Eurosystem cxpects at
least one additional European card scheme to
cmerge which meets its requirements and the

requirsments of the other stakeholders to achieve
a compelitive card market in SEPA, several
market initiatives are already under way and
their progress will continue to be monitered.

In March 2010 the Eurgsystemn and the European
Commission agreed on the creation of the SEPA
Council with the aim of addressing the need for
proper governance of the SEPA project and
increasing  the involvement of end users.
This new overarching body is co-chaired by the
ECB and the European Commission and brings
together high-level representatives from Lhe
supply and demand sides of the paymmts
market, ™

sus waikey wn aued-lErm  paper in Europe
is largely domestic in nature, Since 2001 the
Shorl-Term: European Paper (STEP) initiative,
pursued by markel panicipants wnder the
auspices of the Furppean Banking Federation
(EBF) and ACI - the Financial Markets
Assoctation — and steered by the STEP Market
Commiitce, has promoted the integration of
the shon-termy debt securities market through
a voluntary core set of market standards and
praglices which can be applied to issuanec
programmes on existing markets such as the
Euro Comumercial Paper {ECP) market or the
French commercial paper (TCN} market.

The Eurgsysiern has supported STEP in bwo
ways. First, until June 2010, on the basis of a
temporary ar the Eurosysiem assisted
the STEP Scorelarial with the STEP-labeliing of
programmes, although ultimale responsibility

4 For futher details, see the sevtion eniled “Advige on the
legisheriye and regulaony franwework o the financial sy sterm sed
heect rulmakaog” luter an this chapeee

A eritical mans, Le. a nanrher share of nore than 50%, has enly
feen wchiesed i Lusernhour and £y pous. o a Further three
commrics 1Slevema Belgiun awk Spaing, 1he e share has
ryached Jnuble fiurgs.

X5 Te “EMY clandard” is w scr of specificarions developed by
the comsodom BMYOD, wheh 3 premioting the  global

dardisaiion of ¢l finanel i inn particular
e gobal wnteropersblily of chip cads "EMVT stands
for "Ewropay, MasterC and and Visa”.

X For further detals, plewe consoll the SRPA {oonul's wehsile
Ahlp e sepacaureal.cub.
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for granting and withdrawing the STEP label
always rested fully with the STEP Secretariat.
Since July 2010 the STEP Secretariat has
managed the labelling process eon its own.
Second, the ECP provides satistics on the STEP
market {sce Section 4 of Chapter 2).

STEPF doht sccyritics came Lhrough the financial
market turmoil relatively unscathed and the
total amount outstanding in Decomber 2010
was €411 billion, slightly above the total
amount cutstanding one year ecarlier. The
steady development of the market is due w
the fzct that STEP critena can be applied to
other existing market programmes and that
STEP is accepted by the Eurosystem as a non-
regulated markel for collateral pumoses. The
decision of the ECB's Goveming Council in
Ccwher 2008 W temperarily expand the list of
assets eligible as collateral in Eurogystem credit
operations to include STEP securities issued by
credit imstilutions, ie, certificates of deposit,
was discontinued as from 1 January 2011,

The STEP labe! was introdoced in 2006,
and thers were 173 active STEP-labelled
programmes in December 2010,

In 201G, w increase transparency in the area of
asset-backed securities (ABSs), the Curosystem
launched a public censultation on introducing
an ¢ligibility requirement for ADS originators
s0 as 1o provide lpan-level data on the assels
underlying such instruments. The response
te the consultation was penerally positive
and the ECB has continucd to work towards
the implementation of such a requirement.
ln December 2010 the Governing Council of
the ECB decided to cstablish loan-by-lpan
informatien requitements for ABSs in the
Gurosystem colisteral framework. A well-
functioning scouritisation market, backed by
standardisation and enhanced ransparency, will
contribute to the completeness of the European
financial system and foster integration through
the improved comparability of instrumenis
agross borders.
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e CLD Ody  GUTIINWRL W pRIUGIFaLE m
the Europcan Commission's Clearing znd
Sctilement Advisory  Moniloring  Expert
Group It (CESAME I} and its successor,
the Experl (roup on Market Infrastructurcs
(EGMI). The EGMI has a mandate (o contribute
to the development of an elficient, safe and sound
post-trade market in the EU. This witl be dene by
giving advice to the Eurcpean Conunission on
varipus issues in relation o post-rade services
and market infrastructures in the EU. This work
is closely linked to the implementation of
TARGET2-Securities (T28), the Curosystem's
planned plaform For core, horderless and neptral
securities setilement services, and is aimed
at fostcring harmenisation in the post-trade
environment.

Since harmenisation of the Furopean legal
framework for payments forms the basis for
SEPA, the Eurosystem takes & steong interest in
EUJ legislation in this arca. The Eurosystem has
repeatedly drawn attention o the need for an
ambitious bul realistic end dae to be set for the
migretion Wy the SCT and SDD schemes in erder
to reap the benefils of SEPA. The Eurcsystem
has supponed Lthe Comrmission’s proposal to
impose an end date for migration to SCTs and
SDDs by means of an EU regulation.®” The
Furosystem pxpects the 5CT and 5DD schemes
to become the credit mansfer and direct debit
schemes used for euwre payments in the EU.
Aler the migration end date, they will have
replaced national legacy credit transfer and
direct debit schemes for euro payments.

I See the luropean Commasson's propeal for s o laosn of te
Eurepean Porhament and of the Council establichiog rechnicod
njuLmens for credit transfeos and daregr dehals en g and
amemling Regulanan (170 ) Mo S24-2008 {COMU2010) 775 fno T

avaslable un thi { nomassions websate {hitp: -
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Eurosystem’s large-value payment system,
is Lhe first markel infrastrucrure 1o be completely
integratod and harmomised st the Furepean
level. The Euvrosystem has continued to make
cnhancements to TARGET? and implemented
a new release of the system in Movember 2310

(see Section 2.1 of Chapier 2.

T25 will have an important iupact on the
harmonization and integration of the post-
trading environment in Europe. T25 will remove
many of the “Giovannini barriers”* 1o cross-
border clearing and settlement by, among other
things: i} providing a single IT platform with a
commaen interface and a single messaging
protocol, i) introducing a hammoniscd timetable
for ali connected and iii) extending a
single harmonised seltlement model comprising
delivery versus payment in central bank money
to atl national and cross-border transactions.
In 2010 several sub-groups of the T28 Advisory
Group comprising Eurosystem and  indusiry
experts continued to work on the development
and impl ion of dards and market
practices for the harmonisation of instructions
and processes in the context of T25. As work on
implementing T25 has progressed, new areas
have regularly been identified in  which
harmenization is required, and these have either
heen tackled directly within the scape of the
project or referred w CESAME Il or ils
successor, the EGMI (see Seclion 22 of
Chapter 2}, or to other relevant bodics,

et

Finally, in the area of collateral management,
wark continued in 2010 on the csablishment
of a single platform, Collateral Central Bank
Management (CCOM2), for euro arca NCBs
with a view 10 consolidaling and increasing
the efficiency of the Ewrosystem's internal
systemns and enhancing covnterpartics’ liguidity
management  and  collaeral  management
(sec Section 2.3 of Chapler 2.

& The “Criovanmni barriers™ are a nuenber of bamiers hindzreng te
mtygration of the Bl clesmng and acillement inirstuciue as
idennfied by the Grovanning Gruap, a group of fLaeetad narher
experts advesing the Burmpean Cummosian. Tle spevilic barmens
idendified can be found in o repors by e Giovannni Group.
r Feeder leortmy aud Sevil B v the
European L, Sovernber 2001, and Secomd Repont we EL
t beuring and Settlement Arrengements, Apnl 2007, See alwe the
websive of the Eeropan Comniisskon (I e eoropa.ew).
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Payment and securities clearing and settlement
systems are fund 1 es that
are necessary for the proper functioning of
market economies. They are indispensable
for the cificient flow of payments for poods,
services and financial aswcts, and their smogth
lunctioning is crucial for the implementation
of a central bank's monectary policy and for
maintaining the sability of and confidence in the
curency, the financial system and the economy
in general. Pramoting the smooth operation of
payment systems is a key rsk of the Evrosystem.
For Lhe performance of this Lask, the Eurosystem
applics threc approaches: it lakes on an
operational role, conducts oversight activities
and acts as a catalyst.

)
in:

Through irs oversight function, the Eurosysem
aims to ensurc the safety and eHiciency of
payment and securities setilement svstems,
central  counterparties  processing the euro
and payment instrumentls, by monitoring
and assessing them and, where necessary,
inducing change.

In September 2010 the ECB published a book
entitled “The payment systetn — payments,
sequritics and derivatives and the mote of the
Eurosystem™ which gives a comprehensive
overview  of  key concepts  in market
infrastructure, the eurc area landscape and the
role of the Evrosystem, including, inter alia,
its oversight function.

Largc-value payment systems form the backbone
of the euro area market infrastructure and play
an imporant role for the stability and efficiency
of the financial scctor and the averall ceonemy.
The Eurosystem applics a  well-defined
oversight policy framework to all large-value
payment systems that settle euro-denominated
lransaclions — bolh its own systems and those
that arc privately operaiced. This famework
is baged on the internationally accepred Core
iples for Sy Ily Imponant Payment

.
Pt
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Systems (CPSIPS}), defined by the Commines
on Payment and Settlement Systems (CPSS)
and adepted by the Governing Council in 2001,
The CPSIPS are compl d by the B
Continuily Ovwversight Expectations (BCOE)
for systemically important paymenl sysicemns
which the Governing Council adopted in 2006,
giving the industry a deadline of Junc 2009 fer
implementation.

The overall operational  performance  and
provision of services of the key payment
systems settling euro-denominated wansactions
(TARGETZ, EUROI and the Continnous Linked
Settlement (CLS) system} and infrastucrure
service providers (such as SWIFT) were stable
and resilient in 2010

m cvrw we Burosystem’s TARGET2 overseers
focused on the aspects of operational risk which,
according  to lhe Risk-Based  Priortisation
Tool,” most warranted oversight attention,
Therefore, one of the main oversight activities
was Lhe finalisatton of the asecssment apainst
the BCOE, which cenfirmed that the business
continuity framework of TARGET?2 is pencrally
well-established and epsures that a sufficiently
high and consistent level of resilience is
achicved, abhough improvements to some
areas of the framework were recommended.
The oversecrs also discussed with the operator
the foliow-up lo the comprehensive assgssment
camied out in 2009 and, im padicular,
the recommendation related to Lhe business
centinpity fremework. Moercover, in the context
of regular oversight activities, the methodology
for incident monitwting was revised,

In addition, a new TARGET2 software release
went live on 22 November 2010, Prior to
ils launch, the overseers asscsped the new
functionalities and, in paricular, Lhe provision
of intermel access o TARGET2, against the
applicable CPSIPS. The overseers concluded
that, overall, the new release will not adversely

2% The Busk-Based Promisanen Tool allows everedrs o
conuemerate un the compments amd areas thal pes the highest
sk, The ool bas been apgleed 1o TARGETD ince 2004,



affect the compliance of TARGET2 with the
CPSIPS, and several of the changes eliminate
certain weaknesses of the systemn and will resalt
in better services for TARGET2 customers.

The TARGET2 Simulator, an analytical tool
based on payment data, was gradually rolled
out to the Euresystem central banks as of
1 July 2010. Once fine-uned, the tool will
cneble overseers, in panicular, to closely
replicate and stress-iost he settlement process
of TARGETZ, using a pan-European dataset of
TARGET2 activity, including all wansactions,
liquidity  information  and  participant
information.

cumwr s a large-value payment system
for cross-berder and domestic  Imansactions
in eure between banks operating in the EUL
It is opetated by the EBA Clearing Company,
which was set up by (he Fure Banking
Association. EURO1 works on a multilaleral
net basis, The end-of-day posilions of EUROL
parlicipants arg ultimately settled in contral bank
meney via the TARGET2 system, with the ECB
acting as the sctlement agent.

Three main oversight activities refating to
CEUROI were performed in 2010, First, the
assessment of the syslem’s compliance with
the BCOE was completed, Ag a result of this
assessment, 2 few mingr Tecommendations on
EUROI were communicared to the EBA
Clearing Company for action, in order to
achicve full compliange with the BCOQE.
Second, the ECB, in close cooperation with the
Deutsche Bundesbank, the Banco de Espafa,
the Bangue de France, the Banca d'ltalia and
D Nederlandsche Bank, launched the process
for a full assessment of EUROI apainst the
CPSIFS. Finally, the ECB, together with the
Banca d'Italia, assessed one major chanpe that
was made to EURO1 in 2010. This comprized
the migration of ils end-of-day seutlement
process from Lhe FIN-based Paricipant Inmerface
to the XML-based Ancillary System Interlzce
(ASI) in TARGET2. The oversight assessment
concluded that this migration will not adversely

affect the compliance of EUROI with the
CPSIPS. Since 7 June 2010 EUROT hes been
successfully settling its daily activities via the
ASL in TARGET2. Overall, the EUROI system
operated smoothly throughout 2010,

was
launched in September 2002 and is operated
by CLS Bank International (CLS Bank).
The system provides & multi-curmency service for
the synchronous — i.€. payment-versus-payment
(PvP} - settlement of payment instruclions
relating o foreign  cxchange  transactions.
Through s PyPF mechanism, CLS virtually
eliminates the principal risk associated with the
sciflernent of forcign exchange ransactions.
CLS currently settles in 17 of the world's
most traded curreneics, including the curg,
the US dollar, the Japanese ven, the pound
sterling and the Swiss franc.

Given that CLS Bank is established in the United
States, the Federal Reserve System accepts
primary oversight responsibility for CLS under
a perative oversight arm t involving
the G10 ceniral banks and the central banks ol
issue of corrgncies scitled by CLS. The ECE,
in close cooperation with the euro area NCBs,
is part of this coopemtive oversight arrangement
and has primary oversight responsibility for
setthement in euro by CLS.

In 2010 CLS cooperative oversight activities
focused mainly on the enhancement of CLS’
operational capacity {in response o the peaks
reached in May 201C in terms of the number of
daily Lransactions) and the monitoring of new
business developments and inittatives by CLS.

swary is important from a financial stability
perspoclive, as it provides secure messaping
services to the finangial community in merc
than 210 countries around the world, SWIFT
is 2 limited liabilicy cooperative company
which is established in Belgium. Through ity
participation in the GLO cooperative oversight
of SWIFT, the ECB conmbules to various
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oversight activities camried out by the cooperative
oversight group, with he Mationale DBank
van Belgié/Banque Natigmale de  Belgique
being the overseer with primary oversight
responsibiliy. In 2010 the proup’s activities
fornsed on the implementatien of the Distribated
Architecture programme aimed at redesighing
SWIFT™s technical archilecture, mainty throngh
the implementation of two messaging zones
(European and wansatlantic), the construction
of an additional operations centre in Ewope
and the establishment of a new command and
control cenue in Asia, Other major activities
pedommed in 2010 included reviewing the
operational performance and  availability of
SWIFT's services, monitoring new projecls
that could potentially have an impact an the
confidentiality, integmity and availability of
SWIFT's critical serviees and reviewing the
possible impact on the resilience and availabiline

schemes, which were adopted in January 2008,
Following a peer review process, a repott
on the overzll results of the asscssments is
expected to be published in 2011.

The Eurosystern has published the final version
of the oversipht framewaorks for direct debit
and credit transfer schemes and will apply
these frameworks 1o the SEPA credit Lransfer
scheme and the SEPA direct debit scheme,
Individual NCBs may alse elecl 1w apply
these standards for the oversight of national
(non-SEPA) payment instruments, if they deem
it appropriate,

The Eurosysien has a stong interest in the

ol messaging scrvices of a cost optimisation
programmg Jaunched by SWIFT. The level of
availability of the SWIFTNet FIN network in
20010 was 99.99%,

The Eurosysterm also has oversight responsibility
for retaill payment systems and payment
instruments,

STEP2 is a rewil payment system for cross-
border payments operated by the EBA Clearing
Company, for which the ECB has primary
oversight responsibility,. The ECB continued to
ronitor STEP2 services in 2010, ensuring their
availability and smooth functioning. One major
development that ook place in 2010 was the
deployment of 2 new multi-cycle functionality
for the SEPA credit lansfer service that cnabics
STEP2 banks 1o exchange and settle SEPA
credit ransfers several times a day.

In 2010 the Eurcsystem made further progress
with the individual oversight assessments of
card payment schemes operating in the euro
arga against its oversight standards for such
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smooth fl g of securties clearing and

| t : fail in the
clearing, setllement and custody of securities used
as collaweral for Eurosystem operations could
jeopardise the implemeniation of monctary policy,
the smooth functioning of payment sysiems and
the matnlenance of financial stabilicy.

I B G U L WAL I S S
at the Pittsburgh and Toronte summits to ensure
elfeclive progress lowands clectonic trading
and the usc of central counterpartics (CCPs)
for standardised over-the-couner (OTC)
derivalives, as well as the reponting of all OTC
derivalives  contracts to  trade Tepositorica,
extensive follow-up work was conducted
throughout 2010, This included legislative
initiatives in major jurikdictions - including,
notably, the EU and the Uniled States - aiming
to establish mandatory obligations for the
cenlral ctearing of all cligible OTC dervatives,
the effective reporting of all contracts to
trade  reposttorics and the  establishment
of requirements te ensure the safety and
soundness of OTC derivatives infrasiructures,
In thc EL, where the common Famework
for CCPs had previowsly been based on the
non-binding recommendations of the ESCB



and the Commitee of Buropean Securities
Regulators, lepislative effons ding OTC
derivatives infrastructures. were complemented
by proposals for a broader set of common
rules for EU CCPs applicable to all wypes of

sranan e s 8IMS 0 provide a single,
borderless peol of securitics and a core, noutral
setifement process.

financial product. The European igsion
issued a proposal for a regulation on OTC
derivativer, CCPs and imde repositorics on
15 September 2010, The ECB was closely
invelved in the development of this legislative
proposal, A Earosystem contribution to a
Commnission consuliation on this matter was
issued in July 2010,

In order 1o support the convergence of legislative
approaches across jurisdictions, the international
standard-sciting bodies have worked intensively
to develop common guidance for OTC derivatives
infrastrugturgs, In May 2010 the CPSS and
the [memational Organization of Securities
Commissions (I108C0OY} issued nvo documents for
public cansullation: *Guid on the application
of the 2004 CPS3-10SCO Recommendations
for Central Counterpantics to OTC derivatives
COP™ and “Considorations for rade repositorics
in OTC denivatives markets”™. The results of this
work. which was co-chaired by the ECB, will
be incorpozaicd in the CPSS-IQSCD gengral
review of [he international standards for financial
market infrastrucnures, and a draft of the revised
stanilards is expected to be issued for consullation
in carly 2011. Given the plobal nature of OTC
derivatives markety and (he consequent need
to preclude any possible scope for regulatory
arbilmge, il will be critical 1o cnsure that all
natipnal and rcgional legislation is impl 1cd

Morc detailed information regarding the design
and the operationat and legal Framework of T25
was published in the course of 2010, and the
Eurcsysiern held workshops with panticipants
from central kanks and supervisors to explore
the: criticality of T2S for payment infrastructures
and cenmal securities depositories (C5Ds) Lhat
wili use T2S services. Moreover, since T28 will
offer cross-horder scrvices to both euro area and
non-euro area C5Ds and payment infrasouctures,
a larpe number of supervisors, overscers and
central banks of issue of the currencics cligible to
be setiled in T25 will have an tnterest in receiving
T25 data so that they can perform their statutory
duttes. 5o far, all competent autherities have
supporied the ides of eswblishing a cooperative
framework for the oversight and supervision of
T25 services. The cooperative frrmework under
discussion would not touch upon the statutory
powers of individual avthenities over natignal
systems, or upon the enf of such p

T28 stakeholders will be informed as scon as the
details of the cooperative framework have been
agreed. A preliminary review of the T25 design
was Jaunched during the development phase by
all the authonties involved,

In September 2010 the ECB published a report

in such a way as to ensure close congruence with
the CPSS-10SCO standands,

To the same end, the Financial Suwability
Board kas developed proposals to ensure that
authorilics ke a common approach 19 the
implementation of the G20 recot

o
1o

that summarises the results of a comprehensive

of the imph ion of the BCOE
hy Systumicaﬂy impnrl.anl payment syskoms
operating in euro area counmies, Tn addition
to TARGET2? and EURO!, the asscssment
covered syslemically important retwil payment
sysl The results confirmed that the

10 promale standardisation, central clearing,
organised platform trading and the reperting of
OTC derivatives contraels w Lrade repositories.
The ECB participated in the FSB warking group
that developed these proposals, which were
issued on 23 October 20110,

buginess continuily and crisis communication
arrangements of the assessed systems are
maintained al a high standard by the system
operators, Recommendations were issucd to
address a number of identified deficiencies
which do nol pose a significant risk.
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In 2010 the ECH continued its regular
contacts with Curopean institulions and fora,
in particular with the Ewropesn Barliament,
the Eurogroup, the ECOFIN Council and the
European Commission. The President of the
ECH parlicipated on a regular bagis in meetings
of the Eurogroup, as well a5 in ECOFIN Council
meetings when matters relating to the objoctives
and tasks of the ESCB were discussed. In
addition, the President of the ECB was invited
ta atlend mectings of the European Council, as
well as informal meetings at the level of Heads
of State or Government, when issucs related w
the EL's policy response to the econemic and
financial crisis were addressed. The President
of the Ewrogroup and the Commissioner for
Economic and Monclary  Alfairs  attended
meetings of the Governing Counci! when they
decmed it appropriate.

T AL U T AT LT3 LIILLAS L
stage in early 2010 as fiscal imbalances in
cemain euro area countries began to be reflected
in increasing tensions in severeigm debt markets.
In particutar, the rise in Greek soversign debt
vields created a risk of negative spillover elfects
that threatened 0 cndanger Lhe wider stability of
the eurp area. In response, on 2 May 2010 euro
arca counlres apreed to activate, together with
the [MF, a three-year financial support
programme for Greeee.' The financial package
made available €80 billion of bilateral loans
from euro area countries and an [MF Stand-by
Amangement of up to €30 billion. The
disbursement of funds was made condilional on
the Greek authorities implementing the
ambitious programme of fiscal adjustment and
comprehensive struriural reforms nr_‘gutizltcd b}'
the European Commission, in liaison with the
ECE, and the IMF . The ECB panicipated in the
retated review ions ta (reece together with
the European Conunission and the IMF.

In spite of these measures, tensions in financial
markets conlinued to mount and escalated
abruptly on 6 and 7 May 2010. In response, on
7 May the Heads of State or Government of
the curo area countries mandated the ECOFIN
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Council to decide on a stabilisation mechanism
to prescrve financial swbility in  Europe.
On 9 May Member States agred to csiablish
two general facilities to provide financial suppont
to EU countries experiencing scvere cconomic
or financiat disterbances. Firstly, the ECOFIN
Council adopted a Regulation setting up the
European Financial Siwbilisation Mechanism
(EFSM}, which aliows the European Commission
to raise up to €60 billion on behalf of the EU for
providing fi ial assi o EU Memb
Stales experiencing or threatened with serious
difficulties caused by exceptional circumstances
beyond their control. Secondly, the curo arca
Member Seates, on an inlergovernmental basis,
blished the Curop Fi ial Stability
Fagility {EFSF). The EFSF was set up as a
limited liability company autherised 1o issue
debt sccurities, guarantend up to a toe! of
€440 billion by eure area counmies on a pro rata
basis, for lending to curo area countrics. Loans
from the EFSM and the EFSF arc subject to
strong conditionality and ke place in the
of jeint prog wilh the IMF, which
is expecied W provide financing amounting
to at least 50% of the EUleuro area contribution
to cach propramme,

On 21 Movember [reland requested financial
assistance from the IMF, the EU and the euro
area countries. The ECB welcomed this request
and concurred with the Curopean Commission,
the ECOFIN Council and the Furogroup that
providing assistance to [reland was warranted to
safepuard financial stability in the EU and in the
eurp arca, The programme was concluded with
the Irish autherities by the Commission and the
IMF, in lizison with the ECB, and is subject to
strong policy conditionality,

On 16 and 17 December the Ewropean Couneil
agreed to cswmblish a Ewropean  Stability
Mechanism  (ESM) o replace the EFSF
and the EF5M from June 2013, The European

| Slovokan deewded not io pariicipete in the progrumme.
2 Ser Secuon & 3 of Chapler 2 o the auistandmg: amwnt cof lms
to Grevce.



Council called for euro area finance ministers
and the Commission to finalise work on an
intergovenmental arrengement o establish the
ESM by March 2011, Non-euro area countries
will, if they so wish, be involved in this work.
Thoy may decide Lo pariicipatc in operations
conducted by the meck on an ad hoc basis.
The European Council agreed on the text of a
limited Treaty change to reflect this decision,
which will be adopted via the simplified revision
procedurc.

s s g e e w G 1 oG] ook
decisions within the framework of fiscal
surveillance regarding 1wo curo arca countries
{Grecee and Malm) angd five non-gure arca
countries {Latvia, Lithuania, Hungary, Foland
and Romania). The Council catcnded the
deadline for correcting the countries’ excessive
deficits from 2010 to 2011 in the case of Malta
and from 2011 tp 2012 for Lithpania and
Romania, on account of a worse than expected
detetioration of their economics. With regard to
the two latter countrics, the Council found on
18 October that action laken was adequate and
no additional steps in the excessive deficit
procedures (EDPs) were noeded at that slage.
Moreover, the Council assessed the action taken
by Laryia, Hungary and Poland and decided that
all three countries had up w that point acted in
accordance with the EDP recommendations and

that mo additional steps were  nocessary.
Regarding Greece, the Council tssued a
recommendation  referring  to the  Broad

Econgmic Policy Guidelines and made it public.
Furthermore, it identified a list of strucrural and
fiscal measures that Greece should adopt to
comrect ity excessive deficit by 2012, Greeoe was
also invited o submit w the Council and the
Eurepean Commission a report spetling out the
measures in greater detail and providing the
implementation limeline for achieving the 2030
budgctary targoin. Finally, Greece was required
to report regularly and publicly on the measures
teken.’

In May 2310, following considerable volatility
in sovereign debt markels, Member States

expressed their song political commitment
to fiscal conselidation. In their statement of
7 May, (he Heads of State or Government of the
euro area counmies stressed their commitment
to ensuring the stability, unity and integrity of
the curo arca and agreed Lo take all measures
needed o meet their fiscal targets in line with
EDP recommendations. In the conclusions of
the ECOFIN Council of 9 May, the Member
Swates  reaffiemed  their swong  commitment
to accelerating fiscal consolidation, where
warranted,

On 13 Juty the Council decided Lhat excessive
deficits existed tn two further euro area countries
(Cyprus and Finland), as well as two non-curo
arca countrics {Bulgaria and Denmark), and
set deadlines (2011 for Bulgaria and Finland,
202 for Cyprus and 2013 for Denmark) for
them to bring their general government deficits
below the reference value of 3% of GDP. The
Council also assesaed the action taken by 11 euro
arga countries (Belgium, Germany, Ireland.
Spain, France, [taly, the Netherlands, Ausiria,
Portugal, Slovenia and Slovakiz) and two
non-guro area countries {the Czech Republic and
the United Kingdom) subject to EDPs. 1t decided
that all countrigs had up te that point acted in
accordance with the EDP recommendations
and that no additional steps in the EDPs were
necessary at that siage. However, in the case
of Ircland, the Council decided on 7 December
to extcnd the deadline for the cormreclion of
the excessive deficit by one year, to 2015,
in view of unexpected adverse cconomic evems
with major unfaveurablc censequences  for
government finances.

Following these decisions, all Member Siatcs,
except Estonia, Luxembourg and Sweden, were
subject to EDPs, with deadlines for correction
ranging frem 201 1 10 2015.

Thi: ECB welcomes the decisions regarding the

new EDPs. Ag for the assessmemt of elTective
action, the structural adjustment in 2610 for

3 On 10 May 2000 1he Councld cxlended the deadline for (he
correction of the excessive defiedl in Grevee Lo 2614
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some countries was somewhal smaller than
requirad in the Council recommendations, white
planned stuctural ¢fforty also fell short of the
recornmendations,

June  suiu g Eumpean Council
adopted “Europe 2020: a sirategy for jobs and
smart, sustainable and inclustve growah™ The
siratepy aims al raising potential growth and
provides a coherent framework for Member
States to implement smuctural reforms and
mobilise  policies and  instruments  at  the
EL ievel. 1t builds on the cxperiences of its
predecessor, the Lisbon strategy, and addresses
some of the weaknesses of the latter, notably
by stengthening the role of the Fumpean
Council and relying to a greater extent on
ElU-level policy imitiatives, in particular the
seven thematic “fiagship initiatives™. To guide
policy-making, the Eoropean Council has
st u number of quantitative targets to be
reached over the simategy’s horizon related to
employment, R&D, climate change and encrgy,
education and poverty, The Europe 2020
stralegy will be implemented as of eariy 2011.
The ECB welcomes the chanpes in governance,
in particutar the stronper mole of the European
Council and the introduction of the “Europ

semester”,  During  Lthe Europesn  semester
(the first six months of a year), the European
Council will identify the main ecconomic
challenges and give strategic advice on policies,
which Member Sates should Lake inte account
in Ltheir policics. Moreover, Lthe ECB welcomes
the introduction of new instruments such as the
EU-level thematic pillar, which will focus on
structural reforms in Lhe fields of innovation and
R&D, energy and climalc change, empleyment,
education and social inclusion. The EU-tevel
thematic pillar is supported by seven flagship
initiatives proposed by the Commission, which
aim 10 supporl the reform effors of Member
States in these arcas, and should reinforce the
surveillance framework for Member States and
thus be conducive to achieving Lhe strategy's
goals. However, not all clements emphasiscd
in earlier discussions, such as the need Lo beher
communicate the strategy, have been equally

LY I ]

Kepari

fully developed. As before, the success of the
strategy will evennully hinge on the forceful
impl inn of ambiticus. reform ics
by Member States,

LlIs W GULIPIEE WG B .amgle Market
gained fresh impetas in 2010, Mario Momii,
a former member of the European Commission
who was, inter alia, responsible for the internal
markel, financial services and tlaxation, was
invited by the President of the Commission,
José Manuel Barroso, to prepare a repon on
the future of the Single Market, which he
presented in May 2019. The report called on the
LU Member States fo overcome Lhe apparent
“integration {atigue” and to drive ccenomic
integration forward at the EU level. To tis end,
the report puis forward a number of proposala,
including completing the Single Market for
services and enhancing citizens' suppont for the
Single Market,

Following up on Mr Monti's report, the
Commission in October 2010 proposed a
series of designed to rel h the
Sinpgle Market in the form of 2 “Single Market
Act”, In ling wilh he Europe 2020 stratepy,
the wltimate goal of the Act is to stimulate
growwth and boost employment in the Member
Stawes, Following a public consuluation, the
Commission is expected to present legislative
proposals in spring 2011, Among the proposed
priorities are the creation of an EU patent,
the access of small and medium-sized enterprizes
to capilal, and the muteal recognition of
prefessional qualifications. Moreover, there are
several intiatives that aim at reducing barriers to
clectronie commerce and stimulating growth in
the digital economy. Tegether with the ongeing
implementation of Lthe Services Direclive in
Member Staics, these inilialives are imporiant
steps towards decper economic union and are
Fully supported by the ECB.




In November 2010 the reform of the EU
supervisory  architeclure was  adopled by
the Furgpean Parlament and the Council.
Three new European Supervisory Authorities
were created to sirengthen  micro-prudential
supcrvision  in the  arcas  of  banking
{the Curopean Banking Authority), insurance and
vccupational pensions {the European Insurance
and Occupational Pensions Autherity), as well as
sccutities and markets (the European Securities
and Markets Autherity), whilc the newly
created European Systenic Risk Board (ESRB)
will reinforce macro-prudential  supervision.
The ECB is cnimusied with the specific task of
ensuring the performance of he secretariat
furiction for the ESRB. Further informalion on
these issues can be found in Chapler 6.
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The economic and financial crisis and Lhe
rmoil  in sovereipn  debt  markets  alse
highlighted the chall to the cconemic
govermnance of the eure area and the EUL
In response, the European Council. at its
meeting in March 2010, mandalcd ity Prosident,
Herman Van Rompuy, to establish, in cooperation
with the European Commission, a task force
wilh representatives of the Member States,
the ing Council Presideney and the ECB 1o
mak¢ propouals to strengthen the EL surveitlance
framework, in particular that for budgelary
surveillance, and o improve the crisis resolution
framework. In Jung 2010 the ECB presemed a
number of proposals to swenpthen decisively
B and enf: structures in the
ceonomic policy fremework of the curo arca.

The task force report put forward proposals in
five areas: greater fiscal discipline, broadening
economic  surveillance  to encompess
macrecconomicimbal dcompetitiveness,
deeper and broader coordination (notably
during the Euwropean semester), & robust
framework for crisis management, as well
as smonger instistions for more efTective
economic povernance. In Oetober 2010 the
Ewropean Council endersed the Lask force report
and called for a “fast rack™ approach in the
adoption of dary lepislali ded for the

implementation ef its recommendations,

In this conlext, the Commission had already
issued propesals in September 201¢ relating to
the reform of the fiseal surveillance framework
and 1o the establishment of a new survcillance
mechanism to identify and correct emerging
rmacroeconomic imbalanees within the EU ard the
curo area. Morcover, on 28 and 29 October 2010,
the Heads of State or Govemment agreed on
the need for the Member States to eslablish
a permancnt crisis 2 L hani

lowards  swenpthening  the  instiutional
foundations of EMU, and thus wwards a deeper
eeonomic union that is commensursie with the
degree  of  economic  inegration  and
inerdependency  already  achieved  through
Menclary Union* The Evrosystem is particularty
concerned about insufficient automaticity in the
implementation of procedurcs end calls for the
introduction of political and repulational measures
on top of financial sanctions to foster early
compliznce with the surveiltancn famework,
Moreover, the gquality and independence of
surveillance should be assessed by an independent
advisory body al EU level. In the ficld of fiscal
surveillance, the room for discretion lefi to the
Council when assessing the cxistence of an
exgessive deficit or when assessing the debt
criterien should be reduced and consideration
should be given to reversing the changes o the
Stability and Growilh Pact made in 2005, which
allowed Member States preater leeway under the
Pacl, Morcover, requitements m achieve a
counmy’s medium-termn  budgelary  objective
should be ambitious, in panicalar in Member
States with high government debt. Te facilitate
compliznce with their obligations under the Pact,
euro arca countries should swiftly implement
strong  natonal  budgelary  frameworks  and
improve the quality of their government statistics.

With regard w the macroeconomic surveillance
procedure, the new system of mutual surveillance
woutd need o focus firmly on curo area couniries
experiencing large current account deficils,
stenificant losses of competilivencss and high
levels of public end private debt, as well as
other vuinerabilities that could threaten the
stabitity of the euro atea. The mumal surveillance
should involve transparcnt and cifective trgger
mechanisms. It would be essential that the
assessments of macroeconomic imbelances and
eG dations for corrective action be given

A litnited Treaty chanpe is foreseen.

While the proposals put forward by the
Commission rep a gthening of the
existing framework for fiscal and macrocconomic
surveiltance in the EU, they do not go as far as
the “guantum leap” celled for by the Eurosysiemn
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broad publicity at all stages of the surveillance
process. An garlicr and more gradual application
of financial sanctions is needed to provide clear
incentives for appropriate macrocconomic policics.

4 Opimon of the Burspean Cenoed Bank of 16 Febwaary 200
om coonnmic guvernance smefoom o the huepean Linon
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The ECB continued its pelicy dialegue with
the central banks of the LU candidate countries
through bilateral meetings and within the gverall
institutional framework for the enlargement
process set up by the EU.

Aceession negotiations with Croatia began in
Oclgber 2005, Negotiations on the 35 individual

of screening [celond's legislation started in
November 2010, As leeland is alreedy a member
of the Furopean Economic Arca, its Ipgislation
is already in line with EU legislation in several
imporiant areas.

On 17 December 2010 the Curopean Couneil
decided W0 gram Montencgre the status of

chapiers of the acquis « fre were
started in June 2006 and continued 1o advance
towards their final stage; by the cnd of 2010,
28 of them had been provisicnally clesed.
The ECB continued its Fuitful relations with
the Croutian Mational Bank, in the contoxt of
bilateral stall visits and an annual high-level
policy dialopue.

Afler opening accession negoliations with
Turkey in Qclober 2005, the Furopgan
Commission starled mnegotiations on  the
individual chaplers of the aequis commmaantaire
in June 2006, provisionally closing one chapter
in the same month. [n December 2006 the
Curopean Council decided, owing w the lack
of progress in the cxtension of the customs
unicn te the EU Member States, to suspend
talks for 8 out of the 35 chaplers and to put the
provisional closing of any further chapters on
hold. At the end of 2010 negotiations were open
on 13 chapters and provisionally closed on one
chapter. The ECB conlinued its long-skanding
high-leve] policy dialogue with the Central
Bank of the Republic of Turkey.

The former Yuposlay Republic of Macedonia
was granicd eandidelc status in 2005 In
Ocober 2009 the European Commission
t ded the of
rlcgntiaﬁons. However, the starting date for
formal accession negetiations remains open,
as the European Council has postponed its
decision  twice: in December 2009 and in
June 2010, Stafflevel contacts between the
ECB and the National Bank of the Republic of
Macedonia remain strong,

F =3

Iegland  becamne a  candidate  country an
17 June 2010. Accession negotiations were
formally opened on 27 July 2010 and the process

didate counwry, as recommended by the
Commission in its opinion of 9 November 2010,
A decision om the date for opening accession
negotiations has not yet been made.

hnawa









|l A L L] S SR L e f ran
established om the hasis of Regulation {EU)
Mo 1092/2010 of the Eurcpean Parliament and
of the Council on Ewopean Union maecto-
prudential gversight of the financial system and
establishing a Furopean Systemic Risk Board'
and Council Regulation {EU) Mo 10962010
conferring specific lasks upon the European
Ceniral Bank concerning the Functioning of the
European Systemic Risk Board’ The two
regulations entered into force on 16 December
2010, the day afler their publication in the
Qfficial Journal of the European Union,
Together with the European  Supervisory
Authenitics (E5As), cslablished an
1 January 2311, the Joint Comminee of the
Evropcan  Supervisory  Authonitics, and the
natienal supervisory authorities composing the
ESAs, the CSRB is pant of the European System
of Financial Supcrvision (ESE5), the purpose
of which is w ensure the supervision of the EU
financial system.

Within the ESFS, the ESRB is an independent
body responsible for the macre-prudential
oversight  of  the  EU fAnancial — system.

zssees of the recommendations must
wwomnwandile to Lhe ESRB and to the Council
the aclions underieken in response w the
recommendations and must provide adequate
justifieation for any inaclion (“act or explain™}.
1f the ESRB decides thal its recor
has nol been followed, it shall, subject to
strict rules of confidentiality, inform (he
addressees, the Council and, where relevant,
the ESA concerned.

dation

- wew years of ils existence, the
President of the ECB is the Chair of the ESRB.
The first Vice-Chair ofthe ESRB is Mervyn King,
the Governor of the Bank of England, also for &
lerm of five years. The secomd Vice-Chair of the
ESRB is the Chairperson ofthe Joint Comminee
of the European Supervisory Authoritics, ic.
currently Andrea Enria as Chairperson of
the Evropean Banking Authority, according to
the annual rotational scheme Fforeseen by the
legistation.

The strugture of the ESRB comprisgs: the
General Board, the Steering Commitiee,
the Advisory Scientific Comminee (ASC),
the Advisory Techoical Committe: (ATC)
and the § iat,

It contributes 1w the prevention or mitigation
of systemic risks to financial swbility that
arise from developments within the financial
system so as to avold periods of widespread
financial distress.

The ESRB is in charge of collecting and
analysing all the relevant and  necessary
information,  identifying and  priomtising
systemic risks, and issuing warnings and
rocommendations  for  remedial  action  in
response to the risks identified. Warnings
and recommendations may be cither public
or confidential. They may be of a general or a
specific namure, and may be addressed to the
Union as a whele or te one or more Member
Sates, or to one or mere of the ESAs, or 1o one
or more of Lhe national supervisory authorities.
Recommendations may also be addressed o the
Commissien in respect of the relevant Union
legislation.
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The General Board is the ESRB’s sole decision-
making body. It had its inaugural meeting on
20 January 2011, The Steering Committec,
which prepares in paricular the mestings of
the General Board, and the ATC, which brings
together the same institutions as the General
Board and will provide advice and assistance
on issues relevant o the work of the ESRB, in
particalar the regular review of financial siability
conditions in the EU, have also started their
activilies, For the other advisory committee,
the ASC, which will anchor the analysis of
academics in the policy activity of the ESRB,
the seleetion of members took place during the

Renubation (EUp Mo 1092 201D of the Furepean Parliament and
of the Ceuncal nf 24 November 2000, O3 L 3311512 2009.p, |
Couresl Beguletion {ELT Nu 10 2000 of 1T November 2010,
OIL 331 LS E22010, p A2,
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first quanter of 2011 following the publication of
a call for expressions of interest in the Official
Journal of the Europcan Unien, The Scorciariat
is responsible for the day-wo-day business of
the ESRB. N1 provides high-quality analytical,
statistical, logistical and administrative support
to the ESRB. It 100k over the stalf and work
underiaken bry the ESRB Preparatory Secretaniat,
which was established in March 201 (see also
Sections 2 and 3 of this chapter}.

vanvus  wuanucs  forescen  in RCgIll&liOI‘l
No 1092/2010 ensurc the agcountability of the
ESRBE as an independent body.

Each ycar the ESRE Chair is invited 1 a
hearing in the European Parliament, marking
the publication of the ESRB’s annual reper to
the European Parliament and the Council. In the
event of widespread financial distress, additional
hearings can be held, Al thesc hearings are
conducted separalely ffom the monelary
dialogue between Lthe European Parliament and
the President of the ECB.

The ESREB Chair holds confidential discussions
on the ongoing activity of the ESRB at least
wice a year (and more ofien, if needed) with
the Chair and Vice-Chaits of the Economic and
Monetary Aflairs Commites of the European
Patli An apr is to be luded
between both entities on the detailed modalitics
regarding these meetings, with a view to
ensuring full confidentiality.

The Chair and Vice-Chairs of the ESRB must
explain to the European Parliament, during a
public hearng, how they intend to discharge
their duties under Regulation Mo 10522010,
The Chair perticipated in & hearing on
7 Fehruary 2011,

The ESEB will 2lse report in several forms w
the Council on warnings and recommendations
and Lheir follow-up.
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The ESRB Preparatory Secretanat was sev up
on 1 March 2010, on the basis of a decision
taken by the Executive Board, o prepare For
the establishment of the ESRB as foreseen in
the broad apreement reached by the ECOFIMN
Council in December 2009. Al the end of 2010
it had 22 permanent salf {of which 11 wete
seeonded from NCHs). Prcparatory work was
conducted along the lines of a master plan with
three main strands of work dealing respectively
with precedures, palivics and infrastructores.

Working relationships were established with
future ESRB members, incleding more than
fifty naticnal supervisory authorities and the
three Level 3 Committees, the forerunners of
the ESAs. Wemerous exchanges took place
with the latter at the levels of s1ail, managers
and chairpeople. The Preparatory Scerelariat
conmibuted W the setting-up and inittal work of
two joint High Level Groups established by the
ECB and the three Ecvel 3 Committees on the
cooperation berween the ESAs and the ESRB,
dealing respeetively with dala cxchange and a
range of asks relovant o systemic risk,

In terms of procedures, work focused on
th; meparations for the establishment of
the five ESRB institional components.
Thiz included the preparation of drafts for:
i) a decision of the General Board of the ESRB
cstablishing the Rules of Procedure of the
ESRB, i1) a mandale for the Advisory Scientific
Committee and modalities for the selection of
its members, and iii) a mandate for the Advisory
Teehnigal Commiltce and modalilies for the
appeinment of its Chair.

The Preparory 5 it alsp
preliminary work en a stralegy to implement
the mandate of the ESRB for macro-prudential
oversight  of the EU  financial — system.
This included the preparation of a consuliati
paper distibuted among ESRB members, with
a view W facilitating a commeon understanding
of key concepts relating to the ESRB’s policy in
the important stari-up phase, the organisation —
in cooperation with the Directorale General
Research — of seminars with high-ranking

1 bod
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academics, as well as the contribution to the
ECB’s positions on drafl EU regulation.

A third stream of work censisted of establishing
the infrastructures for the analytical, statistical,
logistical and adminigtrative support to the
ESRB. For instance, DARWIN (the ECB's
documenl management system) was rofled cut
to all the ESRB member institutions to allow
them to panicipate in ESRB Lasks via secure
inlernet connections for morg than 1,000 wsers,
In the same vein, the necessary steps were ken
to ensure that the ESRD, as soon as it staned to
operate, had its own website! and that a logo
could be approved at the first meeting of the
General Board,

3 Wp: owewwessb europa.cu



“The ECB shatl ensurc a Secrelariat, and
thereby provide analytical, statistical, logistical
and admimistrative supporl to the ESRB™
This support will, in particular, focus on
the repuiar  mondloting, identification  and
asscssment of EU-wide systemic risks, which
includes the development and enhancement of
analytical tools and meothodologies, a5 well as
statistical efforts 1o fill daa gaps identified for
the purpose of conducting macro-prudential
analysis, Work was camicd oul in all these
domains in 2010 in order to prepare for the
esablishment of the ESRB.

ot vab provises it main analytical
contribution te the ESRB in the forn of regular
menitoring and  idemtification of sysiemic
risks fuged by the EU financial systern and
impact assessments of those risks, should they
materialise. In addition, al the request of the
ESRB, specific studics on systemic risk and
macre-prudential issues may be conducted by
the ECB on an ad hoc basis,

This regular contribution is based on ECB
expertise, building on  the orpanisation
and infrastrugture adopted for performing
the ECB’s financial  stability  tasks.
The informalion base to support the analysis
also includes information celiected through
stepped-up  market  imtelligence  elfons,
in panicular to supporl the systemic risk
identification process. Regular systemic risk
surveillance and assessment work also relies
on and benefits from  information  sharcd
among ESRB members, as well as feedback
and advice provided by its substructures
{c.g. the Steering Committer and the Advisory
Technical Committee}. The main elements of
a conceptual framework for macro-prudential
oversight and the process that underpins these
core activities have been described in issues
of the ECB’s Financial Stability Review.?
Preparatory wark has been carried out to
establish procedures within the ECB 1o ensure
a smogth production process.

Systemic risk indicators and early warning
syslems are  imporiant  analytical  lools
aiding the sk surveillance work of the ESRB.
The systemic risk assessment is supporied,
in  particular, by macro-siress-testing  tools
and the unalysis of propagation channcls to
assess Lhe potential severity of specific risks.
To provide the ESRB with the bost pessible
information, the analysis conducted and the
tools employed need to be of the highest qualiry.
As part of the preparamry work in this arca, a
dewailed swckiaking of available analytical tools
for macro-prudential analysis was underizken
both at the ECB and at the ESUCB level, In
addition, procedures were put in place to
coordinate the regular review of available tools,
with the ehjective of continugusly improving
the analyvtical framework, and to develop new
analytical wols and fill identiRed analytical gaps.
The ESCB Macro-prudential Research NMerwork
plays a key role in this regard {see Box 10).

The ECB stands ready w provide technical input
to the preparation of ESRB recommendalions
on regulalory matters or legislative initiatives, at
the request of the ESRB. This could include the
regular  monitoring  of  developments  in
regulalory or legislative arcas of interest for the
ESRB. Moreover, the ESRB may request from
the ECB on an ad hoc basis the preparation of
analyses or swudies regarding regulatory or legal
isspes relevant w its mandate and tasks,
Furthermare, the ECB may provide technical
advice in relation w requests from EU
instirulions and national authorities 1o the ESRB
to cxaming specific issues of relevance *

4 Coumil Regutation {ELUy No 1000 of 1T Novemder 200
vanlermng, specify Basks wpm the Yonpean {miml Hank
concrming e functioning of the European Systermac Risk Tosand.
Sve, for exsmple, the specid Batures ontaded *The cangep of
syskemic risk™. ~Towards the Burepean Systemic Rask Board”,
“acre pralentia] palicy ubjectnes and bsls” and " Analytcal
models and 1oofs for the ideniification and essessmend of
syslemmic sk i the [ecomber 2009 and une 2UED cumes o
the FCBs Financial Sebality Revies
b Sce Article 1913 of Regubation (LI Mo A2 2006 o0 bumpean
Union maocre-pradentizl oversight of the finoncial systern and
extablishing 2 Eurnpran Systemic Risk o,

[rs
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The new functicn of macre-prudential cversight assigned 1o central banks as a consequence of
the financial crisis and the cstablishment of Lthe Evropean Systemic Risk Board have created
an urgent need for research in support of this new responsibility. To respond to this need,
the General Council of the ECB approved in March 2010 the eslablishment of the ESCB
Macro-prudential Research Network.

The chjective of this research network 15 to conduct research on conceptual frrmeworks,
models and tools supperling macto-prodential oversight in the EU and 1o share research results.
The netwark has a mandate covering three broad areas of rescarch,

The first area of rescarch is macro-fi ial dels linking fi ial slability and (he
perfermance of the economy. Standard macroeconomic models usually de not capture relevant
features of financial instability (such as hank defaulis, illiguidity, feedback effects, multivariate
cxtreme ¢vents and telated non-lincanities) and therefors fail 10 desenibe snch situations, a
shoricaming that became evident during the recent financial crisis. Moreover, most available
stress-lesting models do not benefit from framewerks that caprure both sides of Lhe rwo-way
i ion between fi wl instability and economic perfermance, an impertant input for a
proper assessment of potential feedback effects in systemic risk. Therefore, the development
of models including these features would £ill a gap in the research literature. Such models
may also provide the basis for developing frameworks to identify and asgcas magrm-prudential
regulations and supervisory approaches, to analyse interactions between macro-prudential
supervision/regulation and other macrosconomic siabilisation policics and w0 strengihen
stress-testing models,

The recond area of nescarch deals with early wamning systems and systemic nisk indicators. The
network will contribute to the development of operational analytical twols that could be directly
used by the new macro-prudential bodies (such as the ESRBY. Therefore, the work in this arez has a
shor to medium-term hoozon. Emphayis will be placed, in partiutar, on early warning indicators,
models and systems taking into account differences in financial structures across counmies. The
research carricd out in this area may also contribute to relared initiatives at Lhe glabal level.

The third arez of research focuses on conlagion risks. This work seeks a better underslanding
of cross-horder conlagion risks in Europe. These risks may have increased significantly over Lhe
last decade due W financial integration. Other objectives are to improve understanding of the role
of non-bank financial institutions in conlagion and spillovers (e.g. related to certain activities of
insurance companics or money market funds} and to better capture feedback effects amplifying
the ransmission of instability. These effects may have been underestimatled by existing bank
contapgion simulation approaches.

The main deliverables of the network are research papers, workshops and conferences {including
interactions with researchers outside the ESCB). A first conference related to the activity of the
network, which wes organised by the ECB, the Centre for E i Palicy R h and the
Cenler for Financial Studies, was hosted by the ECB in September 2010, The nerwork will report
its results in 2012,
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ravvnruang w oo 2 0 Council Regulation
(EU} Wo 1096/2010 conferring specific tasks
upen the Evropean Central Bank conceming the
functioning of the Eurcpean Systemic Risk
Board, the ECB provides statistical suppor o
the ESRB in accordance with Anicle 5 of the
Statutg of the ESCB.?

In view of the long lead limes required to
define, collect, compile  and  disscminate
harmonised statistics of sufficient quality to
allow the performance of the wasks assigned
tn the ESRB, the ECE stanicd preparatory
waork in 2010, In parnticular, the ECB carried
cut & stockteking cxercise comparing data
requirements derived from financial stability
analysis with data availability in order w identify
the data gaps and fll them wherever possible.
Moreover, the ESCB developed a procedure
for condueling ad hot surveys in order to allow
timely resp [h ific data roguir

of the ESRB.

Thiz prcparalory work had two  objootives:
first, to atlow policy-relevant indicalors to be
prepared for the ESRB deciston-inaking body
anil 113 committces, as from their cstablishment
in earty 2011, based on a core ser of available
slatistics, and, second, to work towands the
development of a wide range of statistics
necessary from 2 longer-term persspective,

To ensure such slatisticat support to the ESRB,
close collaboration berween the ECB and the
ESAs 15 kcy. This collaboration was already
intensive with the three Level 3 Committees,
the predecessors of the ESAs. Soch close
cooperation aims to ¢nsure a smoeeth and
effective two-way information flow between
the ESAs and the ESRB, which is also eMicient
in terms of the reporting burden, data content
and IT infrastructure, One of the key factors for
suceess is allowing an exchange: of appropriate
and reliable information for the performance
of the respective Llasks in accordance with
Enropean legislation and strictly respecting the
data protecticn rules that safeguard confidential
information.

T auticle § of the Suture of the ESCB provides dhe ECB, asisied
by the patwnal centml hunks, with the legal powers 1o cublect
s1anstical information for the perfonmance of the ESCE ™ 1asks.
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MATYRLL AL LIEN MR W
financial integration, developments in the global
economic environment are crilically important
for the conduct of econemic policy in the

euro area. As a result, the Eurosystem closely

AN, Ay

ne stan

yelical
ENL BLALIAAIAL Y AU LIMALL LY U LD such
as global delevernging, a fall in private demand,
lower oil prices and corrections in financial asset
prices — rather than structuml factors. In terms of
structural factors that would help in substantially

moenitors and analyses 1 nic policics
and underlying developments in countries
outside the euro area. The ECB alse plays an
imporiant rolc in the process of international
multilateral surveillance of macroeconomic
policies, which takes place tmainty at the
mectings of international organisations such as
the BIS - where the President of the ECB is a
member of the Board of Directors and chairs
scveral important meetings, and ECB Excoutive
Board members and stall are involvad in many
working groups. The ECB also participates in
the retevant meetings of the IMF and the OECD,
as well as fora such as the G20 and G7 finance
ministers and ceniral bank gevemors.

The international economic environment
in 2010 was characterised by an coonomic
recovery that dillered substantially across
regions, with emerging Asiz and Latin America
in the lead. The reduction of external imbalances
in surplus and deficit economies observed
since the star of the financial crisis and over
the course of 2009 slowed down in 2010 and
in sorne cases these imbalances began to grow
again, sparking concemns aboul prospoctive
protectionist tensions. The US current account
deficit increased from 2.7% of GDP in 2009
ta 3.2% of GDP in 2010, while ail cxporters’
current account surplus increased from 5.2%
of GDP in 2009 10 6.6% of GDP in 2010
China’s cumrent account surplus continucd to
decrease relative to GDP, falling frem around
6% in 2009 to about 4.7% in 2010, However,
in absolute terms, the 2010 surplus was close
te the levels prevatling before the collapse of
Lehman Brothers in September 2008, As in
recent years, the euro area’s current account
was close (o balance in 2010, Finally, Japan's
surplus. was cqual to 3.1% of GDP in 20140,
slightly higher than in 2009, when it was 2.8%
of GDP.
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ducing global imbal deficit countrics
should reduce fiscal deficits and complete the
strucural teform apenda. Similarly, surplus
ceonomics could also contribole substantially by
increasing domestic consumption, by developing
more extensive social safery nets, by undenaking
financia] markst reforms and by  increasing
exchange rale flexibility.

On various oceasiens tn 2000 the Eurosystem
sressed the risks and distertions that would
ensuc if global imbatances were o increasc
again, and expressed support for & rebalancing
of global demand pallerns. In particutar, the
Eurosystem  repeatedly  called  for  policics
aimed at increasing privale and public savings
in countries with current account deficils, the
implementation of further structural reforms in
mature economics with relatively low petential
growth, and measures 10 increase domestic
demand in  cmerging market economies,
including tmproved capital allocation and a
better appreciation of tisks. Iln the context
of the ongeing reflections on improving the
| f ial hi ¢ (see the
following scction), (he Eurpsystem underlined
that such an improvement should net only foster
financial tnerket discipline, bul also enhance
icpolicy disciphing, A st i ]

inler

MECIK

multilateral economic surveillance framework
should be able to ensure that economic policies,
expecially in systemically important countrics,
are stability-oriented and sustainable. Suppon for
a rebalancing of Lthe global economy also came
from the G20 framework for stronyg, sustainable
and belenced prowih.

Finally, the csurc area itself is subject to
international policy surveillance  exercises.
In 2010 the IMF condugled e cegular review
of the monetary, financial and economic
policies of the cuto ares, as & complement to its



reviews of the individual eurc area countries.
The IMF's Anicle [V consultations provided an
opperlunity for uscful discussions bolween the
[MF and the ECB, the President of the Eurogroup
and the Ewropean Commission. Following
these discussions, the [MF produced a report
assessing Lhe ewro area policies.” Similarly, the
QECD conducted its regular coonomic survey
of the euro area, with a view to identifying
the main economic developments in the arca and
analysing policy options to address them.?

Ln 200, For the fiest time, tWa €10 Zrea countries
received assistance from the IMF. Major ceniral
banks continued w provide liquidity assistance
to cenitral banks of ather countries, with liquidiny
and credit sopport aimed al avoiding market
instability (see Chapter 2.

DUILE UIE QULIVEE L4 UG ZLIU00EL TIIALECITN CEEN N,
the set-up and functioning of the international
monetary system have been an issue for the
internatipnal community. The (G20 forum of
systemically important advanced and emerging
cconomies — where the ECB is pan of the EU
membership - continucd 1o foster international
copperation, with the aim of strengthening and
safeguarding Lhe global cconomic recovery
and promoting stronger, more suslainable and
balanced growth., At their fourth summit in
Toronte i June 2014, (G20 lcadens followed
up on the commitments made at their previous
meeting in Pittsburgh, where they had launched

deficit countries to take actions w boost national
savings and by surplus cconomies lo undenake
reforms te reduce their roliznce on external
demand and focus more on domestic sources of
growth, Emerging surplus ece les e itted
to undertake reforms to strengthen social safoty
nets to help reduce precawtionary savinps and
stimpfatc private spending and to cnbance
exchange rate flexibility 1o reflect underiying
ceonomic fundamentals. Funhermore, all G20
members pledged o embark on siuctral
reforms to stimulate economic growth, In the
area of financial regulati G20 b
identified a number of priovity arcas for further
work (see Chapter 4).

Al their Afth summit in Scounl in November 2010,
G20 leaders agreed on the Seoul Action Plan with

reic poticy itmenis W make progress
towards meeting the objectives of the framewark.
Moreover, they endorsed the outcomses of
a number of important werk strcams that had
been reached in preparation for this summit,
nolably & reform of IMF quolas and governance,
a5 well as key building blocks for mansforming
the financial system by addressing the root
causes of the erisis {one of the building blocks
is the work of the Basel Committee on Banking
Supervision}. Furthermore, G20 leaders showed
awareness that the G20 alse has to address issues
concerning the large, non-represented group
of developing and low-income countrcs.

Folicwing up on the commitment made by G20
leaders at their London surumit in Apri] 2009 to

the framework for strong, ble  and
balanced growth. The aim of this framework

is to help manage the mnsition from crisis

resources  available o intermational
financial institutions, the IMF’s Executive Board
approved on 12 April 2010 2 reform and

TESPOTSE 0 a shong, inablc and bal d
paremn of global growth, as well as 1o address
the global imbalances that conwibuted w the
financial crisis. The framework forespes a
process of mutual of how 1
and regional policies and policy frameworks of
G20 members fit wogether and whether they are
consistent with the framework's objective. At
their Toronte summit, the leaders completed the
first stage of this process and agreed on a number
of concrete commitments, e.g. by advanced

of the New Armungements to Borrow
(NABY.' This reform will make the NAB more

L Eurn area pelicier. S0 Artede TF gt
EME Country Repen Ko 10223, Tuly 2010,

I OFCIY Ecomemic  Nemwhr Furo Ares 3N,
Drecember 20016,

3 The MARan credil armengemens between the 15417 2nd 2 nomber
af IMF merber couniries than provide wpplenscniary reaires
I the EMF, g m adlileen o the Fund's quela nsources, i
CLCMARsAAn s, 0 which tere isa peed fur supplemensal ressurees
“ fowestall o cope with un impwomemt ol the inteenational
WanCkary system®.

tuff Fepirl,
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flexible, broaden the parmicipation from 26 to
39 countnies, and increase Lhe overall amount of
these credit lines to the Fund from SDR. 34 billion
te SDR 367.5 billion. In the course of 2009
and 2010, a number of advanced and emerging
markel ceonomics pledped to enter into bilateral
botrowing and note purchase agreements with
the Fend amounting o 5DR 196 billion.
Most bilateral agreements will be gradually
incorporated into the new NAB afier it comes
into cffect,

Apreement was also reached 1o considerably
increase Lthe Fund’s quota resources, The
doubtling of quotas, which will be accompanied
by arollback of the NAB, is meant to ensure that
the Fund remains a quota-hased institution, The
quota increase will also help to achieve a further
shift in quols shares from advanced countrics
to dynamic emerging and deveieping countries,
in line with the objective to align quola shares
with members” relative weight and role in the
globkal economy. A consensus was also reached
on the first elements of & broader povernance
reform. In that context, the IMF™s Arlicles of
Agreement will be amended to provide for
an all-elected Executive Board. In addition,
European advanced couniries committed to
give up two seals on the IMF's Executive Board
to foster the represenlalion of emerging and
developing countries.

As part of the measures to suppor countrics
during the firancial crisis, the [MF underiook a
number of significant chanpes to ils lending
toelkil, In this context, programme aceess and
the duration of the Fund's Flexible Credit Line
(FCLY — a precavtionary lending facility
introduced in 2009 for top-performing countries
with strong policy wack records, which enuils
only ex ante conditionality — were modified in
August 2010* The August 2010 fending reform

As part of the review of itg mandate, the 1MF
deliberated further on modernising surveillance
and strengthening ite muliilaterat and financial
dimensions. In a pilot project, five economies
are 1o be examined for the extetnal impect of
their poticies, in “spillover reperis™. The eurn
area is one of these five cconomies (along with
China, Japan, the United Kingdom and the
United States). Funher progress was made in
strengthening fnancial scetor survetllance with
the decision 1o make the stability asscssments
under the Financial Sector Assessment Programs
a mandatory pan of annual IMF country
surveillance reports {Adlicle IV tepens) for
countries with systemically imporant financizl
sectors. 25 such countrics have been identified,
including nine in the curo arca (Bclgium,
Germany, [reland, Spain, France, laly,
Luxembourg, the Netherlands and  Auwstria),
Also en the financial side, the Early Waming
Exercise — an cxercise in risk identification,
born of the ¢risis and involving collaboration
between the IMF and the Financial Srability
Board — has become a repular feature of the
spring and annual IMF meetings,

4 Mg 3 pesult of the chapges, FOL amangements can mom b
spprosed for aiher ube year, of 1o years welh an udenm review
of guabificatssn ofier ome peor. Provwusiy, amongemants weee
anlher of sk meedihe, of 00 ear Wil B inGcom ey icw afier
=iy months. The previows]y smplacet cop on access of 10" of a
membner s IMF quuts has been renwnd, with access degasisns t
b based on individunl couniny fimencang needs. The procedures
leading wp o the appe | of the armungeeent have slas been
modilied. with earlier [MF Fazcutive Bosrd invoheme now
envisagod I assen the conlgmpluted level of wcoee and s
impact an the IME's laquidity position. The mine quoliRcanion
cniena wwed by bath s and the IMF Rregotes Buoasd o
aseess the menis of 2 countmy™s opplication for the FCL remain
unchanged, hul a numbee of relevam imticar hasve been
added o each cotepory inosder e provide Tunber gudelines on
cumpleance.

5 Qualificonon wikl be pssessed i five broad aress. mamely
1y the yetmmal pesation and markel access, an) fscasl policy,
i) monetary ey, ol Mmancial sector  spundness  And
wpeniwon, wnd 1) data wlepuecy. While requunng amng
perioemance i masl of these wress. the PCL allows soccss

also saw Lhe creation of a new P ionary
Credit Line (PCL). The PCL is designed For
Fund members with sound policies which
nonetheless do not teel the FCL's high
qualification requircments, thus being availabte
to & wider Fund membership.”
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The international financial cemmunity also
continued w promote mechanisms for crisis
prevention and orderly crisis reschution. In this
context, further progress was made by sovereign
debwors and their private creditors and investors

in impl ing the “Principles for stable
capital flows and fair debt restructuting”, which
had been ondorsed by G20 £ inisters

and centrzl bank governors in 2004, The aim
of these principles, which are market-hased and
voluntary, is I provide guidelings regarding
information-sharing,  dialogue and close
cooperation. In an effon to increase further the
uschulness of these principles, agrecment was
reached by the relevant parties in autumn 2¢1Q
on the benefits of broadening their applicability
beynnd cmerging market sovereign debtors and
their creditors.
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As in previous years, the Eurosystem organised
seminars and workshops with non-EU central
banks in order to foster policy dialogue.
[n this respect, Lthe ECB also actively participated
alongside the European Commission in the ELPs
macroeconomic dialogue with key cmerging
market cconomies {e.p. Brazil, Egypt, India
and Russia) and EU necighbouring countrics.
In addition, the technical assisiance provided
by the Eurosystemn remained an impoenan tool
for strengthening the administrative capagity of
central banks outside the EU, especiaily in the
EUs neighbouring regions, and for enhancing
complance with Furopean and intcroational
standards.

held their
sixth high-tevel seminar on 3-5 February 2011 in
Frankfurt, hosted by the ECB, The purposce of the
seminar was o further smengthen the dialogue
and enhance relations berween the Curosysiem
and thc Bank of Russia, Seminar discussions
focused on the Russian econonty, on the role
ol money and credit in the conduct of monetary
policy and or the new supervisory archileciure
in the EU and Russia. Moreover, the President of
the ECB panticipaled in the conference marking
the 150th anniversary of the Bank of Russia
in June 2010,

The sixth high-level Eurosystem seminar
with Mediterranean countries’ central hanks —
co-organiscd by the ECB and the Central Bank of
Cyprus — wok place on 27 and 28 October 2010
in Pafos. Governors reviewed challenges for
men¢tary policy in Meditermancan countrics on
the way Lo economic recavery and discussed the
experience of Mediterranean counldes under
fixed cxchunge ratc regimes, as well as the
impact of the plobal financial turmaeil on banking
sectors and financial stability,

The Eurcsystem held a second high-level
scminar with central banks and monclary
agencies of the member siates of the Gulf
Cooperation  Council (GCC)"  which  was
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cn-organised by the ECB and the Banca d'ltalia
and heid on 29 and 30 June 2010 in Rome.
The: seminar opics were cconomic and financial
developments in the GCC countries and the euro
arca, lessons from the financial crisis for financial
stability und banking supcrvision, and challenges
in moncary and exchenpe rate policy in
the GCC.

The fifth high-level Eurosystem seminar with
Lalin American central banks took place
on 10 December 2010 in Madrid and was
co-organised by the ECB and the Banco de
Espaiia. The i I 3i 1 the
following topics: global rebalancing, financial
flows and global macro-prudential risks, and
global pelicy covperation.

partici

The ECB continued 1o deepen its copperation
with the Chinese authorities, The President
of the ECB, the President of the Curoproup
and the Commissioner for Egonomic  and
Moretary AlTairs {the “eurc area toika™) met
the Chinese authorities for the thind time on
5 ODciober 2030 in Brugscls. The discussion
focused mainly on exchange rale policies and
other issues of global imponance. The relationship
with the People's Bank of China (PBC) was
further srengthened. In 2010 the ECB-PBC
Working Group discussed a wide ranpe of topics,
such as the rebalancing of global growdh, asset
price bubbles and associaled risks, financial sector
reform and other international monctary issues.
The ECB also established comacls with China's
main plantiing agency, the Mational Development
and Reform Commission, and with the Chinese
Academy of Social Sciences, which is one of the
maost influential think-tanks ia the couniry.

Finally, the fiih high-level seminar of central
banks in the East Asia-Pacific region and the
eurg arga, organiscd by the ECB and the Reserve
Bank of Ausiraliz, was beld in Sydney on
9 and 10 February 201}, The purposc of the
seminar was to review economic policies in
the aflermath of the financial erisis, including

F Hahrpn, Kuwan, thmaen, Qutar, Suode Aabia sl the Umiled
Arabs Emiraies.



exit strategies, the shape and smucrure of global
growth, the challenges posed by cross-border
hanking and the prospect of strengthening
macro-prudential supervision.

win reparu w owennweal assistance, the ECB
continped tg deepen its relations with Lhe western
Balkans and Turkey. On 19 January 2010 the
European Commission and the ECB, also on
behalf of 14 curo arca NCBs,” signed an
agreement to implement a two-year Lechnical
assistance programme for EU candidales and
potential candidates. The aim of the programme
is to swenghen macre and micre-prudential
supervision in the western Balkans and in
Turkey. The programme is being implemented
by the ECB wgether with the partner NCBs and
in cooperation with inlernational and European
institutions  such as the Basel Committee
on Banking Supervision, the Committee of
European Banking Supervisors, the Financial
Stability Instiute, the I[nternational Monetary
Fund and the World Bank. During the first phase
of the prog the Ei ised
an intensive regional training programme on
macro and micro-prudential supervision for
spme 150 core supervigors from the beneficiary
institutions.* The progremme will alse support
the implementation of specific  national
I which were defined in agr with
the IMF and the World Bank, pariner NCBs
and bencfictarics. Funhcrmore, region-wide
technical simulations on home-host cooperation
are foreseen.

M OTRs

On 1 April 2019 the ECB and seven eurc area
MCH:* began an (S-month prog e of

The ECB and 21 NCBs'® also started supporting
the Nationa] Bank of Serbiz on | February 2611
with an EU-funded programme. During s
two-year duration, the programme aims at
bringing central hanking procedures  and
practices closcr to ELI standards in the arcas of
financial sector superviston, legal harmondsation,
libcralisation of capital movements, foreign
h Teserve i, T v and
exchange rate operalions, consumer protection
for finangial scrvices, EU accossion support,
econonlic analysis and research, statistics,
payment systems and financial stabilicy.

The technical cooperation programme with the
Bank of Russia, funded by the EU, continued.
The ECH, in pannership with cight curo arca
NCBs'' and in ceoperation with the Financial
Supervisery  Authority of Finland, provides
technical assistance in the areas of banking
supervision and internal audit. The aim is
to support the gmdual implementation of
Basel II in Russia and w support the Bank of
Russia’s internal audit services with training
and information on Evrosysiem internal audit
practices. The programme is running as ptanned
and will end on 31 March 2011,

Cooperation with the Central Bank of Epypt
continued throughout 2016 on an EU-funded
programme ziming at strengthening banking
supervision in Epypt to achieve compliance with
the: basic components of the Bascl [ frmmework.
The programme involves expetls from the ECB
and seven NCBs of the ESCB."™

T The MCBs of Belgwm, Greece, Spatn, France, [Laly, Cyprus,
[ |

wechnical assistance with the (enmsl Bank of
Bosnia and Herzegovina, The programme,
funded by the EU, suppons the Central Bank of
Bosnia and Herzegovina in imptementing EL
central banking dards end EU requi in
preparation for thr potential accession of Bosnia
and Herzegovina ta the EU. The areas covered
are statistics, economic analysis and research,
financial stability, legal reqguircments arising
from the geguis communawiaire, information
wchnology and coordination of EU inlegration.

b Maliz, the M L. Austna, Perugal,
Slovenia, Shavakia and Funland

% The ceotral banks and soperveswy suthoriie, of £roata, te
former Yugoslay Eepubhic of WMacedonia. Albanes, Bosos aed
Herreges o, Moolenegm, Turkey, Sechia snd Koo undir
UK Security Council resolution 244,

Y The N B of (iennany, Gizeece, Spam, laby, the Nelherland,

Ausarad and Slovenia

The KOs of Belgium, Bulgans, the Crech Kepyble, Crmany,

Eswnia, lreland, Grecee, Spain, France, Cyprus, Lunembuarg,

Elumgary, The Netherlunds, Awdna, Polaml, Perugal, Remanaa,

Showenia, Stovakia, Finland and the Unated Kinpdom

[l The MBs of Cermany, Greeve, Spmn, France,
1he Newberlands. Ausieia and Finland.

IT The “CBs of Bulgane. the Czech Republic, Geemnny, Gresee.
France, Iraly and Rurnania.

Z
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Construction wark 1 engoing an the castern wing building of the Grossmarkahalle, Mhe formes marke ball will form inoinegral
part of the new FCR premises. To this end, canseruguion and restoranion warks staned in spring 2010,






Central bank independence has established itself

1.

before the Euwropean Parliament’s Commines

over Lhe past few decades as an indisp le
clement of the monetary policy regimes of
both mature and emerging economies. The
decision to grant centrzl banks independence
is firmly grounded in cconomic theory and
empirical evidence, both of which show that
such a set-up is conducive K mainlaining price
stability. At the same time, 11 15 a founding
principle of democratic socicties thal any
indgpendent institution bestowed with a public
function must be accountable to citizens and

oh E and Monewary Affairs (ECON).
In ling with Lhe provisions of the Treaty, he also
appeared before the plenary session of the
Parliament in November 2010 1o present the
ECB’s Annual Report 2009,

Other members of the ECB's Excoutive Board
also appeared before the Euvropean Parliament
on a humber of oceasions. The Vice-President
prescoted the ECB™s Annual Repor 2009 to
ECON befors it was presented in the plenary

their elected rep ives. Acx bility is
therefore an important counterpart of central
bank independence.

The Trealy Jays down progise reporing
requirements for the ECB., which include the
publication of & quartcrly rcport, a weekly
financial stalemem and an annual repor.
The ECB  poes beyond these stanutory
obligations in ils regular reporting. For instance,
it publishes a Monthly Butletin, rather than the
required quanetly report, and hoelds monthkly
press conferences following the first Groveming
Council meeting of each month. The laner
continue ko be a prime opperunity for the

Jurgen Stark held zn cxchange of
vigws with the members of ECON  and
representatives of national parliaments on the
subject of economic recovery and exit swategies,
Lorgnzo Bini Smaghi participated in a public
hearing crganised by ECON on economic
governance.  Gertrude  Tumpel-Gugerell also
appeared before ECON te inform its menbers
about payment issues. In line with past practice,
a delegation from ECON visiied the ECB
on |13 December 2010, in order to exchange
views with the members of the Executive
Board. In addition, the ECB hosied a wisit
by the Special Committee on the Financial,
LEconomic and Social Crisis and by the

ECB to explain in depth ita of the
economic situation and the rationale behind its
interest rate d The ECB's

to accountability and transparency is also
illustrated by the many publications it relcased
in 2010 und the numerous speeches delivered
by the members of the Governing Council,
which deall with a broad varicty of topics of
retevancg to the ECB's Lasks, mnging from the
exmacrdinary measures taken by the ECB in

C ittce on Employ and Social Alfairs.
Members of Lhese two committees thus had
the opporunity to discuss with Executive
Board members a wide range of issues, such as
recent  cconomic and  fiscal  developments,
global imbalances und labour market reforms.

Finally, ECB salf presented the ECB's 2010
Structural Issucs Report on energy markets and
the curo area macroeconomy Lo European and

May 2010 to he need for fiscal consolidation
and for the reform of cconomic governance.

The European Parliament, as the instinution
which derives its legitimacy dircctly from the
citizens of the EU, plays the most important
institutional role in holding the ECB to account.
Since its establishment, the ECB has maintained
a close and fruitful dialogue with the European
Parliament. The President of the ECB continued
to report on the ECB's monetary policy and
its other tasks during his quanerly hearings
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national parli jans.



[ruring the various exchanges of views between
the members of the Buropean Parliament and
ECB reprosenlatives, a wide range of issucs
were addressed. Beyond macroeconomic
developments and the ECB's monetary policy,
the main issues discussed concemed EU and

establishing the European Systemic Risk Board
and the European Supervisory Authorities
(sce Chapter 4).7

Dwring his appearances before the European
Parljament, the President of the ECB welcomed

eliro area economic povernance and lepisl
on financial regulation and supervision.

LuE We  seunlc LovEImance
framework in the EU {see Chapter 5} featured
promincmly in the discussions between the
ECB and the European Parliament. In the
own-initiative reports prepared by LECON

FCTIU TR Y

the insir 1 role played by the European
Parliarnent in the pursuit of an ambitious
financial supervisory reform with a wmue
European perspective. Me also siressed the
imporance of ining political me t
in order to further implement the financial
regulalory agenda.

As regards other fi ial sector legislation

the European Patliament’s activity — and ils

and the Special Committee on the Fi 1
Economic and Social Crisis, the European
Parliament  put  forward  recommendations
for measures and tnitiatives ko be laken to
enhance the existing rules and procedures.
Amaong other things, it urged that the provisions
of the Swability and Grewth Pact be strengthened,
and proposed the cswablishment of an eflective
incentive and penalty mechanism, The European
Parliament debaled the package of six legislative

with ECB repr - fi i
on the Alemnative In Fund M

Dircctive and the third revision of the Capital
Requirements Directive, as well as on legistation
on financial conplomerates, deposit guaranlec
schemes, ¢redit rating agencies, shont selling,
and over-the-counter derivatives and market
infrastrucrures, On all these issues, the President
of the ECH stressed the imporlance of
achieving a level playing field and of avoiding

Vs

proposals put forward by the C ission
on 29 September 2010 and, together with the
Council, entered into the relevant legislative
procedures in order to adopt them,

During his appearances before the Curopean
Parliamenl, the Prosident of (he ECB called for
a quantum leap forward in the strengthening
of the cconomic governance of the EU, and in
particular of the curo arca, He cxprossed his
full confidence in the European Parliament's
ability and willingness to pursue a resolutely
European approach o this maner. Tn adiition,
ECB representatives provided expert advice to
the European Parliament on specific aspects of
the ceenomic governance package.

L wpcan and the ECB
conlinued their intensive dialogue on matters
concerning Anancial supervision and regulation.
The Eurcpean Parliament and the Ceuncil
formally adopted the four legislative acls

L T e iasITi

eulalory arbi The ECB's lepal advice
on ELJ lcgislative proposals within its ficld
of competence in the form of ECB opinions
{see Section 6.2 of Chapter 2) also served as a
source of technical advice to members of the
European Partiament.

©oln addmon, the EL adopted  u Megulatun
iMoo b 2000) conlermng specific vashs upon he European
{eniral Hank concerming the funcissmng ol the Fungean

Syslennic Fack Board.

Counctl
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External communication at the ECB aims to
enhance the public’s understanding of the
ECB’s policics and deeisions and, as such, s an
integral part of Lhe ECB’s monetary policy and
its other wsks. Two key clements — openness and
trangpareney — guide the FCB’s communication
aclivities. Both contribute 1o Lhe eifectiveness,
cificiency and credibility of the ECB’s monclary
policy and is other statutory lasks, They also
support the ECB’s elfors 1o give 2 full account
of its actions, as cxplained in more deil in
Chapter 8.

The ECB's concept of rcal-time, regular and
cotuprehensive explanations of its monetary
policy assessment and decisions, which was
introduced in 1999, reprosenis 4 aniquely
open and wansparent approach lo  central
bank ication.  Monctary  policy
decisions are explained at a press conference
immediately after the Governing Council has
taken thom. The President detivers a detailed
introductory stalement at the press conference,
explaining the Governing Council's decisions.
The President and  Vice-President arc then
at the media’'s dispesal to answer questions.
Since December 2004 decisions taken by the
Governing Council other Lhan Lhose selting
interest rates have also been published every
month on the websites of Lhe Eurosystem
ceniral banks.

ECB legal acts are made available in all the
official languages of the ELU), as are the
Governing Council's monelary policy decisions,
the decisians taken by the Gevening Council in
addition te decisions setting interest rates, and
the consolidated financial statements of the
Eurasystem.! The ECB's Annual Report is also
made available in full in all official EU
languepes.? The Convergence Reporl and the
quarterly issues of the ECB's Monthiy Bulletin
arc made available gither in full or in summary
form in all official EU languages.’ For the
purposes of public  accountability and
lransparency, the ECB  publishes  other
documentation in addition 1o the  statutory
publicatiens in some or all official tanguages,
in  particular  press  releases  announcing
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staff macroeconomic  projections, policy
positions and information of relevance to the
general public. The preparation, publication
and distributicn of the natienal language
versions of the ECB's key publications
are underlaken in closc collaboration with
the NCBs.

i Wuh the excepton of [nsh, for which 2 demguten wom ciTect
st the EL Lewel.

* With the csception of lrish thy 1L demguion) and Matiess
1by agrecmem with the Cenlral Bank of Mala, following e
Ifhang o tbe Lempocary 0 dengation n May 24407},

3 See fuotnele 2



The ECB  addresses a  variety of
audiences — financial expents, the media,
governments, parliamems and  the  general
public - with varying levels of knowledge
regarding fi and ecc ies. lis d
and decisions arc therefore explained through
a range of communication tools and activities
which are comstantly being refined in order to
make them as efTective as possible, taking into
account the different audiences and the relevant
communication eovironments and needs.

In 2310 the GCB's communication activities
focused, in particular, on explaining the events
and consequences of the global financial and
cconomic crisis and the measures taken by the
ECH and the Eurosystem. The vast majority
of all public speeches delivered by members
of the Executive Board were rolated o this
issue. This topic also dominated the questions
and requests for information received from
the press, the public and visitors to the ECB.
The plans for setting up the European Systemic
Rizk Board and defining its objectives and tasks,
including the ECB's specific rolg in cnsuring the
performance of the secretariat function for the
new body, also featured reguiarly in the ECB's

communication aclivitics.

The ECB publishes a number of regular and
periodic studies and reporis. These include:
the Annual Repont, which presents a review of
the ECB™s activitics in the previous year and
thus conributes to the ECB’s accountability;
the Monthly Bulletin, which provides regular
updates on the ECB’s assessment of goonomic

public knowledge and understanding of the
Eurosystem's lasks and policies by piving
testimomies before the European Parliament and
national parliaments, delivering public speeches
and granting interviews 1o the media. In 2010
the President of the ECB and ather members
of the Exccutive Board appeared before the
Europcan Parliament a total of cight times
{for more details, see Chapter 8}, Over the course
of the year Board members delivered around
200 sprechgs to a varicty of audicnces and granted
260 interviews to the media. They also had
many arictes published in journals, magazines
and newspapers.

The euwre area NCBs play an imponant
role in eosuring (he disscmination, at the
national level, of Eurosystem information and
messages o the general public and inemested
parties. They address a variety of national and
regional audiences in their own languapes
and environmeniy,

In 2010 the ECB orpanised 15 seminars for
journalists aimed at enhancing the knowledge
and underslanding of the national and
international media as regards the ECB's
mandate, tasks and activities. It organised
seminars on its own and in cooperation with the
NCBs, the Curopean Commission, the Curopean
Journalism Centre and other public authorities
and foundalions.

The ECB welcomed approximately 13,000 visitors
to its premises in Frankfurt in 2010, Visitors
received  fist-hand  information in the  form

and monelary develop and
information underlying s decisions; and the
Financial Stubility Review, which asscsses the
stability of the euro arez financial system with
regard 1o its ability to absorb adverse shocks.
The ECH also provides 2 wide range of statistical
data, primarily by means of the Swatistical Data
Warchouse und interactive charls on the ECB’s
webeilz, but also in hard copy in the monthly
editions of the Swatistics Pocket Book.

Al members of the ECB's
Council contribite  directly

Governing
to  ehhancing

of p L+ given by ECB experts and
MANAQErS,

All documents published by the ECB and other
information abowl its wvarious activities are
available on the ECB's websilc. In 2010 the
website received 29 million visils (16% more
than in the previows year), 231 million pages
were viewed and 58 million documents were
downloaded. [n December 2010 the ECB
launched, in cooperation with the NCBs,
two educational tools on cenmwal banking and
economics: "ECONOMIA — The Monetary Policy
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Game" and “Inflation Island™. In“ECONOMIA™,
players have to keep inflation under control
by steering the key interest rale while taking
account of other economic parameters, such as
production growth, uremployment and monetary
growth. In “Inflatipn lstand”, a Rctitipus
economy, players can compare the benefits
of pricc stability with the harmful impact of
deflation, high inflation and hyperinflation.
The games are aimed al 18 to 25-year-olds with
little ar ne knowledge of coonamics and can be
downleaded from the ECB's website and the
wehsites of most of the NCBs in all official EU
languages.

In 2010 the ECB replied 10 around
100,000 ¢nquiries from 1the public requesting
information on a number of issues related to the
ECR’s activilics, policics and decisions.

A number of  high-leve]l  international
conferences were orpanised in 2010, including
“The great financial crisis: lessons for financial
stability and monetary policy — a colloguinm in
honour of Lycas Papademos™ and the Sixth ECB
Central Banking Conft which add 1
the topic “Apptoaches to monctary policy
revisited — tessong from the crisis”,

To prepare for Estonia joining the curo
area on ] January 2011, a eurc information
campaign was ofpanised in 2010 by the ECB
and Eesti Pank to familiarise the poople of
Estonia with the visual appearance and security
fearures of the euro banknotes and coins. The
communication tpols used in the cempaign
took into account the experience gained Fom
past changeovers and included public opinion
surveys, as many as 20 different ypes of
printed publication (1.6 million copies in
total) and dedicated internet pages. For the
fimt time since the FEuro 2002 Informaticn
Campaign, TV adventising was used {four advens
were aired  between  November 2010 and
mid-January 2QL1%. Several press and public
retations evenls were held, incleding an ECB
media seminar in Frankfurl, as well as an
exhibition on the euwre banknoles and coins
and a Euro Cenference in Tallinn. To mark the
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launch of the euro information campaign in
Eslonia, on 19 September 2010 a symbolic star
containing curp banknotes was handed over by
President Trichet to Governor Lipsiok in Tallinn.
In addition, as part of the communication
activitics on banknotrs, an exhibition fealuring
a range of inleractive elements and games was
organiscd in Berlin, Frankfurl, Luxembourg,
Warsaw and Tallinn, in cooperation with the
NCBs and other institulions, such as museums,

In 2010 the Cultural Days of the ECB were
dedicated to the Methetlands and orpanised
in cooperation with De Nederlandsche Bank.
22 events reflecting the culwral diversiry of the
Netherlands look place at well-known cultural
locations in Frankfurl from 20 October to
15 November. The Cultural Days initiative was
launched in 2003 with the aim of raising cultural
awareness and giving residents of the Frankfun
arga and visitors a flavour of the culture of 2
different EL) Member Statc cach year.






Un EY May 200G the OB marked the official stan of construction works for sts mew premises by Inying the foundation stone
a the site of the Ewmer Geossrnarkihalle in Frankfun am Man. Together with Tean-Clayde Tricher, President of tve FCH, the
mertbees of the Fxecutive Board, e Gavening Couneil and e Geveeal Couneil of the ECB, as well as Pelra Boh, Lard
Mayoraf the City of Frank firt am bain, and Welf [, Prix of COOP HIMMELB{L pALL lled the foundation stane with a
selof the b lding plans, newspapers from ell 27 EL” Member Skaies, scts of cura coins from the then |6 countnies of the cura
area, & set of ewro bankootes and a eain from the City of Fraokfun. The Foundadion stane was then sealed and moved inte the
excovatan pil where the double office dower 1= 12 be bult.










international law. The Lishon Treary established
the ECB as an EU instination. However,
the institutional features of the ECB remain
unchanged.

Each NCB has lcgal personality according
to the law of its respective country. The curo
arca MCBs, which form an intggral panl of the
Eurosystem, cammy out the tasks conferred upon
the Euwrosystemn in accordance with the rules
eslablished by the ECB's deeisi

king

- toadopt the guidelines and take the decisions
necessary ko ensure the performance of the
tasks cntrusted te the Eurosysiom;

— 1o formulate the monetary policy of Lhe

curo  area, Including, as  appropriate,
decisions relating w intermediate monetary
objectives, key interest rates and the supply
of reserves in the Eurosystem, and to
cstablish the neccssary guidelines [or their

P
Iy 100,

bodies. The NCBs also contribute to the work
of Lhe Eurosystem and the ESCB through
their participation in the Eurosystem/ESCB
committees (see Section 1.5 of this chapter).
They may perform non-Eurosysiem functions
on  their own  responsibility, unless  the
Govemning Council finds that such functions
interfere with the objcctives and Lasks of the
Eurcsystem.

The Eurosystem and the ESCB are governed by
the decision-making bedies of the ECB: the
Governing Council and the Executive Board.
The General Coungil is constituted as a thind
decision-making body of the ECB, for as long
as there are EU Member States which have not
yet adopted the ¢ure. The Runclioning of the
decision-making bodies is governed by the
Treaty, the Statute of the ESCE and the relevant
Bules of Procedure.! Decision-making within
the Euorosystem and the ESCB is centralised.
Hewever, the ECB and the euro arca NCBs
Jeintly contribute, srategically and operationally,
o attaining the common poals of the Enrosysten,
with dur respect to the pringiple  of
decentralisation in accordance with the Statute
of the ESCH.

The Governing Council  comprises the
members of the Exccutive Board of the ECB
and the governors of the NCBs of the Member
States which have adopted Lhe euro. [ts tnain
responsibilities, as laid down in the Treaty, are:

The Governing Council meets, as a rule, twice
a month at the ECB's premisgs in Frankfurt
am Main, Germany. It conducts, inter alia, an
in-depth of y and i
developments and  takes cclatod  decisions
specifically at its first meeting of the month,
whiic the second meeting usually focuses on
issues related to other lasks and responsibilities
of the ECB and the Eurosystem. In 2010
onc meeting was held outside Frankfurl, hosted
by the Banco de Portugal in Lisbon, In addition
to these meelings, the Governing Council may
also hold mectings by means of teleconitrence
or ake decisions by written procedure.

When 1aking decisions on monctary policy and
on other tasks of the ECB and the Eurosystem.
the members of the Governing Council do not
act as national representatives, but in a fully
independent personal capacity. This is reflected
by the principle of “gnc member, onc volc™
applied within the Govemning Council. In 2008
the Govermning Council decided to continue its
existing voting rcgime - as previded for by
Article 10.2 of the Statule of the ESCB — and to
introduce a rolalion systetn only when Lhe

[ For the ECB™s Rules of Procedure, see: Desiswn EOB2MM°2
of 19 Fehruan, 34 sdupsng the Rules of Provodure ol e
Eurepean Cenirat Bank_ (W L 83 14 32004, p. 55 az amended
by J3ecenon bd T30S 0f 19 March 2004, OF [ 164, 15 4 306,
po L Dewsion BCR IO 12 of 17 June 2004 pdophing
the Rulen of Puxedure of the {icamml Cowel of the ECH,
O L 23, WEZNM, po AL oand Deciseon OB [999 7 of
12 {kteher 1999 concrming the Rulgs of Procydure of Lhe
Exequtive Board of the ECB.OJ L 3148 (2§99, p 34 These

ules are alsa avalable un the ECIR's websig,
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numker of governors in the Governing Council
exceeds 18 In March 2009 Lhe Gowverning
Council adepted 2 lepal act which covers all
aspects of the implementation of the rotation
system.” The legal acl will enter into force when
the rotation system is implemented.
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T Deciston ECB-200W 5 of 19 March 20 amending Decision
B{BI0047 of 1Y Fohruary MRK adopling the Bules of
Pracedurs of the Eopean Central Bank, OF L 100, 1542008,
P10 For et sl ol ¥ the i lnl
of the renation webieme, such as the order, peried and rae of
mtaton, ser the aricle enutled "Ruoation ol voung nghes n
the Giowermuyg Council uf the ECBY. Murthly Bwdlers, ECH,
Tuly 2005,




Jean-Claude Trichet

President of the ECB

Yitor Constincio

Vicc-President of the ECB

(from 1 June 2010}

Governor of the Bance de Portugal
{until 31 May 2610)

Lucas D. Papsdemos

Yice-President of the ECB

{until 31 May 2010)

Lorenzo Bini Smaghi

Member of the Executive Board of the ECB
Michael C. Bonelle

Governor of the Central Bank of Malta
Carlas Casta

Govemor of the Banco de Portugal
(from 7 June 20103

Marlg Draghi

Governor of the Banca 4" [lia

Miguel Ferndndez Ordbiiez

{Govemor of the Banco de Espafia

José Manuel Gonzélez-Paramo
Merber of the Executive Board of the ECB
Patrick Honghan

Governor of the Central Bank of Irefand
Marka Kraojee

Governor of Banka Slovenije

Erkki Liikanen

Governor of Supmen Pankki -

Finlands Bank

Front row {feom lefl 1o right):

Erkki Liiknnen, Marko Kranjee,
Arhanasios Orphanides,

Yitar {'onstancen, Jean-Claude Tnchet,
Gennule Tumpel-Cugerell,

Mechael C. Honello, Ewald Nowainy

Middie row {from lefi to righi):
Meavt Wellink, Miguel Femande,
Orddbez, Loreazn Rini Smaghi,
Y¥ves Mersely

Back row {from kefl 1o righi):
Christian Koyer, Carlos Cesta,

Guy Quaden, Fatick Henohan,
Gworgiwes Provopeutos, Jowd Manuel
Ciewnzales-Parato, Axck A Woebor,
Jirgen Seark

Ntz Maono Draghi, Andres Lipstok
and Jozel bzkich were not avalable al

Andres Lipatok the: timee the phtogruph was taken,

Governor of Eesti Pank

(from 1 January 2611}

Jozef Makich

Governor of Nirodna banka Slovenska
(from 12 January 2010}

¥ves Mersch

Governor of the Bangue centrale

du Luxembourg

Ewald Nawotny

Governor of the Oesterreichische Mationalbank
Christlan Noyer

Governor of the Banque de France
Athanasios Orphanides

Governor of the Central Bank of Cyprus
George A, Provopoules

Governor of Lhe Benk of Greeee

Guy Quaden

Governor of Lhe Naticnale Bank van Belgiéf
Bangque Nationale de Belptque

Ivan Sramko

Governor of Nirodna banka Slevenska
(antil 11 January 2010)

Jiirgen Stark

Member of the Excoutive Board of the ECB
Gertrade Tumpel-Gogerelt

Member of the Executive Board of the ECB
Axel A. Weber

President of the D he Bundeshank
Nout Wellink

President of De Nederlandsche Bank
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The Eurosystem/ESCB  committess  have
continued 1o play an imponant role in assisling
the ECB’s decision-making bodies in the
performance of their wasks. At the request of
both the Governing Council and Lthe Executive
Board, the ¢ommittees have provided expertise in
their fields of competence and have facilinted the
decision-making process. Membership of the
committees 15 usually resiricted w stail of the
Euresystem central banks. However, Lhe NCBs
of the Member States which have not yet adopted
the euro take part in the meetings of a committee
whenever it deals with matters Lhat fall wilhin
the ficld of competence of the General Coungil.
Where appropriate, other competent bodies,
such as national supervisory authoritics in the
casc of the Banking Supervision Commillce,
may also be invited. On 16 September 20140 the
Risk Management Committec was established
to assist the Goveming Councl! in ensuring
an approprate level of protection for the
Eurpsystem by managing and controlling the
risks originating from its market operations. On
16 December 2010 the Banking Supervision
Committee  was  dissolved  following  the
establishment of the Burcpean Systemic Risk
Board (see Chapter 6). As at 31 December 2010,
13 Eurpsy [ESCB c i had been
esablished under Anicle 9.1 of the Rules of
Procedure of the ECB. Om 13 January 2011 the
Financial Sability Committee was established,
under the same amicle, to assist the Governing
Council in the fulfiiment of the ECB™s tasks
retating te financial slability.

The Budgel Committee, which was gstablished
under Arlicle 15 of the Rules of Procedure,
assists he Governing Council in matters related
to the ECB's budgel.

The Human Resources Conference was
cstablished in 2005 under Adicle %a of the
Rules of Procedure as a forum for the exchange
of experience, expertise and information amang
Eurcsystem/ESCB central banks in the field of
human resources management

The Eurosystem IT Sieering Committee was
established in 2007 by the Governing Council,
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with 2 mandate to steer continuous improvement
in the use of IT within the Eurosystem.

In addition to the decision-making bodies, the
corporate govermnance of the ECB encompasscs
a mumber of external and intemal conmol layers,
two codes of conduct, an Ethics Framework
and rules conceming public agcess to ECB
documents,

LG OMMKG UL QI ALl pI‘OVidES for two
control layers, namely (he extemal auditor,
which is appointed to audit the annual accounts
af the ECB {Anicle 27.1 of the Statute of the
ESCB), and the European Courl of Anditoms,
which examines the operational efficiency of the
management of the ECB (Anicle 272}
The annual report of the European Court of
Auditors, together with the ECB’s reply, is
publizhed on he ECB's website and in the
Official Journa! of the European Linion. [n order
to reinforce public assurance as to the
independence of the ECB’s external anditot, the
pringiple of andit frm rotalion is applicd.* Good
practices for the selection and mandalz of
external auditors, published on the ECB's
wehsite, provide high-level guidance for each
Eurosysiem cenirat bank when selecting external
auditors and determining  their  mandate.
The good practices also enable the Governing
Couneit to formulate its recommendations to the
Council pn the basis of harmoniscd, consistent
and transparent selection criteria,

1 ne inkernal contre siructure of the ECB is based
on an approach in which each orpanisational
unit (xeetion, division, dircotorate or directorate
general}is responsible for managing its own risks
and controls, as well as the cffectiveness and

3 Followngthe rorelusion oMo berder procedure and im fine with the
apreed praciwe of rowriog audil fimms, Pricewaisra e s
A hafl Winlse i wns appainted
as the ECB's caremzl sudiar for abe Anancial pears 2008-12




efficiency of ils operations. Each organisational
unit implements operational control procedures
within ils arca of responsihility in accordance
with the risk tolerance set ex ante by the
Executive Boerd. For example, & set of rules and
procedures — known as a “Chincse wall” - i in
place to prevent inside information originating
in the areas respensible for monetary policy
from reaching the areas responsible for the
manapemett of the ECB's foreign teserves and
own funds porifolio.

In 2010 the ECB funher refined ils approach
to operational risk management and continued,
together with the NCBs, to implement the
operational risk management framework for
Enrosystem Lagks and processes. The business
areas of the ECB also updated their operational
risk assessmints. The ECB regulacly tests and
reviews the busi continuity arr

for its critical opetations. Funhermore, in
2010 the ECB revicwed its crisis management
fr: ork and a raining programme
for the crisis management team. Foilowing the
Governing Council’s approval of the roll-put of
the Eurosystem business continuity framework
in 2009, the p dures for a b

impact analysis at the Eurosystem level were

developed.

Armtad

Moreover, in December 2010 the newly
blished Risk M I [

syslematic approach o evaluating and improving
the elfectiveness of risk managemenl, control
and governance processes. The ECB's internal
audit activities conform with the Intermational
Swandards for the Professional Practice of
Internal Auditing of the Institute of Internal
Auditors.

A Eurosysiem/ESCB committee, the Internal
Auditors Committee, which is composed of
the heads of internal audit at the ECB and the
NCBs, is respomsible for coordinating the
auditing of Eutosysiem/ESCB joint projects and
operational systcrs.

An ECB Audit Committee funther enhances
the ¢orporate govemange of the ECB and
the Eurosystem as a whele. It is composed of
three Geverning Council members, with Erkki
Liikanen (Governor of Suomen Pankki -
Finlands Dank) as Chairman.

__..Juet are applicable w the
memhbers of the ECB’s deciston-making bodies,
The first code of conduct gives guidance to, and
scts ethieal standards for, the members of the
Governing Council and their altemnates when
exercising their functions as members of the
Governing Council. Lt reflects their responsibility
to safeguard the integrity and reputation of the

(RM{} met for the first ime. One of iy main
lasks is to provide for an integrated assessment
of all financial risks that the Eurosystem faces
in ils market operations, which include the
Evrosystemn’s monewary pelicy and intraday
credit operations, foretgn exchanpe operalions,

Eurosystem and to t the elfectiveness
of ils operations.® An Ethics Adviscr has been
appointed by the Governing Council to provide
guidance to its members on aspects of
professional conduct. The sccond code s
the Supplemenlary Code of Ethics Criteria
for the members of the Executive Boand.®

as well as operations refated to the
of the ECB's foreign reserves.

Indipendently from the intgmal conlrol structure
and risk monitoring of the ECB, audit missions
are performed by the Direetorate Internal Andit
under the direct responsibility of the Executive
Board. In accordance with the mandate defined
in the ECB Auwdit Charler, the ECB™s inlcrmal
auditers provide independent and objective
assurance and consulting services, bringing a

It complements the other code of conduct by
further delailing the ethical regime applicable
to  members of the Executive Boand

4 This charter 15 pubhshed on the ECB's website do foster the
wransparcney of awde arrangements o place abe ECH.

5 Hee the Code of Condaet for the members of the Caverning
Caural, &) & 123, 2452000, p. 0, s amendmem, O C &,
16 12007, p 6. ond dhe ECR™ wobsile.

t See the Supplomeniery Code of Etbtes Critena for the nsenvbers
of the Excoulve Roard of the LB, O C 104, 234 20100 p 4.
aed the ECB's websiie.
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On | April 201¢ a comprehensive Ethics
Framework for members of stalf of the ECB
entered into force.” I gonsolidated and enhanced
the ethical rules applying to stall of the ECB as
lzid down in the Conditions of Employment, the
Stalf Rules znd the former Code of Condugt of
the ECB.* The Framework provides puidance
anid scts cthics conventions, standards and
benchmarks. All stafT are expecied to maintain
high standards of professional ethical behaviour
in the performance of their duties, ey well 2= in
their relations with NCBs, public authorities,
market participants, media representatives and
the public in general. An  Ethics Officer
appeinted by the Executive Board ensures a
consistent interpretation of the rules applicable
ta Executive Board members and stafT.

o ivrr e cwwepesll Parliament and the
Council adopted & Regulation” to step up the
fight againsl fraud, corruption and any other
illegal activity demimental w the Communities’
financial intercsts. The Repulation provides,
intgr alia, for the intemal investigation of
suspecled fraud by the European Anti-Fraud
Office (OLAF) within the EU institulions,
bodies, offices and agencies. The DLAF
Regulation foresees that cach of the latter adopt
decisions in order for OLAF to be able to carmy
out its investigations within each of them. In
June 2004 the Governing Council adopled a
Decision ™ concerning the terms and conditions
for investigations by OLAF of the ECB, which
entered into foree on | July 2004,

neg EBELD CS3aonsnca i !I'llC'lTlﬂI
anti-money laundering (AML) and counter-
terrorist financing (CTF) scheme. The design
of the AML/CTF provisigns is in line with
the 40 recommendations and nine special
Tec dations of the Fi ial Action Task
Force (FATF), 1o the exlent that they are applicable
to the ECB’s operations. A compliance function
within the ECB identifics, analyses and addresses
the risks asscciated with money laundering and
terrorist financing for all relevanl activities of

mn iuus
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the ECB. In patticular, ensuring compliance
with applicable AMLACTF lepislation is pan
of the process of assessing and moniloring the
eligibility of the ECB’s counterparties. [n this
context, panticular attention is paid to restrictive
measurcs  adeptcd by the EU and public
statements issued by the FATF. An internal
reporling  system  complements the ECB’s
AMLACTF framework to ensure that all relevant
information is systematically collected and duly
{ to the E ive Board.

Pt Laca e s v pusay swdi® 0 ECB
documents,! adopled in March 2004, is in line
with the objectives and standarde applied by
other EU institutions and bodics with regard to
public access to their documents, 1 enhances
transparency, while at the same time Leking into
account the independence of the ECB and of the
NCBs and ensuring the confidentiality of certain
matters specific to the peformance of the ECBs
lasks.'*

In 2010 the numbeor of public aceess requests
remained limited,

T Bex Farl © of dhe ECH 51T Rules contaiung the Eihees
Erantetewrk, 03 C 104, 2342010, p. 3, 2nd the ECB's website.
# Ber the former Code of Conduct oof the Earopran Centrol Bonk
in aceordance with Adicle 115 of the Rules of Provedure of te
Euremeon Centrol Bonk. QF © 76, L32001, p 12,
% Bepulovon (ECY Mo 1073 1999 of the Ewropean Parliament
aod of the Council of 25 May 1998 conceming mveshygations
condecied By the Loropean  Anti-Fraud Office $OLAF),
UL 13E 3] 51998 p )
Duevision FCR2004 || coneerning the termns snd combitivng
for Ensepean Anti-Frasd Office in esiygations of the Enropean
Cequeal Bank. i relation o che presention of faad, comapuon
and sny other alleyml odveties deinmentnl o the Eurepean
Cotamunces’ fieaneial interests and amending the Conditivoe
«of Employment for 340 of the Eurepean Ceniral Bonk. (L 230,
06204, po S This Decison wes slopacd in response
1o the judgement of the Juropezn Court of dactice on 1) July
205 e Case C-b L0 Commnimaaont v Fivopuean Cemtest Bunk,
ECR 17147,
Decron ECBZMHY un public stccss be Eonepean Central
Bank decuments, O L %0_ LE3 2004, p 42
In e with the ECB's , and .
1he “Archives” seclion of the LURs websile provides aveess to
Tiistoread docunicnation.
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In 2010 the ECB centinned w develop and

the ECB welcomed the fifth
snsvan v pa s 111 Graduate Programme.
The participants, who are recont graduaics from
leading universities, have a broad educational
background and are each assigned to rwo

implement human resources  management
policies in  four areas: corporate culture,
recruitment, professional  develof and

employment conditions,

w aviy uevowpnes felated ko the corporate
culture of the ECB focused on divemsity and
prafessional ethics. A number of activities were
initiated in order to raise awareness of the ECB's
gender diversity objectives and embed them
more deeply in the regular human resources
eperations. To mark the ECB's commitment in
this respect, a public statement on diversity was
published en the ECB's website, With regard to
professional ethics, an Ethics Framewaork for the
members of siafl of the ECH entered int force
in 2010, as discussed in greater detail in the
previous scetion.

west wr wewwendber 2010 the actael full-time
cquivalent nuntber of stall helding employment
contracts with the ECB was 1,607 (1,563 on
31 December 2009)." A tolal of 53 new fixed-
term coniracts (limited in nawre or convertible
W permancnl contracts) were offered in 2010,
By conirast, 28 members of stail employed on a
fixed-lerm ot permancnt basiz feft the ECB
in 2010 {27 in 2009), following resignation or
retirement. Furthermore, w cover for absences
of less than one year, 128 shon-term contracts
were issucd dunng 2010 {in addilion te some
contract extensiens), while 140 short-term
contracts expired in the course of the year,

The ECB continued to offer shor-lerm
contracts 1o stalf from NCHs and international
organisations, thus fostering an ESCB-wide
team spirit and cooperation with international
oganisations. On 31  Decomber 2010,
158 employees from MCBs and international
organisations were working at the ECB on
varipus assignments, 12% more than in 2009.

busi arcas on a rotational basis for a total
period of two years.

As in previous years, waineeship opportunities
were offered throuphout the year to studems
and graduates with backgrounds in cconomics,
slatistics, business administration, faw  and
wvanslation. The ECB published the rules
goverming its trainceship progmmme on its
website In April 2010 in order te provide more
clarity on the cligibility erileria, assignment
duratien,  leave  and  medical  goverage.
On 3} December 2010, 92 trainees were being
hosted by the ECB (12.8% more than in 2009),
The ECP also ofTered four fellowships as pant
of the Wim Duiseaberg Rescarch Fellowship
Programme, which s open to  irading
economisls, and five fellowships to young
rescarchers in the context of ils Lamfaiussy
Fellowship Programme.

MODLALY &N S1alT  QcyCIopment  Measures
continued to be the main tools for professional
development at the ECB.

The ECB’s internal mobility policy enables the
ECB o broaden safl awarcness and 1o incroase
synergies across business areas. The ECB's
internal recruitment policy also aims to facilitate
internal mobility by placing emphasis on broad
competencies. In the course of 2010, 204 sta(f

b including 37 and advisers,
moved intemally to other pasitions, on cither 2
temporary ot a long-kerm basis,

t3 [n eddinon to contmels based on full-time oquisalent pasuions,
thas figure meludes, nter alia, short-teom conimits awacded o
0T secorded from KOCBs and anemnational organisations and
cunlracts awanled i Cimduate Programme paricipants.
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The ECB, like all ESCH central banks,
actively panicipeles in the external work
expericnce scheme promoted by the Human
B

educational needs were enhanced to include
extended suppon for the parents of children
with lcaming disabilitics ar neurg-behavieural

TR

Conf which bles the
ECEB to second stalf 1o the 27 NCBs in the
EU or i rclovant intemational erganisations
(e.g. the IMF and the BIS) for periods of twe
to twelve months. A mtal of cight members
of stall were seconded under this scheme
in 2010 (new cases). ln addition, the ECB
granted pnpaid leave, for up o Lhree years,
to 36 members of sialT (new cases). The otal
numbet of stalf members on unpeid leave al the
cnd of Decomber 2010 was 45 {comparcd with
55 in 2009},

The ECB continecd 1o promote the acquisition
and development of skills and the enhancement
of the I igs of t and skafl.
In addition to numerous in-house (raining
opporunities, stafl and manapement continued
to take up extermal bruining opportumities to
address individual training neesds of a more
“technical” nalure. They alse benefited from
opporiunitics organiscd as part of ESCB training
pragrammes or [raining offered by the NCBs.

e cub s empwoynent  conditions  are
desipned to be attractive and 1o balance the
needs of s@ll with those of the organisation.
The ECB is reviewing some of its working
time and lcave provisions, with the aim of
further facilitating the processing of pan-time
requests. At the end of 2010, 158 stalf members
were working part-lime, 10% less than in 2009
The number of staff on unpaid parental leave as
at 31 December 2010 was 24 {compared with 28
in 2009). The teleworking pilot project launched
in 2008 continued during 2010. On average,
arcund 235 swlf members teleworked each
menth. In 2010 as a whole, 662 stafl teleworked
at least once.

The ECB continued to suppont stall in the areas
of childcare and the reconciliation of work and
family commitments. Policics for parenis with
children alTecied by serious illness or imperative

Kepari

disorders.

de p

The ECB fully recognises the imponance of a
constructive dizlogue with ils staff. In 2010
the ECB consulied the siafl rep ives on
remuneration, employment, working conditions,
health and safety conditions, and pensions,
I continued to have a regular diatogue with
slall  represenwatives on  employment and
social maters.

A discussion with the recognised trade union
on the ling b

the ECB and the trade union is ongoing, with a
view to further cnhancing the social dialogue at
the ECB.

dumn of under

The official stan of the main construction works
for the ECB's new headquarters in Frankfurt™s
Ostend was marked by a ceremony on
19 May 2010 in which the foundation stone was
laid. In June the steel work for the foundations
for the doubte office tower and the underground
stalT car park began, foltewed by the concreting
works in July. By the beginning of 2011 the
mwvo storeys of the underground sl car park
and the bascment of the double office wwer had
been finalised, and the structural works on the
ground floor had slaned.

In paraliel, the construction works began on the
former Grossmarkthalle buitding. [n preparation
for the construction of the entrance building,
the facade and the three toof segments in the
western parl of Lhe former wholcsale market
hall were remeved, The basement of the market
hall was also removed, to be replaced by a
waterproafl basement which will be able to
carry the weight of the new strucwural elements



housing the ECB's more public functions,
i.¢. & visitors' centre, conference arca, cafeterta
and stalT restaurant.

In close coordination with the hisloric
preservation zuthoritics, the restoration works
for the former Grossmarkthalle alse began in
spring 2010 with the carcful restoration of the
brick facads and the ribbed concrete floor of
the eastern wing building. Thorough restoration
works on the sul of the | ure
ongeing in order to preserve the structure of the
Grossmarkthalte,

In February 2011 the ECB awarded the
contract for the structural works for the double
office tower to a now consiruction company.
The initial company Baresel GmbH completed
the stuctural works wp te the pround floer,
with Ed. Ziiblin AG being engaged w carry
out the remainder. All construclion works are
procecding as planned, The date for completion
of the new premises remains unchanged and is
scheduled for the end of 2013, with the ECB
moeving in thereafier, i, in 2014,

In 2010 the Eurosystem  Procurement
Coordination Office (EPCO) finalised two joint
procedurcs initiated in 2009 air transport for
ESCB meetings and global hote] agreements.
In addition, EPCO coordinated 2 number of
analyses initiatcd in 2009 which should cither
be finalised or lead to joint procurements in
the coming months. The areas covered by such
analyscs included market data providers and
rating agencies, affice supplies and standard 1T
software tools. EPCO also continued to promote
the cxchange of best practices in the ficld of
procursment among central banks.

At its meeting on 15 December 2010 the
Governing Council look note of the document
“EPCO - Review of cxpericnce at the
half-way stage of the mandate (2008-2012)",

which provided an opporunity to analyse the
experience pained in the frst half of EPCO's
five-year mandate and 10 reorient ils activitics
for the remainder of the mandate,

The ECB isan environmentally aware institution.
It makes pradent use of natural resources in
order to preserve the quatity of the cnvironment
and to protect human health,

In 2010 the Envin 1 Manag t
System of the ECB was successfully centified.
It complies with the international standard
EN ISO 14001 and the ELU's Eco-Management
and Audit Scheme. The ECB aims to
continuously improve the system and the ECBs
environmental performance. A cemparison
of the dala for 2008 and 2009 revealed a 22%
reduction in carbon emissions gver this period,
With the objective of further reducing the
ECB’s ecological footpring, 2 new cnvirenmental
programme has been launched for 2010-11.

The ECB has published 1

p
staternent on ils website providing  detailed
information on the environmenlal performance
of the ECB.

an  envit

Furthermore, the wvoluntary objeclives  of
the Europcen Commission’s GreenBuilding
Programme are being applied in the construction
of the ECB’s new premises. This programme,
which was Jaunched in 2004, aims to improve
energy efficiency and extend the use of
renewable energies in non-residential buildings
in Europe.

The Directerate General [nformation Sysiems
pleted the impl i of s new

organisatipnal structure in 2010, Parlicular
attention was paid to strwegy implementation,
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the work programme for 2010 and the
continuous improvement of processes following
the: 150 cenifications oblained in 2009.

Throughout the year, work focused on the
preparation of the 1T services needed to support
the cstablishment of the Ewropean Systernic
Risk Board and the smooth ety of Estonia into
the euro area. As a o ] e of the fi ial
crisis, several applications underwent wrgent
changes and had to be operated over extended
working hours and weekends.

Yarigus projecly were initiated to soengthen
the compliance of 1T applications with
ESCB  security policies. Steps were  also
taken to modemisc systems supporiing the
impl lation of y policy decisions and
to complele projects supporting administrative
Processes.
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The activities of the Human Resources
Conference and its Task Foree on Training and
Development covered several aspects of human
resources management in 2010, including ESCB
maobility.

The provision of ESCB imining was further
cxtended by the roll-out of: i) the ESCB
Project Management Training Programmse,
which consists of several modules on project
management  methodology and  soft  skills
needed in a project environment, and i} a
waining course on audit report wiiling and
communication. For 2011 the training calendar
foresees a wital of 57 sessions of ESCH waining
aclivities, hosted by 22 central banks.
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The ESCB Social Dialogue is a consultative
forum  involving the ECB and  employee
representatives from the contral banks of the
ESCE and from Eurcpean trade wnion
federations.™ Its purpose s to  provide
informnation and fosler exchanpes of views on
issues that may have a major impact on
cmpleyment conditions at the central banks of
the ESCB. This information is provided in a
biannual newsletler and at meetings held in
Frank furl twice a year.

ln 2010 the ESCB Social [halogue mectings
focuwed  on financial  supervision,  the
establishment of the Eurcpean Systemic Risk
Baoard and the actions 1aken by the ECB in times
of crisis. Issues melating to banknok: production
and circulation, market operations and payment
systems werg also discussed,

The ad hoc working group on banknote
production  and  circolalion  continped  to
address technical issues complementing those
discussed in the plenary mecting of the ESCB
Social Dialogue. The working group on the
ESCH Social Dialogue reconvened in May and
September and, among other Lhings, identified
possible items to be included in the agenda of
the ESCB Social Dialogue meetings.
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The ECB’s activities in 201¢ are described in
detail in the relevant chapters of the Annual
Report.

The ECB’'s objectives and lasks ate deseribed
in the Statute of the ESCH (Adicles 2 and 3).
An overview of performance against these
objectives iz included in the President's
foreword 1o the Annual Report.

The Executive Board, the Governing Council
anil the General Council are the deeision-making
bodies of the ECB.

The ECB's governance frameowork includes
a vanety of conmols and audit measures.
For example, the European Count of Auditors
reviews the operational cfficiency of the
manzagement of the ECB, while an external
auditor is appointed (o audit the ECO’s Annual
Accounts. To reinforce the independence of the
external auditor, the ECB appoints a dilferent
external audit firm gvery hive years. In order
to further strengthen the ECB's corporate
governance, the Governing Council established
the ECB Audit Committes in 2007

The ECB has, over time, established a set of
internal rulcs regarding the business practices
and standards of professional conduct to
be followed by all ECB swaff. For example,
the Busingss Praclice Handbook, which entered
into force in 2007 and is repularly updated,
provides information on busingss  objectives
and practices in an accessible and user-friendly
mannet, helping employees to meet  their
professional obligations.

sontret structure of the
sz wawn wpmuseaOnal unil is responsible
for managing ile own risks and implementing
its own controls, as well as for the efTectiveness
and efficicney of its operations. [n addition,
ind dent audit are performed by
the Directorate Internz] Audit under the direct
responsibility of the Excoutive Board.

Further information relating to the governance
of the ECB is provided in Chapter 10 of the
Annual Report.

The members of the Executive Board are
appointed from among persons of recognised
ding and profi 1 experience  in
monelary or banking maticrs by the European
Council, upen a recommendation from the
EU Council after it has consutted the European
Parliament and the {ioverning Conneil.

The terms and conditions of members’
employment arc determined by the Governing
Council, based on a proposal from a commities
comprising  three members  appointed by
the {ioverning Council and threce members
appointed by the EU Council.

The emoluments of the members of the
Execulive DBoard are set out in nole 32,
“Siall costs”, of the Annual Accounts.

The ECB is fully cognisant of the importance of
developing sound human resources management
policies and of having a constructive dialogue
with its stalf. In 2010 developments related
to the corporale cullure of the ECB focused
on diversity and professional cthics. A new

prehensive cthics fr k for the stall
of the ECB entered into foree on 1 April 2010,
The framework provides guidance and sets
ethics conventions, standards and benchmarks,
All staiT arc expected in maintain high standards

hnawa



of professional ethical behaviour in  the
performance of their duties, as well s in their
retations with NCBs, public authoritics, market
participants, media represenlatives and the
peneral public.

Mobility and sl development  tmeasures
continued to be the main wols for professional
development in 2010, Moreover, the ECB
continued to support stalf in the areas of
childcare and the reconciliation of work and
family commitments.

The average number of siaff ({full-time
equivalents) helding contracts with the ECB'
rese from 1,530 in 2009 to 1,565 in 2010.
At the end of 2010 1,607 stalT were employed.
For further information, see note 32, “Stafl
costs™, of the Annial Accounts and Scctien 2 of
Chapter 10 of the Annual Report which also
describes developments in the area of human
respurees management in more detail,

The ECB's foreign reserves ponfolio consisls
of foreign reserve assets Lransfermed to it by the
curm arca NCBs in accordance with the provisions
of Article 30 of the Swwte of the ESCB. The
main pwpese of the ECB's foreign reserves is
lo ensure that, whenever necded, the Eurosysiem
has a sufficient amount of liquid resources for its
fareign exchange policy operations.

The ECB's own funds ponfolio reflecls the
investment of (a) ils paid-np capital; {b) the
counterpant ef the previsien for foreign exchange
rate, intercst rate, credit and gold price risks:
{c) the general reserve fund; and {d} income
accumulated on the portfolio in previous years.
1ts purpese is primarily to provide the ECB with
income to contribute to covering ils operating
CXPCREES.

The ECB is expesed w financial risks arising
in respect of both of the above-mentioned
porifokos. They include ercdit, market and
liquidity risks. The ECB closely moniwrs and
measures such risks and, where approprizte,
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mitigates them through the implen ien of
a risk manapement framework that includes,
in particudar, a system of exposure limits.

The ECB's investment activities and ils
management of the associated  risks
described in greater detail in Chapter 2 of the
Annual Report.

arc

Spending against agreed budges is menitered
regularly by the Exccutive Board, taking
intg account the advice of the ECB's intemal
controlling function, and by the Govemning
Council with the assistance of the Budget
Commitice (BUCOM)}. BUCOM, composcd
of ECB and euwrc area NCB expens, is a key
centributer W the ECB’s financial governance
process. In accordance with Article 15 of the
ECB's Rules of Procedure, BUCOM supports
the Cioverning Council by providing a detailcd
evaluation of the ECB’s annual budget proposals
and requests for supplementary budget funding
by the Exceulive Boand, prior to thetr submission
to the Governing Council for approval,

Pursuanl to the Statutc of the ESCB, as well
as Council Regulation {EC) No 10052000 of
8 May 2000, the ECB decided in December 2010
to increase s sabscrbed capilal by €5 billion,
from €3.8 billion to €10.8 billion.

This decision r | from an of
the adequacy of its stanutory capital, which
was Jaunched in 2009, The capiwal inctease
was deemed appropriale in view of increascd
volatility in foreipn exchange rates, inlercst
raics and gold prices, as well as in view of the
ECB's exposure to credit risk.

i Staff on uopaed [eove are cxcluded This number ncludes stadf
with permanen. fined or shor-tear concracs and she raricipan.
in the ECE's Gmdunte Progrumme. Sl on matemiby er
lenng-rerm sick leve are Bl bl uded



In order to smooth the rensfer of capitai to the
ECB, the Governing Council decided that the
curo area NCBs should pay their additional
capital conrribulions of €3,489,575,000 in Lhree
equal annual instalments. On 29 December 2010
the NCBs of the curp area (in its composition as
at that date) paid €1,163,191,667 as their first
instalment. The rematning two instalments will
be paid at the end of 2011 and 2012, Moreover,
the minitnal percentage of the subscribed capiwal,
which the non-cury arca MCBs arc required
to pay as a contribution to the operational
costs of the ECB was reduced from 7.00% to
3.75%. Conscquently, the capital paid up by
the non-euro area NCBs was slightly adjusted
and payments totalling €84,220 were made on
29 Degember 2010,

As a rosult of these payments, the ECB's
paid-up capilal amounted to €5,306 million on
31 December 20119, compared with £4,142 million
on 31 December 2009. Detailed information
on these changes is provided in nowe 17,
“Capital and reserves”, of the Annual Accounts,

Bince most of the ECB’s assels and liabilities
are periodically revalueed at current market
exchange rates and security prices, the ECB's
profilbility is strongly affected by exchange rate
CEPMSUICS and, to a lesser exient, interest rate
exposures, These exposures stem mainly from
its holdinpgs of pold and foreign reserve assets
denominated in 1S doliars and Japanese yen,
which are predominantly invested in interest-
bearing insmuments.

In 2005, taking inte account the ECB's large
exposure to these risks and the stze of its
revaluation accounts, the (overning Council
decided to establish a provision for Fforeign
cxchange rate, inwrest rate and gold price risks.
In 2009, fellowing the establishment of the
programme for the purchase of covercd bonds
(s nole 5, “Sccurtics of ¢uro arca residents

denominawcd in eure™, of the Annual Accounts),
the Governing Council decided 1o extend
the scope of the risk provision w aleo cover
credit risk.

As at 31 December 2009 this provision amounted
to €4,020,445,722. In line with the Stante of
the ESCH, the nsk provision wgether with any
amounts held in the ECB's general reserve
fund may not exceed the value of he capital
paid up by the curo arca NCBs. After taking
the results of its risk assessment inko account,
the Governing Council decided to increase the
sizc of the nsk provision to €5,183 637,388,
which, fellewing the capilal increase, represents
the current maximum atlowed ceiling,

The size of and continuing requirement for this
provision is revicwed annually, aking 2 range of
factors into accoundt, including in particular the
level of holdings of risk-bearing assets, the extent
of materialised risk exposures in the current
financial year, projected resulls for the coming
year, and a risk assessment involving calculations
of ¥alugs at Risk (VeR) on risk-braning assems,
which is applied consistently over time.

Under Arlicle 26.2 of the Situte of the ESCB,
the Annual Accouny of the ECB are drawn up
by the Executive Boerd, in accondance with
the principles csiablished by the Coverning
Ceouncil. The accounts are then approved by the
Governing Couneil and subsequently published.

In 2010 the net mcome of the ECB prior
to the transfer to the risk provision was
€1,334 million, compared with €2.218 millien in
2003. The net profit, amounting Lo €171 million
afler this transfer, was distibuted to the curo
arca NCBs in March 2011,
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In 2010 net i income led to
€1,422 million, compared with €1,547 millien
in 2009. The docrease in net interest income was
mainty due to {2) the realisation of a net interest
expense from TARGET2 balances in 2010,
{b} lower net inlcrest income an forgign reserve
assels (hal was due mainly 1o lower average
intercst ratcs on US dollar-denominated assots
in 2010; and (¢} a decrease in interest income on
the ECB’s share of euro banknotes in circulation,
which reflected the fuct that the averaye rate lor
the Eurosy s main ing operations
declined. These factors were partially olfset
by the following: (a) additipnal income
generated on the securities purchased under the
Sceurities Markels Programme and the covered
bond purchese programme; {b) lower interost
expenses as a result of decreased balances with
the Swiss National Bank; and (¢} a deerpase in
the interest expense arising from the cure area
MCBs' claims in respect of the foreigh reserve
asscts transfermed by them o the ECE.

Mel realised pains  arising  from  financial
opcrations  decreased from €1,103 mitlion in
2009 1o €474 million in 2010, owing mainly to
(a) the fact that no gold sales were conducted
by the ECB in 2010, and (b) lower net realised
gains from security sales in 2010,

Write-downs amounted to €195 million in 2010,
compared with €38 million in 2009, mainly
owing to unrealined price losses on sccurity
holdings which are shown on the Balance Sheet
at their market value as al end-2010.

As at end-2009 unrealised foreign exchange
pains, mainly arising on the US dollar portfolic
and the Japanese yen portfolio, amounted
to €2,070 million, and unrealised geld price
pains amounted to €8,418 million. In 2010 the
depreciation of the curo vis-d-vis the Japancse
yen and the US dollar resulted in an increase in
unrealiped foreign exchange gatns, which rose
to €6,271 million, while the rise in the price of
gold during 2016 led to unrealised gold price
gains ampunting 1o €13,079 million. In ling with
the Eurosystem’s accounting policies, these
pains were recorded in revaluation accounts.
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Tolal administrative expenses of the ECB,
including depreciation, amounted to €415 million
in 2019, compared with €401 million i 2009.






BALANCE SHEET AS AT 31 DECEMBER 2010

ASSETS NOTE 010 2009
NUMEER € €
Gold and gold recelvables 1 17.015,600,104  12,355,158.122
Claims oo nen-puro area resldenty
denominated in foreign currency 2
Receivables from Lhe [MF 2.1 414,722 811 346455675

Balances with banks and security

investments, external loans and other

external assets 22 39298995950  35,109,527,121
39,713,718,761 35,455,982,796

Claims on euro area resldents

denominaied in foreipn currency 22 4326.557,549 3,193,593,476
Claims on non-eure area resldents
denominated in euro 3
Balances with banks, security
investments and loans 3. 1,800,000 000 ]
Other clalms on euro area credit
institutions deneminaled in euro 4 33368,000 5,000
Securitles of euro area resldents
denominated in euro 5
Securities held for monetary
palicy purpases il 17,925,976,508 2,181,842,083
Totra-Eurosystem claims 6
Claims related to the allpcation of euro
banknotes wilhin Lhe Curosystem 6.1 67.176,191,390 &4,513,307,300
Other claims wilhin Lhe Eurosystem (net) 132 1] 6,359,967.425
67,176,191 390  70,873,274,728
Other agyety 7
Tangible and intangible fixed assets 7.1 281,925 625 221,886,920
Other financial asacts 7.2 13,249.960,731 11.816,451,684
Off-balance-sheet instruments revaluation
differences 7.3 147 260,366 20,951,426
Accroals and prepaid expenses T4 1.319,491,653 775,782,372
Sundry 7.5 532.963,278 1.003,035,232
15,531,601,6%3 13,838,107,634
Total asge1s 163,523,013,97  137,997,963,836
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LIABILITIES

Banknotes ja ¢lreulation

Other liabilities b0 enro area credit
institutlons denominated in euro

Llabilltes to other euro area residents

denominated in euro
Diher lisbilities

Liabilides {0 non-euro area residents

denpminaled in eura

Llabilities to non-¢uro ares residents

denominated in forelgn currency

Deposits, balances and other liabilities

Intra-Eurosystem liabilitles

Liabilities equivalent to the transfer of

foreign reserves

Other liabilities within the Eurosystem

(ncl)

Other lisbilithes

OM-balance-sheet instrumenis revaluation

dilferences
Accruals and i

e

Sundry

Provlsions
Revalyation artounts

Capital and reserves
Capital

Profit for the year

Total liabllitles

n

NOTE
KUMBER

iq
18.1

14.1
142
14.3

17
17.1

1018
€

67,176,191,390

33,363,000

1,072,000, 000

1,201,602,021

478,028,926

40,204,457,215

21,225,255,926
61,429,713,141

368,235,002
749,630,881
494,466,366
1,812,332,24%

5,216,716,613

19,626,699,159

5.303,536,076

170,831,395

161,523,013,970

009
€

64,513,307,300

1,056, HM1,000

9,515,160,271

18,752,058

40,204 457,215

1]
40,204,457,215

196,041,410
731,468,960
409,204,289
1336,714,759
4,042,873,982

10,915,251,958

4,142,260,189

2,153,166,104

137,997,963,836
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PROFIT AND LOSS ACCOUNT FOR THE YEAR ENDING

31 DECEMBER 2010

Interest income on foreign reserve assets
Interest income arising from the allocation
of curg bankngtes within the Eurozystern
Other imterest income

Interest income

Remuneration of NCBs' claims in respect
of foreign reserves transferred

Other interest expense

Interest expense

Net Interest bneome

Realised gaine/losses arising from
financial operations

Write-dewns on financial assets and
positions

Transfer tof/from provisicns for foreign
exchange ralc, interes) rate, credit

and gold price risks

Met result of inancial operations,

NOTE
HUMBER

26.1
262

264

263
264

1018

366,179,478
653,509 559
4,796,498,245
3,816.187,382
(346,484.251)
(4,047,227,019)
f4,393,711,330,

1,422,476,052

474,313,327

(195,213,437)

{1,163.191,667)

write-downs and risk provisiens (884,091,777
Met expense from fees and commissions 29 (3,409,017}
locome from equity shares and
partivipating interests 30 1,612,858
QOther income 31 46,537,026
Total net iIncome 586,125,142
S1aff costs 3z (196,470,934)
Administmtive expenscs 33 (196,636,534}
?::drcs:g:n of tanpible and intangible (13,601,111}
Banknote production services 34 (8,585,168)
Profit for the year 170831 395
Frankfurs am Main, 22 February 2011
EUROPEAN CENTRAL BANK

Jean-Claude Trichet

President

keport

2009
€

700,216,277
TRLI57 4410
5,608,442,130
7,095,413,848
(443,045,045)
(5,105,724,953)
(5,548, 769,998}

1,547, 045,850

1,102,597,118

(37,939,649)

34,806,021

1,099,481,500

{16,010)

934,492
6,783,936
1,654.211,768

(187,314,707)
(186,447.503)
{21,042,602)

(6.220,852)

2,253,166,104



The financial slatements of the ECB have been
designed to present fairly the financial p

Purchases and sales of foreign currency affect
the net foretgn currency position on the trade
date, and realised results arising from sales are
alse calculated on that date. Accrued interest,

of the ECB and the results of iy operations.
They have been drawn up in accordance with
the follewing accounting policies,” which the
Governing Council of the ECB considers w
be appropriate to the nalure of central bank
activity,

The following accounting principles have
been applied: ceonomic reality and Lransparcncy,
prudence, rtecognition of post-balance-sheet
events, materiality, going concern, the accruals
principle, consistency and comparatatity.

An asset or liability is conly recognised in
the Balance Sheet when it is probable that
any associated future economic benefit will
fiow to or from the ECB, substantially all of
the associated risks and rewards have been
transfermed 10 the ECR, and the cost or value of
the asset or the amount of the obligation can be
racasured relizbly,

The accounts have been preparsd on a kistorical
cost basis, modificd to include the market
valuation of marketable scourtics (other than
these classified as held-te-maturity}, gold and
all other on-balance-sheet and off-halance-sheet
assets and Habilitics denominated in forcign
currency. Transactions in financial assews and
ltabilities are reflected in the accounts on the
hasis of Lhe date on which they were setiled.

With the exception of scouritics, transactions
in financial instruments denominated in foreign
currency  are tecorded in off-balance-sheet
accounts on the rade datc. At the settlement
date the ofl-balance-sheet enmies are reversed

Iyl

[ and di related w financial
instruments denominaled in forcign currency arc
calculated and recorded daily, and the foreign
currency posilion is also affecwed daily by these
accruals,

Assels and liabifitics denominated in forcign
currency are converled into eurn @ the
exchanpge rate prevailing on the balance sheet
date. Income and cxpenses are converted al the
exchange rate prevailing on the recording date.
The revaluation of forcign exchange asscis
and liabilities, including on-balance-sheet and
off-balance-sheet instruments, is performed on a
currency-by-cwrency basis.

Revaluation w the market price for assets and
lizbilittes denominated in foreign  currcney
is meated separately from the exchange rate
revaluation.

Gaold is valued at the market price prevailing at
the year-end. Mo distinction is made between
the price and currency revaluation difTerences
for gold. Instead, a single peld valuation is
accounted for on the basis of the price in curo
per fine ounce of geld, which, for the year
ending 31 December 2010, was detived from the
exchange rake of the curg against the US dollar
on 31 December 2010,

The special drawing right (SDR) is defined
in terms of a basket of currencies. To revalue
the ECB's holdings of SDRs, the value of the

[eeasion BCR 20 1T of 10 Movembuee 2R, {0 [ 348,
111220086, p. 3R, & artenabed, contsening e detailed accowning
Pelires of the BOE, was repeaded and replaced by {hsuoun
ECH 20 21 of L] Movember 2000, OF L 35, 922011 p. 1,
with cflegl fowm 3 Decomber il

¥ These pulicies ane cotsisient with the proddsions of Amicle 264
+F Lhe Sauute of the BB, whach require o harmenased appesach
1o the Fules governing the accounling end financeb reponhing of

and transactions are booked on sheet.
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SDR was calculated as a weighted sum of the
exchange rates of four major currencies {the
L5 dollar, curn, Japanese yen and pound sterling)
against the sure as at 31 Decemnber 2010,

Marketable scounitics {other than those classified
as held-to-mamurity} and similar assets are valued
either at the mid-market prices or on the basis of
the: redevant yield curve prevailing on the balunce
sheet date, on a security-hy-security basis. For
the year ending 31 December 2010, mid-market
prices on 30 December 2010 were used,

Marketable securities  classified as  held-to-
maturity and lliquid equity shares arc all valued
3l cost subject to impairment.

Income and expenses are recognised in the
peried in which they are eamed or incurred.
Realized gains and losses arising from the sale of
forcign exchange, gold and sccurnitics are taken
to the Profit and Loss Account. Such realised
pains and losses are calculaled by reference to
the average cost of the respective assel.

Unrealised gaing are not recopnised as income
but are transferred directly w a revaluation
ACCOUAL

Unrealised losses are taken o the Profit and
Loss Account if, at the year-end, Lhey exceed
previous revaluation gains registered in the
comresponding revaluation account. Unrealised
losses on any one sccurily Of cufTency of on
gold arc not nctted against unrcalised gains on
other securities or currencies or gold. In the
event of an unrealised loss on any item teken to
the Profit and Loss Account, the average cost of
that item is reduced to the year-end cxchange
rate or markcet price.

Impairment losses are taken lo Lhe Profit and
Loss Accournt and are net reversed in subscquent

Kepari

years unless the impairment decreases and the
decrease can be related to an observable event
that oceured after the impainment was first
recorded.

Premiums er discounts arising on purchased
securities,  including those classified as
held-to-matority, are calcubated and presented
as part of interest inconie and are amorntised over
the remaining life of the securities.

Rowverse transaclions are opemtions wherchy
the ECB buys or sells assets under a repurchase
agreement or conducts credil operations against
collateral.

Under a repurchese apreement, scouritics are
sold for cash with a simultaneous agreement
to repurchase them from the counterpanty at an
agreed price on a set futurc date. Repurchase
agreements are recerded as coltateralised inward
deposits on the lisbility side of Lhe Balance
Sheet and lead te an intercst cxpensc in the
Profit and Loss Account. Securities sold under
such an agreement remain on the Balance Sheet
of the ECB,

Under a reverse repurchase aprecment, securitics
are bought for cash with a simullanecus
agreement to sell them back to the counterpanty
at an agreed price on & set future date
Reverse repurchase agreemenls are recerded
as collaterslised loans on the asset side of the
Balance Sheat but are not ingluded in the ECB"s
security holdings. They give rise to interest
income in the Profit and Loss Account.

Reverse transactions (including security lending
transactions) conducted under an automated
secirity lending programme arc recorded on the
Balance Sheet only where collateral is provided
in the form af cash placed on an account of
the ECB. In 2010 the ECB did not receive any
collateral in Lhe form of cash in connection with
such lransagtions,



Curreney instruments, namely forcign cxchange
forward tansactions, forward legs of foreign

represents the net claim or liability of each NCB
against the rezsl of the ESCH. Intra-Eurosystem
balances of curp arca NCB5 vis-a-vis the ECB
arising from TARGET2, as well as other

exchange swaps and other currency insir
invelving an cxchange of onc currency for
another al a future date, are included in the net
forcign cummency position for the purposc of
calculating foreign exchange gains and losses.

Inicrost rate instruments arc revalued on an item-
by-item basis. Daily changes in the varation
margin of open inlerest rate furures contracts
arg recorded in the Profit and Loss Account.
The valuation of forward mansactions in securities
and of inlercst rate sweps is based on generally
acgepted valuation meothods using observable
marketl prices and rates, as well as discount factors
from the settlement dates to the valuation date.

The values of assels and Habilities are adjusted
for events that occur berween 1he annua! balance
sheet date and the date on which the Governing
Council approves the financial statements,
il such events materially affect the condition of
assets and liahilitics at the balance shect date.

Imporant post-balance-sheet events that do not
alTect the condition of assets and liakilities at the
balance sheel date are disclosed in the notes.

Intra-ESCB  wansactions are  cross-bonder
transaclions that occur between two EU central
tanks. Intra-ESCB tansactions in gurp are
primarity processed wvia TARGETZ - the
Trans-European  Automated  Real-time Gross
scttlement  Express  Transfer  system  fsce
Chapter 2 of the Annual Report) — and pive rise
1o bilaicral balunces in accounts held between
Lthese EU central banks connected to TARGETZ.
These bilateral balances are then assipned o the
EC’B on a daily basis, lcaving cach NCE with a
single nel bilateral position vis-d-vis the ECB
enty. This position in the books of the ECB

intra-Eurosy d d in cuto
(e.g. incrim profit distobotions 0 NCBs),
are presented on the Balance Sheet of the ECB
as a single net assct or hability position and
disclosed under “Other claims within the
Eurosysiem (nety” or "Other lizbilities within
the: Eurosystem (nct)”. Intra-ESCB balances of
non-euro area NCBs vis-a-vis the ECB, arising
from theit panicipation in TARGETZL' arc
disclored under “Liabililies o non-cure arca
residents denominated in euro™,

Intra-Eurpsystem balances  arising  from
the allocation of ewro banknotes within the
Furosyslen arc ineluded as a single net
asset under “Claims related to the atlocation
of curo banknotez within the Curesystem™
(sec “Banknotes in circulation™ in the notes on
accounting policies).

Intra-Eurnsystem  balances arising from  the
transfer of foreign reserve assets to the ECB by
NCBs joining the Eurosy are d inated
int curg and reported under “Liabilitics equivalunt
to the ransfer of foreign reserves”™.

Fixed asscts, with the exception of land and works
of an, are vatued at cost less depreciation. Land
and works of an are valued at cost. Depreciation
is calgulated on a straight-ling basis, beginning
in the quaner after acquisition and continuing
over the peried for which the assct is expected to

be available for use, as follows:

Compers, related hardware

and sofiware, atd muetor vebugles & yEan

Equipmes, fuminre and plam

i burdding. 10 yars

Faned assets eogting bess than E10,000 Wrirlen off in the
year of acquisition

3 Asal 3l December 2016 the noosruns o SEHs padicipating in
TARGET were Buirapeus Hapoina Ganxa | Bulganan Manional
Bunk), Irnmarks Malwomalbank, leste Pank, Latvijes Banka,
Eieluvis bankas and Marodawy Bank Polsh.
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The length of Lhe depreciation period for
capizlised  building and  refurbishment
expenditure relating to the ECB’s cxisling
rented premises has been adjusied w ensure
that thesc assets are fuily depreciated before the
ECH moves Uo its new promises.

Costs incurred in rglation to the ECB's new
premises are recorded under the heading
“Assets under construction” if they comply with
the capitalisation criteria. Theee costs will be
mansferred 10 the relevant fixed asset headings
once the assets are available for use. For the
depreciation of the ECB™s now premiscs, costs
will be assigned 1o the appropriale components
and depreciated in accordance with the estimated
useful lives of the assets.

The ECP oporatcs a defingd bencfit plan for
its staiT. This is funded by assels held in a
long-term employee benefit fund.

On | June 2009 a new Pension Scheme for both
existing salf and new entrants was introduced
with a view to ensuning the plan's long-term
financial sustainability. Under this new scheme,
the compulsory contributions of the ECB and
the stalT were increased from 16.5% to 18% and
from 4.5% to 6% of basic salery respectively.
As was the case in the pasl, stafY can continue to
make additional contributions under the new
scheme on a volunlary basis in z defined
contribution pillar that can be used to provide
additional benefits.“The previous Retirement
Plan was frozen on 31 May 2009, and the related
righty acquired by existing staff were prescrved.

The liability recopnised in the Balance Shect in
respect of the defined bencfit plan 1 the present
value of the defined benefit obligation at the
balance sheet date, fess the fair value of plan
asects nsed to fund the obligation, adjnsted For
unrecegnised actuarial gains or losses.

Kepari

The defined benefit obligation is calculated
annually by independent actuarics using the
projeciod unit credit method. The present vaine
of the defined benefit obligation is «
by discounting the eslimated future cash flows
using a rate which is determined by reference to
markel yields at the balance shect date on high
quality curo-denominated comerate bonds that
have similar terms of manrity to the term of the
pension obligation.

Verifabad

Acluarial gains and losses can arise fom
expericnce adjusiments {where aclual oulcomes
arg different from the actuarial sssumptions
previously made) and changes in actuarial
assumplions.

The net amount charged to the Profit and Loss
Account comprises:

(a) the corrent service cost of the defined
benefits accruing for the year;

(b} interest at the discount raie on the defined
benefit obligation,

(c) the expected return on plan assets held
against the defined benefit obligation;

(d} any actuarial pains and losses arising from
post-croployment benefits, asing a “10%
corridor” approach; and

() any actuarial pains and losses ansing from
other long-term benefits, in their entirety.

Net cumulative untecognised actuarial pains
and losses on  post-employment  benefits
which exceed the preater of {a) 10% of the

4 The funds gccumnlated by a 20 member tueugh eeduntary
eontrnbutions can be used ot retinement be purchase an addional
permion. This pension is iveluded in the defined benefil obligation
from thar pomd on



present value of the defined benefit obligation
and (b) 10% of the fair value of plan assets
held against the defined benefil ebligation, are
amortised over the expecied average remaining
working Hves of the panicipating employees.

Unfunded arrangements are in place for the
posi-cmployment and other tong-term benefils
of members of the Executive Board of the ECB
and for the disability bencfit provisions for staff.
The expocted costs of these benefits arc accrued
over the Executive Board/stafT members’ terms
of office/emnployment using an  accounting
approach similar W that of defined benchit
pension plans. Actearial pains and losses are
recognised in the manner outlined under *Profit
and Loss Account” above.

These obligations are valued annually by
independent actuaries to establish the appropriate
liabiliry in the financial stawements.

The ECB and the eurp arca NCBs, which
together comprise the Eurosystem, issue euro
banknotes.* The toal value of euro banknotes
in circulation is allocated to the Eurosystem
central banks on the last working day of each
month in  accordance with the banknote
allocation key.*

The ECB has been allocated a sharc of 8% of
the total value of eure banknotes in circulation,
which is disclosed vnder the Balance Sheet
hability item “Banknotes in  circulatiom™.
The ECB's share of the total eure banknote
issue is backed by claims on the NCBs. These
claims, which hear inwcrest, 7 are disclosed under
the sub-item “Inua-Eurosystern claims: claims
mlated to the allocation of guro banknotes
within the Eurosystem” {ses “Imtra-ESCB
balances!intra-Enrosystem  balances”™ in  the
notes om aceounting policies), Interest income
on these clims is included in the item “Net
interest income™.

The ECB™s income on gurg banknotes in
circulation and income arising from securities
purchased under the Sccorities Merkels
Progamme 18 dug te the curo arca NCRBs
in the financial year in which it accrues.
The ECH distribules this income in January
of the following year by means of an intenm
profit distwribution.® It is distdbuted in full
unlcss the ECB’s net profit for the year is less
than is income eamed on euro banknoles in
circulation and securities purchased under the
Sccurilies Markets Programme, and subject to
any decisions by the Governing Council to make
mansfers o the provision lor foreipn exchange
rate, interest rate, credit and gold price rikks.
The Governing Council may also decide to charge
costs incurred by the ECB in conncation with the
issue and handling of cure banknotes against
income camed on eure banknotwes in circulation.

Taking account of the ECB's tole as a central
bank, the Executive Board considers that the
publication of a cash fiow statement would not
provide the readery of the financial stalcments
with any additional relevant information.

In accordance with Article 27 of the
Swamte of the ESCB, and on the hasis of a
recommendation of the Govemning Council,
the EU Council has approved the appeintment
of PricewaterhouseCoopers Aktiengesellschafi
WirtschaAspriifungsgescllschaft as the extemnal
auditors of the ECB for a five-year pericd up to
the end of the financial year 2012,

3 [eevswn ECHIOW2Y of 13 Jhegomber 2HD on the waue ol
cure banhnotes trecasth, OF L 35, 9 22011, p 26,

E  “Banknoae alfocation key" meeans the percentages tha result from
wahing inoe sccown the ECB™ share am the sl cum banknok
e ar uppiying thie subseribed capatal ki 1o the KHs® share
inn than 1wl

T Degnna EUE 2000 23 0l 25 Nowymiber 2010 on the allocaaon el
munctary income of the netional conerad banks of *Mensber Stares
whine currcy L the s decash, O L 35,9.2 2011, p 17,

& Ducision ECB2GIU 2L of 25 November 20018 on the meczien
istribatuen of the igume of the Eorguan Cenizab Bank oo cun
bankneaes i cureulenon and ansimg frone secundics purchased
wuder the Serunhes Markets Programme qrecasy, 0F L6,
11 L2001, p 35,
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As at 31 December 2010 the ECB held
16,122,143 ounces” of fine gold (2009
16,122,146 ounces). This slight reduciion was due
to weight differenoes anising under a substitution
programme Lhat the ECB initiated in 2010,
The euro equivalent value of this halding ingreascd
due to z significant rige in the price of gold during
2010 {see "Gold and foreipn currency asscts and
liabililics™ in (he noles on accounting policies).

This asset represents the ECB’s holdings of special
drawing riphts (SDRs} as at 31 December 2010,
It ariscs as the result of a two-way SDR buying
and selling arrangement with the International
Monelary Fund (IMF), whereby the IMF is
authorised to amange sales or purchases of
SDRs against euro, on behalf of the ECB,
within minimum and maximum holding levels.
For accounting purposes, SDRs arc teaicd
as a foreign cumrency (see “Gold and forsign
currency assels and liabilities” in the notes on
accounting policies).

These two items consist of batances with banks
and loans denominated in foreign currency,
and investments in sccurities denominated in
US dollars and fapancse yen,

Claums an 204 2009 Chunge
HUH-gr dred € £ E
resademtr

Currem

accounls LAL3 13238 Had 90597 39205 e
Money

marksl

depasils. RBLALT A4 636,971,303 244,480,539

Kepari

L] 1 Change
£ E €
ruidenls
Reverse
TEpurhae
AETEEMas 54,652,540 L] 54,632,540
Srcunty
invesiments  36,947961,732 1624040741 332U 12E 408
Tanal RERLLR LS I ERTT P A R N L ey
Flabmes o L] 200 Change
e area £ € €
revidents
Cument
srouumis 3,522 K40 e TS 1 444,904
Money
kel
deposin 4254 18201 3202915610 S6126T I
Reverse
repaurchane
BECSETAETILS: BB H5 1505 a 65 451 568
Tedal 4300557549 32005014TE 1032964073

The increase in the gure value of Lhese positions
in 2010 was mainly due o the appreciation of
the US dollar and the Japenese yen against the
eurg. Inceme reccived in 2010, primarily on
the US dollar pentfolio, also contributed to the
increase in the total value of these items.

The ECB's net foreign currency holdings of
US dollars and Japanese wyen,'® as  at
31 December 2010, were as follows:

Curreney in milkions
U'S dollors. 43,552
Japaniz yen [RUTRIT

9 s comespamds le M1l S tonmes.

1 These hubdings comprise assets mins liabilives denemonaced
i the giwgn bomgn rumeocy thal are subpect o fanngn
curreney revaluation. They are incloded under the headings
“¢lems on noossume arga rossbenls denominated o funngn
curreney”, “Clains on cute area tesidents deromineced o
Fargrs gurremcy”, “Aseruals anl mepad drpemss”, kb
10 furclo arcs residenns deneminaved in fareign cwmcney”,
14T bk L ) -

{liability side) and " Accnaels and ireoene collected inadyance®,
abus taking et svceunt Farmgn cxchange farward und swap
wansacibs whder off-balance-shect nems. Prace pans ob
[inane 2l mutruments denominated m feegn cumency ansimg as
& 7eslh of res alustions are not iscluded.



As al 31 December 2010 this item consisted
of 2 claim on a non-cure arcz conural bank in
conmection wilh an agreement on repurchase
transaclions established with the ECB. Under
thiy apreement the non-curg arca central bank
can borrow curo against eligible collateral in
order to support its domestic Hquidily-providing
opcrations.

As at 31 December 2010 this item consisted
mainly of an B reverse !
tansaction, conducted in the conxt of
covered bond lending operations (see note 9,
“Other liabilities to euwro area credit inslitutions
denominated in eurg™}

As al 31 December 2009 this item comnsisted
of securitics acquired by the ECO within the
scope of the cevercd bend purchase programme.
Under this programme, the ECB and the NCBs
purchased euro-denominated covered bonds
issued in the curo area. The purchascs under this
programme were fully implemented by the end
of June 2010,

In May 2010 (he Geverning Counci] established
the Securities Markets Programme. Under this
programme, the ECB and the WCBs may purchase
enro area public and private debt securities in order
w address the malf ing of cerain

of the curo arca debt sccuritics markes and to
restore the proper functioning of the monetary
policy transmission mechanisn.

The ECB's holdings of securities purchased
under both programmes al the ¢nd of 2010 were
as follows:

2000 2008 Change
£ € ¥

Cavered

b

punchass

prowumme  AEZBAIAE LIRLNOLON  IA41STIIER

Sevunties

Markeis

Programume 13,101,563, 262 0 13,101361,262

Tetal ITAZ5ATA.508  2R1EA2051 15.744,134 425

The Gevemning Council decided to classify the
socinities purchascd under both programmes as
held-m-maturity securities (see “Securities” in the
notes on accounting policies). As a resull of the
impairment sts conductiel as at 31 Decermnber 2010,
o impairments were recorded for these securities.

This item consists of the claims of the ECB
vis-i-vis the curo arce NCDBs relating to
the allocation of cure banknotcs within the
Eurosysiem (see “Banknotes in circulation”™ in
the notes on accounting policies).
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These assets comprised the following items on
31 Degember 2010:

M 2004 Change
[3 £ E

Tl
Lot nnd huelhpys 168,714,234 T6E.H11800 (97,5661
Computer bandware
and mullware TR TR S0T  THRTE3M60 AT T3V
Equpmen,
Turniture. plant i
building znd mowor
vehicles 30,325,142 29,786,515 538,627
Assets under
construclon LTIRE2IT 107410297 66974960
(hber hrmd acsets 1,525,084 1415991 LU
Total cost R TIIEN 450,145,443 TAEBIREL
Accumubuted
depreciation
Latl nned belciogs (74.968.599) 4 T0TALITEY (423323
Computer handvane
and sl {197 26956 (IEUTIEA0Y)  {H00E 549}
Equspmen,
fornitiare, plant m
building and mozer
wehaples [2HATR IS (IR SUAITEY 1284000,
Dnbeer fined Bosets (209,762} 200,762 L}
Totalancurmubited
dapreviatan (281.B06.668) (168362513 (13,544,146}
Net hook valor LBLAMAANS  ILANGSIN  GO1A TS

The increase in the calegory “Assels under
construction™ is due mainly to activilics related
to Lhe ECB’s now premises.

In 2009 assels with a cosl of €2.3 million were
included in the calcgory “Crher fixed asscts™.
In 2010 they were reclassified under the heading
“Assels under construction™ to teflect their
cument status. The comparative balance {or
2009 has been adjusted accordingly.

This item of the i of the
ECB’s own funds'' held as a direct counterpar.
to the capital and reserves of the ECB, as well as
gther financial asscts which include 3,211 sharcs
in the Bank for International Senlements (BIS)
at the acquisition cost of €41.8 million.
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The main components of this item are
as follows:

E bt {hunge

E € €

Current acguunts
in e 4377086 RMLELS  d4370.02%
Socurilees
demminated
in eur ITSH I, [66 11 295095956 239.0W.210
Revers
repurchess
Arremmis
in e 1669436200 470622051 | 19H.K14.140
Unbrer finzmeial
st 1853279 41,985,562 (32.283)
Tzl TAZAS0TIE  LLFISAS AN 1433 50000 T

The net increasg in this ilem was dug mainly
to the investment in the own funds ponfolio of
amonnts received from the NCBs as a result of
the increase in the ECB’s capital (see note 17,
“Capital and reserves™) and income received
in 2010,

This item is composed mainly of valuation
changes in swap and forward transactions in
foreign currency that were ourstanding on
31 December 2010 (see note 23, “Foreign
exchange swap and forward transactions'™).
These valvation changes are the result of the
conversion of such tunsactions inte their euro
equivalents at the exchange rales prevailing on
the balance sheet date, compared with the curo
values resulling from the conversion of the
transactions zt the average cost of the respective
foreign currency on that date {see “OM-balance-
sheet insiruments” and “Gold and foreign
currency assets and liabilities™ in the notes on
accounting polictes).

Valuation pains on oulstanding interest rate
swap b tiong arg alge included in this item
(see note 21, “Interest rate swaps'}.

Il Bepurchase spreentents condwered inothe comtexs of e
managemeenl uf the ewn funds portfubn are epocded wmeler
“Bundry"” on the lisbulitics side Giee vote 14,3, "Susdey™



In 2010 this position included accrued interest
receivable on the TARGET2 halances due
from curo area MCDs for the final month
of 2010, amounling to €364,7 million
(2009: €261.6 million), and accrued interest
receivable on the ECB's claims relaled to
the allocation of euro banknotes within
the Eurosysiera for the final quaner of the
year (sec “Banknowes in girculation” in the
notes on accounting policies), amounting to
€166.7 million {2009: €157.8 millien).

Also included in this item is accrued coupon
interest on seeurities (sec nole 2.2, “Bal

This item consists of the ECB’s share (8%)
of the ol euro banknotes in circulation
{se¢ “Banknotes in circulation” in the notes on
accounting policies).

In 2010 the Governing Council decided that
the euro area central banks would make
available for lending bonds bought under the
covered bond purchase programme. The ECB

with banks and sccurity invesiments, cxternal
loans and other external asseis: and Claims
on guro area residents deneminated in forcign
currency”, nole 5, “Securities of euro area
residents denominated in coro®, and note 7.2,
“Chher financial asscts™) as well as acerued
interest on other financiat assets.

This dterm is composcd mainly of positive
balances related to swap and forward transactions
in foreign currency that were outstanding on
3 December 2010 (see note 23, “Foreign
exchange swap and forward wansactions™).
These balances arise from the conversion of
such transactions inte their curo equivalonts at
the respective currency’s average cost on the
balance sheet date, compared with the euro
values at which the transactions were inilially
recorded {see “OIT-bal sheel
in Lhe notes on accounting policics).

A claim against the German Federal Ministry of
Finance in respect of recoverable value added
tax and other indirect taxes paid is also included
under this heading. Such taxes are refundable
under the terms of Anicle 3 of the Protoco! on
the privileges and immunities of the Eurepean
Union, which applies to the ECB by virue of
Article 39 of the Stetutc of the ESCB.

pl d these lending operati through
maiched repurchase  transactions,  wherchy
amounls received under repurchase agresments
are fulty and simultancously reinvesied with the
same counterparty under a reverse repurchase
agreement {see nole 4, “Other claims on curo
arca credit institutions dengminated in curg™),
As at 21 December 201¢ a repurchase agreement
conducted in the context of the vovered bond
lending operarions with a value of €33.4 million
remained culstanding.

This item comprises deposils by members of
the Euro Banking Association (EBA) which are
uged in arder to provide the ECB with eottateral
inrespect of lhe EBA's payments settled through
the TARGET2 system.

As at 31 Decewmber 2010 these liabilities
consisted mainly of balances held with the
ECB by non-ewrc arca NCBs arising from
trensactions progessed via the TARGET2 system
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(see “Intra-ESCB balances/inwa-Eurosystem
balances™ in the nows on accounting policies).

As at 31 December 2009 this itetn was composed

balances between the ECB and the NCBs.
Given the improvements seen in the functioning
of financial markews, the ECB confirmed in
carty 2010 the cxpimation of ils Wwmporery
liquidity swap lines with the Federal Reserve
on | Febroary 2010, However, in response
to the recmergence of stmins in US dollar
short-term funding markets in Europe, the ECB
and other central hanks decided Lo re-establish
the temporary U5 dollar liquidity swap facilities
with the Federal Reserve on 10 May 2010,
As a result of Lhe reactivation of the US dollar
liquidity-providing cperations, a liability to the
Federsl Reserve, amounting to €57 million,

was oulwtanding as a1 31 D ber 2010.

NCBs resulted in intra-Evrosystem balances.
Apainst the background of declining demand
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and improved conditions in the funding
markels, the ECB decided, in apreement with
the Swiss Matignal Bank, to stop conducting
Swiss franc liquidity-providing operations afler

These roprescnl the liabilities to the cure area
MCBs that arose from the transfer of foreign
reserve assels 1o the ECB when they joined the
Eurosysiem. Nu changes occurred in 2010,

These balances are remunerated at the lawest
available marginal rate for the Eurcsystem's
main  reflnancing  operations,  adjusted to
refleet a zero return on the gold componcnt
(see note 26.3, “Remuneration of NCBs' claims
in tespecl of foreign reserves transferred™).

Sinee
1 January 2004
£

Ratwnale Mok vin Helg Bangue
Menbomale de Belgwqee 1,397,303 847
Dicutsehe Bundesbank 10,919,1 10,274
Leniral Bank of |reland BT9438,667
Bank of Gresce L131,910,591
Hanca: de Equria &, TN A5, T5S
Ranejue di France & 192 13E 995
Banco o' ltalia T, 195,756,851
Leniral Hank of Cyprus TEMA3 TN
Bangpur centrale du Luxenbosry 100,138, 59T
1emiral Mank of kale 36,407,323
De Waderlandsche Bank 2207 463,391



S

L Inmuary 2k

¢

Cresterrexchischie Mationalhank 1118545 877
linoro de Ponugel 1R, 343,551
Banka Shovendje 189,410,251
Warodna banke Slovensia 399 5610
Swwrren Pankbe - Finlands Hank TALAZR S
Total AG AT, 21E

In 2G10 this item consisted mainly of the
TARGET2 batunccs of the curo urea NCBs
vis-d-vis the ECB (see “lawa-ESCB balances’
intra-Eurosystem balances™ in the notes on
accounting policics). The ECB had a nel claim
vis-a-vis the euro area NCBs at the end of 2009
but & net liability at the end of 2010, This liability
was due mainly to purchases of securities under
the covered bond purchase prog and

e

Due Erom gura arca
WCHs in respeat

ol TARGETT

Diuse 4o etar asea

CBs i respect

of TARGETZ

Dt 10 eurn area KOBs
o et af the inlgrim
distritution of the BUB's
meuemie derived From
bankmetes in ewrculation o

(435,850,610, 581 (317,085,155,903}

457075807507 304938011057

TAT.1 57441

L3ther {¢laims Pliabiliie:
within the Eurosysiem
etk

21,025255030 6359867425}

This item is composed mainly of waluation

the Securties Markets Programme in 2010
(see nole 5, “Securitics of curo area residents
denominated in eure™), which were settled via
TARGET2 accounts.

The reduction in the oulstanding amount
related to Lhe back-ln-back swap transactions
conducted with NCBs in connection with US
dollar liguidity-providing operations, as well
as the discontinuation of Swiss franc liquidity-
providing operations (see note 1 1, “Liabilities to
non-gure area residents denominated in curg™),
also contnbuted W the decrease in 1he net claim
and the creation of the net liability in 2010,

In 20¢9 this item alse included the amount due
to curo area MCBs in respect of the interim
distribution of the ECB's income derived from
banknotes in circulation. With respect to 2610,
the Governing Council decided to rewzin the Rull
amount of Lhis inceme, a5 well 25 income camed
en securilics purchased under the Securities
Markets Programme, and no related amounty
were due at the end of 2010 (see “Interim profit
distribution” in the notes on accounting policies).

t in swap and forwand transactions in
foreign cwrency (hal were outstanding on
31 December 2010 (see note 23, “Foreign
exchanpe swap and forward transactions™).
These valuation changes are the resull of the
conversion of such transactions into their euro
equivalents at the exchange rates prevailing on
the balance sheet date, compared with the curo
values resulting from the conversion of the
trangactions at the average cosl of the respective
foreign currency on that date {see "Off-balance-
sheer instuments™ and “Gold and  foreign
eurrcncy asscts and labililies” in the notes on
accounting policies).

Valuation losses  on  oulstanding  intcrest
rale swaps are alse included in this item
(see note 21, “lnlerest rate swaps™),

As at 31 December 2010 the two main itoms
under this heading were on
due to MCBs in respect of TARGETZ, amounting
1o €381.8 million (2009 €259.7 million),
and inlerest payable to the NCBs in respect of
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their claims relating to foreign reserves
mwansferred  w  the ECB f(see note 13,
“Intra-Eurosystem  liabilitics™), amounting to
€3456.5 million (2009: €443.0 million). Accruals
on financial instruments and other accruals are
also reported in this item.

Alsg included under this hoading is a contribution
to the ECB from the City of Frankfun of
€15.3 millien for the preservation of the listed
Grossmarkthalle building in connection with the
comstruction of the ECB's new premises. This
amount witl be nelled against the cost of the
building onge il comes into use (see nole 7.1,
“Tangible and intangible fixed assets™.

This item includes negalive balances related to
swapand forwardiransactions in foreigncurrency
that were outstanding on 3! December 2010
(rcc noic 23, “Forcign cxchange swap and
forwand transactions™). These balances arise
from the conversion of such trensactions
into their eurp cquivalenls at the respective
currency's average cost on the balance sheet
date, compared with the euro values al which

the Imnsactions werc  initially recorded
(see “OIT-bal aheat instr " in the
notes on accounting policies).

This  item also  includes  outstanding

repurchase  lansactions of €235.4  miilion
(2009: €146.6 million) conducted in connection
with the management of the ECB's own funds
{scc nolc 7.2, “Ohber financial assets™) and the
net liability in respect of the ECB's pension
obligations as deseribed below,

The amounls re d in the Bal Sheet
in respect of the ECB's pension obligations
(see “The ECB’s retirement plan and other
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post-employment benefits" in the notes on
accounting policies) are as follows:
e 2004

€ sral licns & mnilkicus
Preamt val: of hlgalens §55.5 w3y
Fair velue of plan assets [R2TR) [EERR)
Unrecogmised sctuanol
et (o (7L 24
Liability recognised o the
Halante Shiwt Y14 %

The present value of the obligations includes
unfunded oblipations of €522 miltion
(2008: €49 million) relating to the
posi-employment and other long-term benefits of
Executive Board members and to the disabiliry
benefit provisions for salf.

The amounis recognised in the Profit and Less
Account in 2010 in respect of “Current service
cost”, “Interest on oblipation”™, “Expected retutn
on plan assets” and “Net actuarial (gains)losscs

recogrised in the year™ are as fallows:

010 008
E sl ones € raillicnz
Cumrent service cosk EL .7
Tateaed i shly@ncn 218 42
Lapected retwn oo plan [FEXT] 9
LLT0..Y
Mea acruarial (gainsylosses.
reregnised 10 the year f1AI) (U]
Total inluded in
“Safl ceats'” 25K wr
Under the “10%  corrider™  approach
(see “The ECB’s retiigment plan and other
post-employment benefits™ in  the notes
on  accounting  policies), net  cumulative

unregognised actuarial gains and losses arsing
frem post-employment benefits exceeding the
greater of (2} 10% of the present value of the
defingd bensfit obligation and (b} 10% of the
fair value of plan assels, are amortised over the

d remaining working lives of

E! ']

the participating employees.



Up to 2009 acruarial gains and lesses on
other long-tertn  benefits {i.e. disability and
death benefits} were recorded in the Profit and
Loss Account in line with the “10% commidor™
approach. In 2010, owing b a chanpe in
methedology, these amounis wern recognised
in the Profit and Loss Account in Lheir entirety.
Cutstanding amounts in 2009 were not malenal
and nor was idered necessary.

Changes in the prosent value of the obligation
are as follows:

2000 2003
€ ouillicens E myllnma
Operung ohligamen 4439 N
Service eosl P 247
Intemems cosl Y 142
Comibutions pand by plan
paricipans ETS 21
Oither st changes in liabslines
represmiing plun parieipants’
contnbions. 43 1269}
Berchis paid (24 4.2}
Actuancl (oo b3 Wi
Closing ohlgalan 5555 IS

1) Thia incldes ranafers oo and from other penauen seheme.

Changes in the fair value of plan assels, in¢luding
those arising from voluntary contributions paid
by plan panicipants, are as follows:

2HD oy
€ miltions £ milliens
Cperuny far vadoe of plan ansets 332 26Y
Enperied e 1.X) ag
Acjuznal gamafine) LX) 687
Comribuliong paid by employer 4 7
Coniributions paid by plan
pastivipants 3 29
Beredlls paid 4.8 3.5
iHher not changm, o asts
TEICSENEHED plan pAApARE
eeniobuans 4.4 {2691
Closing fair value of plan asse LI 1312
definad

The actuarial losses for 2009 on the

5.50% that resulted in an increase in the liability
value, (b} preater than expected prowth in Lhe
value of the guaranteed bencfits; and () the
explicit inclusion of the obligation arising in
ton with dependents’  benefits,  Prior
to 2009 the {net) lahility for dependenis’
benefits was assumed to be immaterial and was
thus not cxplicitly included. Howewver, as this
liability has grown, it was decided to formally
include it in the caleulation of the defined benefit
obligation. Similarly, the cxplicit inclusion
of the corresponding assels in the actuarial
valuation resulted in actuarial gains on plan
assets amounting to €42.1 million, out of the
toal actuartal gains of €65.7 million for 2005,

The actuarial lesses of €463 million arsing
on the defined benefit obligation in 2010 wers
primarily duc Lo the decrease in the discount
rate from 5.50% to 5.00% and an increase in the
value of the guarantced benefits, These factors
were anly partially ofTsci by the reduction of the
assumed future increase in pensions fom 2.00%
to 1.65%.

As a result of the application of the annual
Capital Guarantee on 3] December 2008, and
given the loss of capital in the plan participants’
Core Benefit Accounts, the Governing Council,
acting on acruarial advice and in line with
the rules of the ECB's Retirement Plan, decided
in 2009 to make a supplementary contribution
of approximatcly €19.9 million out of (he
general assels of the ECB. This contmibution
resulted in an increase in lhe contributions
paid by thc ECB in 2009, compared with the
respective figure for 2010,

In 2009 amounts paid out of, as well as transfers
into and ot of, funds arising fom the voluntary
contributions  of plan  paricipants  were
included under “Other net changes in asscis

P ing plan pamicit * contributions",
In 2010 these #ems were included for

ional

benefit oblipation amounted to €97.0 miilion.
This amgunt includes the cffects of (a) the
decrease in the discount rate from 5.75% to

p under “Benefils paid”
and “Contributions paid by plan participants”
respectively and the comparative hgures for
2009 were adjusted accordingly.
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In preparing the valuations referred to in this
note, the actuaries have used assumptions
which the Exccutive Board has accepied For
the purposes of accounting and disclosure.
The principal assumplions used for the purposes
of calculating the staff benefits scheme lizbility
are as follows:

U 1N

-, I

Thsgounl rale 300 5.5¢
Ewperied refurn on plan aswers EAlh) .50
Genero] fsuee salory incrensss ' p) 20
T pensen oo L.ES 2

1§ [n auddivicn, all is made far ive individual salary
dncreases of up b §.5% per onoum, depending on dhe age of e

plan parlicipunis,

This item consists of a provision for foreign
exchange rate, interest rate, credit and pold
price nisks and other miscellancous provisions.
The latter include an appropriate provision for
the contractual ebligation of the ECB to restore
its current premises to their original condition
when they are vacated and the ECB moves to
its new site.

The Governing Council, laking into account the
ECB's large exposure to foreign exchanpe rate,
interest rate and gold price risks, and the size of
its I accounls, d d it appropriate
to cstablish a provision as ai 31 December 2005
for these misks. In 2009, following the
establishment of the covered bond purchase
programme {scc note %, “Securitics of eur arca
residemts denominated in eure™), the Governing
Couneil decided to extend the scope of the risk
provision to alsa cover credit rikk. This provision
will be used 1o the extent deemed necessary by
the Governing Council to offset Fulure realised
and unrcalised losses, in paerticular valuation
losses not covered by 1he revaluation accounts.
The size of and continuing Tequirement For
this provision is reviewed annually, based on
the ECB's assessment of ils cxposure to the
above rinks. This asscesment takes a range of
facters into account, including in particular
the level of holdings of risk-bearing assets,
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the extent of materialised risk exposures in the
curretit financial year, projected resulls for the
coming year, and a risk sssessment involving
calculatiens of WValues at Risk (WaR) on
risk-bearing assets, which is applicd consistently
ovgr time. 2 The provision, logether with any
amounl held in the peneral rescrve Fund, may
not cxeeed the value of the ECB's capital paid
up by Lhe euro area NCBs,

As al 31 December 2009 the provision fer the
above risks amounted to €4,020,445,722, Taking
the results of ils assessment into  account,
the Goveming {Council decided o tansfer, as at
31 December 2010, anamount of €1,163,191,667
to the provision oul of income arising from
sccurities  purchascd  under  the  Sceuritics
Markets Programme {see note 26.4, “Other
interest income;, and Other inlcrest expense™),
income on euro banknotes in  circulation
(see now 26.2, “Inlerest income arising from the
allpcation of curo  banknotcs  within  the
Eurosystem™) and other net income eamed in
2010. This transfer reduced the ECB’s net profit
for 2010 to €170,%31,395 and increased the size
of the provision to €5,183,637.338, which,
following the increese in the ECB's capital
(see note 17, “Capital and rescrves™, cquates to
the value of the ECB"s capilal paid up by the
euro arca NCBs as at 3t December 2010.17

ion bat

£ 1

These accounls rep
arising from unrcalised gains on asscts and
liabilities.

0 2009 Change

3 € ¥

Gold 1R0TEME0T1 BALEIOIEIT  4.660.442,432

Formgn cummey 6271075092 ROTWIAAML AL TR, T5E
Becurtics and

wthor istruments 2T64TS9E 426,64H9RS 4149, 7T0R)

Total 19.420,699,159 10915251958 B.715,447,.201

i2 See alsn Chapter 2 of the Annual Feport

13 The size of the nskh prowesion as st 31 December 2009 and
1| Degember 2010 ns well ps dhe feansfer 4o the nsk pravisioo
in 2010, are presented rourded 1o the neares enro.



The foreign exchange rates used for the
year-cnd revaluation were as follows:

lixghange mie e L
US daoblurs per cur 131362 1 e
Japansse yon per cwn 1 65 13316
Eure per SDR 11572 108K
Sowiss fncs per eur Mo usef 14436
Fupm per fine ounce of geld 1485414 Too 147

Pursuant o Anicle 28.1 of the Statute of the
ESCB, as well as Council Regulation (EC)
Ne 10092000 of & May 2000, the Governing
Council decided to increase the subscribed
capital of the ECB by €5 billion, from
€5.760,652,403 to €10,760,652,403, with elTect
from 29 December 2010,

Pursuant 10 Ariicle 28.3 of the Statute of the
ESCB. the Gowverning Council decided that
the eurp area NCBs would pay their additional
capital contributions of £3,482.575.000 in
theee equal annual instalments.”” Consequently,

shall be paid at the end of 201] and 2012
respectively.

In addition, the Governing Ceuncil decided to
reduce the percentage of the subscribed capital,
which the non-curo ares NCBs are required to
pay as a contribution to the operational costs of
the ECB, from 7.00% to 3.75%.% Conscquently,
on 29 December 2019 the non-euro area NCBs
paid up an amount of £€84,220, which represems
the differcnce between their coniribution of
3.75% on the increased capital and the amount
paid up before Lhe capntal increase.

There was no change in the ECB’s capital key
as a result of the capilal increase.

The combined e[Tect of the above decisions was
an increase in lhe paid-up capital of the ECB
amounting w €1,163,275,887, as shown in the
table below: '

b4 Dcision ECE 2010.20 of 13 December 2010 on the increase of
the Curopean Centml Bank's copatab, OJ L 411502000, p 53

i% Decision ECB 201627 of |3 Decomber 1090 un the paying-up
of the increase of the Luropean Tentml Bank's caprial by Lhe
mational cenual banky of Member Siates whose curreney i the
curo, QI L 11150 MM p. 54

b Drecision ECH X00G-2% of 13 December 2000 o the paying-up
on 29 December 2010 the NCBs of the vuro area of the Eurapear Centml Bank's capiial by the non-cure: arca
(in its composition as at that date} paid national eencral banks. OFL |1, 1517011, p. 56.
an amount of €1,163,191,667 as their fist " é":;::ﬂ:;“‘::z; :;:mu':’lim :blicu;:f;x:,

tal The T i w0 instalments may net add up dug le roumbing

Copl ey sece Subseribed cpiiel since Baid-up capinal siwe  Subseribed capieal on Paid-up eagical va
1 January 2008 1 Dawember 20M0 29 Docomsber 30 31 December 2000 31 Jlvember H09
%o € 13 € £

Naticnale Bonk von Belgit!
Banque Netionale de Belgique 242 261 010,385 130,157,051 E39 THLIRS 139,730,383
Dewtsche Bundeshank 159373 20T IO | Ak 533 Rad | =51 2,027 L,050,912,027
Vgntrad Haok of Intland LT LS Ef Rt R2av3, 25 fil 3 Hoh [ SRR
Bank of Grevee 19649 21 L4605 145,530,300 EL3E01050 113, 190,05%
Byt de i:npad W.ADD RY3, 564,51 BLb, b4, 51 4TH ML 5 T 4T, 564,576
B de France 14.22012 1,530,203 250 LM 253, 8% &19.233, 800 19,231,800
Banco 'Melin 12 4966 1,344 715 6RE GZH 162,355 719585, 6RE TP HEEGEE
entral Bank of £ ypros 01368 14,731,331 B, L6H, DAY TEKe.333 16,333

B cenbrale

du Lovembnumy D4 (LS00 L1975.536 [LACER ) HL063,560
Central Bank of Malta D0.0631 4300732 A4 b 3,640,732 3640,712
Die Mederlandsche Bank 3ARKT 419,156,339 256,216,334 21974339 225,746,338
Ohesterreichische Mationalbank L9417 T P30, SHA L b o 254 ELIRALSHE TIL%54 568
Baneo de Ponugal 17504 IRE. 354,460 107,793 EOOL 234 400 100,234,460
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Ll by smge Sa A ol sz Pacleurp capital nocee - Submenbed capitalaom Pad-up capital on
| Jauary K% 29 December M0 24 Docerber 2016 31 December 2008 31 December 2004
% L ¥ L €
Banka Slovenije 0.32RE 35361025 24,421,025 8541025 15,951,025
ot banka Sluvenska LR 14614364 31,501,040 W 39,944,764
Suomren Pankki -
Findands Jinok 1.283y 134,921,620 EAETNER EER TR T1201E0
Subtial for enra area NCBs B9 TRIS ASTRAM T ENLINIERS 4018445, 722 4,070,445,713
B nopna Soue
tBulpanan Naionel Bank] 08650 93467027 1508084 0,037,027 1,502,592
{eska narodni banka 1.4472 155,728,161 5534 806 43 368,161 SE3RTT1
Danoriarks MNatumzlbank 14438 [ELRA S 2 LR RE 45430 EXEASE L)
Eesh Pank 01750 L9241 56K 12239 b35S0 IzLEn
Latvags limka 03837 MsTRETL [NEFRL [LEPFEE [RELY: ]
Lictuvas bankss 04236 45,797,317 LTET 400 24507337 1716214
Mogyar Momzed Bank 1 3756 149,050,600 5,591,235 T9.R19,500 53ET372
Ny Hank Poliki LR S50, 7TE IR BT84, 137 2R3, D06, 9T 19,740,955
Barca MNegionalh a Ramdneen TAudd 265 1P6.2TH 044 Red 141,971 2TR 9,937,920
Swemipes Rikshank 12881 Tapetnsd ER LRt PMLORTO83 5,106,094
Banh of England 145172 LI62, 145431 18,580,454 EHLIFS 431 58,539 920
Katioral fiw non-eurs aréa
ANCBs 201088 J 258,830, 68F FEER. N1 LTI 206,681 [EIR IR ]
Tatal (LR 10,780,652 403 L0 A0 3,780,651 #03 4,142 268,159

The non-euro area NCBs are not entitled to
receive any share of the distributable profits
of the ECB, including income ansing from
the allocation of eure banknotes within the
BEuresystem, nor are they [iable o fund any loss
af the ECB.

Pursuant to Council Decision 2010041 /EU of
13 July 2010, taken in accordance with
Anticle 14002} of the Treaty on the Functioning
of the European Union, Eswnia adopted the
single currency on | January 201 1. In accordance
with Anticle 48,1 of the Stawe of the ESCB and
the legal acts adopted by the Governing Council
on 13 and 31 December 2010, Eesti Pank paid
up an amounl of €12,572,592 as a1 { January
2{1 1 in respect of its capital subscription to the
ECH. This amount takes account of the increase
in the ECB's capilal with effect (rom
29 December 2010, with duc consideration of
the extent t¢ which the additional capiial is
paid-up {sce note 17, “Capiwal and reserves™).
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In accordance with Aricle 48.1, in conjunction
with anicle 30.1, of the Statute of the ESCE,
Festi Pank transfpred forcign reserve asscis
with a tolal value eguivalent to €145 853,597 to
the ECB with effect from 1 January 2011
These foreign reserve assets comprised amounts
of Japanese ven in the form of cash, and gold,
in proportions of 85 to 15 respectively.

Eesti Pank was credited with claims in respect
of the paid-up capilal and for¢ipm rescrve asscts
equivalent to the amounts transferred. The latter
ig to be lreated in an identical manner to the
existing claims of the other curo arce NCBs
(see note 13.1, “Liabilities equivalent to the
transfer of foreign reserves™.

i Deiston ECH20LG 26 of 13 December 2000 on the increase
wf the burepaan (oot Wank™s capoal, €0 L LL, 1514000,
1. 51, Devssion ECB.IOIC M of 31 December 2010 on (e
Faympup af capatal, wransfr of fomign Tesee assets amd
conlsibutions by Exsts Pank mo the Eunepean Cemaral Bank's
reser s and provisoms, €31 18, 18 LE0LL p. 8 Agreement of
31 Drecember 010 berw een Ecst Pank and the Fusopesn Cetural
HanX regambing tbe chsem crodited 1o et I'ank by the Eunogenn
Crentral Bank under Armicle 3003 of the Seiske of tbe Eunopean
Syslem ef Central ltooks and ol Lthe Lumpean {enial Hank,
GICL 151000, p e



The ECB has an operational milc in the
administration  of two Euwropean fi ial

(2009: €2.] billion) were owswnding as at
31 December 2010,

In 2310, as parl of the management of the
ECB's foreign reserves, an appointed agent
entered into US  dotlar-denominated  security

stability-related  funding schemes  cstablished
in 2010 by the EU Council and the EU
Member States,

In accordance with Articles 122{2) and 132(1}
of Lhe Treaty on Lhe Functioning of the Curopean
Union and Articles 17 and 2] of the Statute of
the ESCB, as well as Anicle 8 of Council
Regulation {EUY No 4072010, the ECB
is responsible for the adminigtration of the
borrowing and lending ocperations of the
ELl under the Enrppean Financial Stabilisation
Mechanism, Under this scheme, loans w Ireland
for a total amount of €5 billion wete outstanding
as a1 22 Febmary 2011,

In accordance with Anicles 17 and 21 of the
Statutz of the ESCB (in conjunction with
Atticle 3(5} of the Framework Agreement
berween Lhe European Financial  Stability
Facility (EFSF) and Lhe Member States whose
currency is the euro), the ECB is responsible
for the edministration of EFSF [oans to
Member States whose currency is the euro.
Under this scheme, loans to lreland for a wtal
amount of £4.2 billion were outstanding as at
22 February 2011,

As pan of the management of the ECB's own
funds, the ECE has an automatcd sccurity
lending propramime apreement in place, wherchy
an appointed agent enters into sgourity lending
mansactions on behaif of the ECB with a number
of counterpantics, desipnated by the ECB as
cligible counterparties. Under this agrecment,
reverse [ransactions with a value of €1.5 billion

lending t1 ions with cligibl parics
on behalf of the ECB. No transactions remained
outstanding as at 31 December 2010,

Intcrest rate futures are used as pad of Lhe
management of the ECB's foreign reserves
and own funds, As at 31 December 2010 the
fullowing transactions were oulstanding:

Farzign Pl Pt Change
Loty Contrat vadue  Centragt value
eTest raie E € €
[ELE ]
Purchases 452,539,141 541,515 368 {R2984.227)
Sale 1LIS1ME506  2T0ARITT0E 1455 165,16T)
Cur inlerest Mo parh) Change
e funres Comiract valoe  Comrad value

3 € €
P hacey o ELECTEE TR = He PN T
Sales o ITGO00.000  §3T9.000,000)

Interest rate swap transactions with a contract
value of €742.4 million (2009: €724 .4 million)
were culstanding as at 31 December 2010,
These transactions were conducted in the
context of the management of the LECD's
fnrc;'gn TCHCTVCS.

A forward purchasc of 2 security in the
amourt of €92 millien remained ouvtslanding
as at 31 December 2010, This ransaction was
conducted in the context of the management of
the ECB’'s foreign reserves,
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The following forcign exchange swap and
forward  trensactions remeined  ouwtstanding,
in the conlext of the management of the ECBs
foreign reserves, as at 31 December 2010:

Fentiyn cachonge 20 i {haoge
swap and forwand E £ 3
transaciuans

Claims | EATARSEI0 | LT OMA.280 579 557,240
Liabilitecs 1740464038 | DOBS62,032 931,002,004

Forward claims gn NCBs and labilities to the
Federal Reserve, which arose in connection with
the provision of US dollar lguidity 1o Eurnsystem
counterparlics {%ce¢ note tl, “Liabililies to
non-eure area residents denominated in euro™),
were outstanding on 31 Decernber 2010,

In accordance with Anicle 141(2) of the Treaty
on the Functioning of the European Union
and Adicles 17, 21.2, 43,1 and 46.1 of the
Statute of the ESCB, together with Adicle 9
of Council Regulation {EC) No 332/2002 of
18 February 2002, as last amended by Council
Regulation (EC) No 431/2009 of 18 May 2009,
the ECB continues to be responsible for the
administration of the borrowing and lending
opcrations of the EU under the medium-term
financial assislance mechanism. Under this
scheme, toans from the EU o Latvia, Hunpary
and Romania for a tolal amount of €12.1 billion
were oulstanding as at 31 December 2010,

In the context of the loan facility agreement
between the Member States whose currency is
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the euro® and Kredi It fiir Wiederauibau,
as lenders, the Hellenic Republic, as the
borrower, and the Bank of Greeee, as the
agent of the borower, and pursuamt to
Articles 17 and 21.2 of the Swawute of the ESCE,
as well as Ardicle 2 of Decision ECB/2010/4.1
the ECD is responsibie for processing all related
payments on behalf of he lenders and (he
borrower. Under this scheme, pooled bilateral
loans for the bencfit of the Hellenic Republic
amourling to €21 billion were outstanding as at
31 December 2010,

An action for damages was broughl against the
ECB before the Counl of First Instance of the
European Communitics {CF1}* by Document
Security Systems Inc. (DS31}, alleging that the
ECB had infringed a DS5l patent® in the
production of ewro  banknotes. The CFI
dismissed DS51's action for damages against
the ECB.¥ The ECB is corrently pursuing
actions to revoke the patent in certain national
jurigdictions and has already succeeded in
revoking it in & number of jurisdictions.
Furthermore, the ECB firmly maintains that it
haz in no way infringed the patent, and will
consequently also enter a defence apainst any
infringement action brought by DSS1 before any
competent national court,

B ther than the 3lelims; Republee and the Fideml Bemblic of
Gemany.

H Acting inthe putlic inderes). subpect Lo dbe ensdructivns of and with
the berefin o the puarancer of the Faberal Republic of Gemeny.

H Decson ECE2NI0DE of 0 Moy IM0 concerming e
managernenl of pooded Bulaberal losns for the benefit of e
Hellenwe Republic and pmemding Decision EBCE 000707 00 L 119
1352010, p 24

11 Fotlowng the eniry e force of the Treaty of Lisbon on
L Deverber 2004, 1he nante of the Coum of Firsl Iostance was
chonged 1a the Generat Courl

13 DES[s Eurepean Patem o 0455 TS0 B

X rder of the Coun of Fast Instanee of 5 Seplember INAY.
Case T-29505, Avaiteble o www.cufia cumpa.cu



As a result of the CFI's dismissal of DSS['s
action for damapes apainst the ECB, as well as
the ECB's sucoessful actions to date in a number
of national jurisdictions to revoke national
portions of DSSI's patent, the ECB remains
confident that the possibility of peymens to
DSSEis remote. The ECE is actively tmonitoring
all developments in the continuing litigation,

hnawa



This ilerm inct intergst net of
interest expense, in respect of the ECB's net
forcign rescrve assets, as fillows:

20 b Change
€ E £

Enlerest income
DL CLLTE ML BCECUTE 1 328,753 13108 {5120
Everrst inooime on
mency okl depemils I3 BASA66  1TAHLTHT QLEITORL
Eolent smcoeme an
FEVETSE feprichase
A rmemens il b} 1,524,055 1148193
bzt sncome
ol securities JXET0900 GBI RATMG (IR D00
et inceredr enedame
4mLi0lerT Tk son 3511,663 TAMET i3 TeL G
Tt inlerest Income
ot owap and forwand
tramsactiens in
Foreign currency 6521 H1 TIIG6RS  {2.980,342)
Incwme on fordgs
FEOrVE ansety 366,833,151 TIMEMA (IMARLLE
Inlerest expenas on
CurrE Agcounts FLA L] 1219, 4} 211,008
Netimermst expense
o TP e
ayrecments GLNSR]  (HMDIKTE 255429
lnierest incame
on forelpa ressree
atypty {net) 366179475 TOUHIAIT (3H0T

The overall decrease in nel interest income
in 2010 was due mainly o lower nct intcrest
income generated an the US dollar pertfolio.

This item censists of the interest income relating
to the ECB's share of the lotal curo banknote
issue (see “Banknotes in cireulation™ in the notes
on ing policies). | on the claims
of the ECB in respect of its share of banknoles
is eamed at the latest available marginal rate for
the Curosystem's main refinancing operations.
The decrease in income in 2010 mainly reflected
the fact that the average main refinancing rate
was lower than in 2009,
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Kemuneraton paa (o eure area NS on their
claims on Lhe ECB in respeet of the foreigm reserve
assets ransferred under Article 30,1 of he Sihite
of the ESCE is disclosed under this heading.

These  items  include  interest  income of
€3.8 billion (2009: £4.0 billion) and cxpecnscs
of €3.9 billion (2009: €3.7 billion) on balances
arising from TARGET2 (see note 13.2 “Other
claims/Tiabilitics within the Eurosystem (net)”,
and mote |1 *“Liabilities w non-euro area
residents denpminaled in eure™).

These items also include net income of
£140.4 million and €438.0 million on the seenritics
purchased by the ECB under the covered bond
purchase programme and the Securitics Markets
Pro ively. I i and

expenses in respect of other assets and labilities
denominaled in curo, as well as interest income
and intercst expensc arising from the US doilar
and Swiss franc liquidity-providing operations,
are also shown under these headings.

vily.

Wet realised  pains  arising  from  financial
aperations in 2010 were as follows:

il pliiY
€ E €
et eealsed
priee gains on
securdies, inlerest
e flares and
inueres rale swaps 400,588,711

63594643 (103005930

gold price gans L3 724606  S3RAGLATS (525277859

Pt remluand
EAins ansing
frorm (el
DTS 474,383,327

L1GZ597,198  162R,253,791)



In 2010 this item included net realised price
gains on sales of sccuritics and net exchange
rate gains on forgign currency outflows.

In 2009 net realised exchange rate and pold
price gains arpse, mainly pwing to the sale of
1,141,248 ounces of fine gold in asccordance
with the Central Bank Gold Agreement, [n 2010
no such sales ook place.

2010 Change
t € E

Unrealissd price

Tosses on secunles | EA 24T AT

Uneealined prce

Iusses on inlerest

134,163,743 {150,053,760

rale wwups {IDIE3HA1  43,77a304)  {7,19,54%
Unrealissd evebannr
e ko FLR-ET) L3591 [&EHY

Taeal write-dooms  {F95,21343T) (37939649} 157271758y

In 2010 this cxpense was dug mainly to the
write-down of the acquisition cost of a number
of sceurities shown on the Balence Sheet to their
market value as at 30 Degember 2010,

Dividends received on shares which the ECB
holds in the BIS {sce note 7.2, “Other financial
asscl™) are shown under this heading.

Other miscellancoys income during the year
arose mainly from the accrued conttibutions
of the euro area NCDBs w the costs incurred by
the ECB in conneclion with a major market
infrastructure project.

Salaries, allowances, swil insurance and
other miscellancous costs of €167.7 million
{2009: €158.6 million) are included under
this heading. Also included in this item is an
amount of €288 million (2009: €28.7 million)
recognised  in ion with the ECBs
retirement plan and other post-employment
benefits (see note 14.3, “Sundry™). Siafl costs
of €1.3 miliion {2009; €1.2 million) incurred in
connection with the consmuction of the ECB's
new premmises have been capitalised and are
exciuded from this ikem.

Salarics  and  allowances,  including  the
emoluments of holders of senior management
positions, are modelled in ¢ssence on, and are
comparable with, the remungration scheme of
the Evropean Union.

Members of the Executive Board reccive a basic
salary and additional allowances for residence

ol el Change
3 E E

Inceme feom fecd and

L T 11tth1 LI AL L)

Enpenses relacing fo

Tecs and commussions (1519478 (6954260 (424052

Metenpense from fees

D £0TETISHOGS ILARMTE 6M0r (1393007

In 2010 income under this heading e d

of penaltics imposcd on credit institutions for
non-compliance with the minimum reserve
requirgments. Expenscs relame to foes payable
on current accounts and in connection with
interest rate futures wansaclions (see now 20,
“Interest rabe fatures™).

and rep ion. In the case of the President,
an olficial residence owned by the ECB is
provided in licu of a residence allowance.
Subject to the Conditions of Employment for
S1afT of the European Central Bank, members of
the Exceutive Board are entitled 1o household,
child and cducation alipwances, depending on
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their individual circumsiances. Basic salaries
are subject to a tax for the benefit of the
Enropcan Union as well as 1o deductions in
respect of contributions to the pension, medical
and eccident insurance schemes, Allowences are
nan-laxable and non-pensionablc.

Basic salarigs paid 1 members of the Exceutive
Board in 2010 were as follows:

wie T
[3 E

Jean-{lawde Trchel {President) I6IRED 160612
Loas 3. Pammlers { Yice Froinbent
until Mey 2010y 131370 RG9S
WViter Comppineie | YicesFroakent
sunee June 21L0) LRIDIE
Grertrade Tumpe-Gugersll
tBoard Member) 262 T2 257 588
José Monus] Gonzdler-Plimme
{Board Member) 262,724 257,568
Lorenzo Bim Smaghi | Board Member) 162728 257564
Jiirgem Senrk { Hesrnd Bfemiber b 2621 157,563
Tol 1LT06Y 1699980

The 1otal allowsances paid 1o the members of the
Executive Board and the ECB’s contributions
to the medical and accident insurance schemes
on their  behalf amounted o €660,731
(2009: €614, 879, Iting in 15tal cmel ¥
of €2,394,794 (2009: €2,314,859).

Transitional payments are made to former
members of the Executive Board for a limited
period aficr the end of their terms of office.
In 2010 these paymenis and the ECB's
contributions to the medical and accident
insurance  schemes  of  former  members
amounted to €34,868, while no such payments
or contributions were made in 2009, Pension
meyments, including relatod  allowances, to
former members of the Executive Board or their
dependents and contributions to the medical
and agcident insurance sch amountcd to
€354,349 (2009: €345,410).

At the end ef 2010 the actual full-time equivalent
number of safl holding contracts with the ECB
was 1,607,% including 156 with managenal
positions. The change in the number of stafl
during 2010 was as follows:
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2oo 2009
Total staflas 2l | January 1363 [21)
Mrwsomers'change of contrastual
slabus s im
Resignations.end of cootmdt 1303} {253)
Byt iocrease![deeraas] due
changes in part-time warking pamems [H] iy
“Tutal wtall 2 w 31 Bevember 1,507 1,563
Average number of stall eoployed (K12 1330

These cover all other current expenses relating
to the g and i e of premi
goods and cquipment of a non-capital nature,
professional fees and other services and supplies,
together with staffrelated expenses including
repruitment, relocalion, instatlation, training and
resettlement expenses,

This expense is mainly due to the cross-bonder
ranspomtation of euro banknoles berwesn banknote
printing works and NCBs, for the delivery of
new banknotes, and between NCBs, for the
compensation of shonages with surplus stocks,
Thrse costs are borne centralty by the ECB.

4 Staff on unpard [eove ore excluded This number ncludes stadf
with permanen. fined or shor-tear concracs and she faricipan.
in the ECE's Gmdunte Progrmumme. Sl on motemiky er
lenng-rerm sick leave are Bl bl uded









This note is Aot pari of the financial staiemenis
of the ECB for the year 2000

In respect of 2009 the full income carned
on the ECBE™s share of total cure banknoles
in circulation, amounting to €787 million,
was distributed w the eurc arca MCBs on
5 Junuary 2010, in proportion o their paid-up
shares in the subscribed capital of the ECB.
In respect of 2010, following a decision by the
Govemning Council, the full income camod on
the ECB’s share of euro banknotes in circulation
and sccuntics purchared under the Securitics
Markets Programme, amounting to €654 million
and €438 million respectively, was wansferred to
the provision for forcign cxchange rate, intercst
rate, credit and gold price risks and therefore no
interim profit distnbution took place.

Pursuant to Article 33 of the Statute of the ESCB,
the net profit of the ECB shall be transferred in
the following order:

{a) an amount to be determined by the Governing
Council, which may not exceed 20% of the
net profit, shall be ransferred to the general
reserve fund subject to a limit equal to 100%
of the capital; and

(b} the remaining net profit shall be distibuted
to the sharchotders of the ECB in proportion
to their paid-up shares.

In the event of 2 loss incurrcd by the ECB, the
shortfall may be offset apainst the peneral
reserve fund of the ECB and, if necessary,
following a decision by the Governing Council,
againsl the monelary income of the relevant
financial ycar in propertion and wp to the
amounts allocated w the NCBs in accordance
with Arnticle 32.5 of the Statute of the ESCB.

The Governing Council decided on
3 March 2011 to make no wansfer to the general
reserve fund and o distribute the profit for 2010,
amounting w €171 million, to the ewre area
NCBs, in proportion to their paid-up shares.

Non-¢urc area NCBs are not entitied to receive
any sharc of the ECB’s profit, nor arc they liable
to fund any loss of the ECB.

1010 2005
E £

Profit far the year 170,433,395 2253,186,104
latenim distnbunan of ey
om the ECB's sharc of the
curn hanknedes 10 eincobalion
and on securmies purchased
uraber the Sevuntigs Markets
Programme " LTI L DR E R L
ProiL foor the year afler
disinbution of income on
the 1CH's share oof the dyms
banknores in carculuckon and on
runtes patchasel ulber ihe
Securities Markers Progremme IT0R31, 395 b dub, (28663
Distnbution of profiflo NCBs (190 M3E395) {1 A8 D2R,&63)
Total o i

L] The Secumlics Markeds Progmmme was esteblished an
May 2060,

b Under Article 125 of the Starwe of the ESCH, the sum of the
ML monctary meeme <hall be allocstisl 0 the NEC#Es n
proqearion o cheir paid-up shares in e capaal ofhe ECH.
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6 CONSOLIDATED BALANCE SHEET OF THE
EUROSYSTEM AS AT 31 DECEMBER 2010

(EUR MILLIOHS)

ASSETS

1 Gold and gold receivables

2 Clalms oo non-euro area residents
denominated in foreign currency
2.1 Receivables from the IMF
2.2 Balances with banks and security investments,
exlemal loans and oiher externzal assets

3 Cleims on euro area residents denominated
i fareign cucrency

4  Cleaims oo non-euro ared residents denominated in cure
4.1 Balances with banks, seeurity investments and loans
4.2 Claims arising from the credit facility under ERM 11

5 Leading to euro area credit institutions relaled
tn manetary policy aperations denominaled in euro
5.1 Main refinancing operations
52 Lomper-term refinancing operations
5.3 Fine-nuning reverse operations
3.4  Struclural reverss operatigns
5.5 Marginal lending facility
5.6  Credits relaied to margin calls

&  Other cleims on eurs area credit institutions
denominated In ¢urg

7 Securities of euro area residents denominated in eurs
7.1 Securities held for monstary policy purposes
7.2 Other securities

8 General government debt denominated in euro

4 Other assets

Taotal assets

Totalwisubbals may nod sid up duc 1o mownding,

keport

31 RECEMBER
2010

367,402

224,001
71,319

152 681

26,940

12,603
22,603
¢

546,747
227,865
293,217
20623
o

25

17

45,655
457,415
134,829
322.5%6

34,954

276,493

2,002,218

3 DECEMBER
2009

286,919

195,479
62,799

132,680

32,151

15153
15,193
0

749,890
79277
669,297
0

0

1,289
27

26,282
326,652
28,782
299,870
171

252,288

1,903,024












The following Lable lists the legal instruments
that were adopted by the ECB in 2010 and
published in the Official Joumal of the ily gstablishment and published in the Official
Eurcpean Union. Copies of the Official Journal

can be obtained from the Publications Office  the ECB's website.

ECE/2010/1

ECB2010/2

ECB/2010/3

ECB/2010/4

ECB/2010/5

ECB/2010/6

ECB/2010:7

ECB/2010/8

ECB/20104%

ECB/2010010

ECB/2010¢11
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Guideling of the Burcpesn Central Bank of 4 March 2010
amending Guideline ECB/I000T on monstary  policy
instruments and p 1 of the Burosyst

Guideline of the European Central Bank of 21 Aprit 2010 on
TARGET2-Begurities

Decigion of the European Central Bark of 6 May 2010 on
temparary measures relating o the eligibility of marketable debt
instrumenty issucd er guaraniced by the Groek Government

Decision of the European Central Bank of 10 May 2010
concemning the manzgement of peeled bilaleral loans for
the benefit of the Hellenic Republic and ding Dexisi
ECE20007

Decision of the Burcpean Cenwal Bank of 14 May 2010
establishing a securities markets programme

R dation of the Eurvpean Central Bank of 1 July 2010
{0 the Council of the European Union on Lhe exlenal auditors
of Nérodnd banka Slovenska

Regulation of the European Central Bank of 23 July 2010
amending Repulation ECB/2001/18 concerning stalistics on
inlerest rates zpplied by ¥ & ial instituti o
deposits and loans vis-d-vis households and non-fi
corporations

Deeision of the European Cemtrat Bank of 27 July 2010
amending Decision ECB/2007/5 laying down the Rules on
Procurement

Decision of the European Central Bank of 29 July 2010 on
aceess to and usc of certain TARGET2 dala

Decision of the Evropean Central Bank of 19 August 2010 on
pli wilh slatistical roperting requi

Recommendation of the Europcan Centul Bank  of
23 August 2010 to the Councit of the European Union on the
external auditors of the Banca d'Italia

of the European Union. For a list of all the
legal instruments adopted by the ECB since

Journal, see the "Legal framewerk” section of

OIL 63,
12.3.2010,p. 22

OJL 118,
1252010, p. 65

OIL 117,
11.5.2010, p. 102

oIL 119,
13.5.2010,p. 24

OJ L 124,
20.5.2010, p. &

OIC 134,
£7.2010,p. 1

OJ L 186,
2B.7.2010,p. 23

DI L 238,
9.9.2010, p, 14

OJL211,
12.8.2010.p 45

OJL 226,
28.3.2010, p. 48

o) C 233,
2822010, p. 1



ECB/2010¢12

ECB/2010/12

ECR/2010/14

ECB/2010/13

ECB/2010/16

ECB2010/17

ECB2010/18

ECB2010/19

ECB/2010/,20

ECB/2010:21

ECB/2010/22

ECB2010/23

Cuideline of the European Central Bank of 15 September 2010
amending Guideline ECB/200%2 on a2 Trans-Ewopean
Automaled Real-time Gross serlement Express Transfer
system (TARGET2)

Cuideline of the European Central Bank of 18 Seplember 2010
amending  Guideline ECB/20MF7 on Monctary Policy
Insouments and Procedures of the Eyrosysiem

Decision of the European Central Bank of 16 September 2010
on (he authenticity and finess checking and recirculation of
curo banknotes

Decision of the European Central Bank of 21 September 2010
copcerning Lhe admirjstration of EFSFE lpans t9 Member States
whaose currency is the curo

Recommendation of the Ewopean Central Bank of
# October 2010 o the Council of the Evropean Union on the
cxlernal auditors of Ecsti Pank
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amending Decision ECB/2007/7 conceming Lhe terms and
conditions of TARGET2-ECH
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OJ L 281,
5102010, p. 6

OJ L 287,
9.10.2010, p_ 21

OI'L 267,
9.10.2010, p. 1

OJ L 253,
28.9.2010,p. 58

0J C 282,
19.10.2016, p. 1

0J L2758,
20.10.2810, p. 10

OJ L 285,
30.10.2010, p. 37

0J L 250,
6.11.2010,p. 53

OJ L 35,
22011, p. 31

QJ L35,
92201, p. 1

0J 1330,
15.12.2010, p. 14

oJL 35,
922011, p. 17

hnawa



ECB/2010/24

ECE/2010/25

ECBA010/26

ECR/2010/27

ECR/2010/28

ECE/2010/29

ECE/2010/30

ECB/2010/31

ECB/2010/32

ECBA2010/33

ECE/2010/34

Kepari

Decision of the European Central Bank of 25 November 2010
on the imterim digtribution of the income of the Ewropean
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The fellowing table lists the opiniens adopted For a list of all the cpinions adopted by
by the ECB in 2010 and carly 2011 under the ECB since its establishment, sec the
Articies 127(4) and 282(5) of the Treaty “Legal framewerk” section of the ECB’s
and Anicle 4 of the Swatute of the ESCB. website.
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Eurcpean Parliament and of the Cowncil 20.1.2010,p. ]
establishing a European Banking Authority,

a Euwropcsn [nsurance and Occupational
Penstons Authority and a Europezn Securities
and Markets Authonty

CON2010/6  Council A propesal for a directive of the European OJC15,
Parliament and of the Council amending 26.1.2010,p. 1
Directives 200377 1/EC and 2004/104/EC

CON/2010/19  European A Council ree i ontheappoi OIC 58,
Council of the Yice-President of the European Central  10.3.2010,p. 3
Bank
CON2010/23  Council A proposal for a dircetive of the European OJ C 87,

Parliament end of the Council amending 1.4.2010,p. |
Directives 1998/26/EC, 2002/87/EC, 2003//EC,

2003/ 1EC, 20047 /EC, 2004/ 39 EC, 2004/ 1 09/

EC, 2005/60MEC, 2006/4R/EC, 2006/4%/EC,

and 2009/65/EC in respect of the powers of the

Eurgpean Banking Authority, the European

1 e and Occupational  Pensi

Authority and the Ewopean Sceuritics and

Marken Authority

CON2010/28  Council A proposal for a Council regulation amending  OJ C 103,
Regulation (EC) No 4792009 as regards the  22.4.2010,p. 1
quality of statistical data in the context of the
excessive deficit procedure

CON{2010/52  Council A proposal for a Counci! regulation amending — OF C 190,
Regulation (EC) No 974/9% as regards the 14.7.2010,p. 1
introduction of the curo in Estonia and a
propogal for a Counncil regulation amending
Regulation {EC) No 2866/ as regards the
conversion 1aic Lo the ¢ure for Estonia

1 Conuuttations are numbered in the order o which te Govening Cowneil adopund e
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Couneil

A proposal for a directive of the European 0J C 223,
Petliament and of the Council amending 18.8.2010,p.1
Direclives 2006/4R/EC and 20064%EC as

regards capilal requirenents for the rading

book and for re-securitisations, and the

supervisory review of remuneration policies

A proposal fora Ce i gulation laying OJ C 252,
down detailed rules for the implementiation 18.9.2010,p, 1
of Council Regulation (EC) No 2494135 as
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Regulation {EC) No 2454/97

Two proposals  for 1 on the OFC278,
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A proposal for 2 regulation of the Evropean OJ C 337,
Parliament and of the Council amending 14,12.2¢10,p. |
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A propoesal for a regulation of the European ©OJ C 57,
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derivetives, central counterparties and made

reposilorics
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Parlimmert and of the Council amemding 26.2.2011,p. 1
Directives 9878EC, 200287EC and 2006/48

EC as repards the supplemenlary supervision of

5 tal emtitics in a fi inl conglomerate

A recommendation for 2 Council decision OJ C 60,

on arrang for the R of tha 252.2011,p.1
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Monaco

A praposal for a Dircetive of the Eurap Nel yet published
Parliament and of the Council on deposit in the (Official
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the European Parliament and of the Couneil
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Not yel published
in the (ffcial
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CON/2010/2

CON/2010/3

CON/2010/4

CON2010:7

CON/2010/8

CON2010/%
CON2010/10

CON2010/11

CON0T0/E2

CON/2010/13

CON/2010/E4
CON0TOS

rungary

Estonia

France

France

Belgium

Greece

Finlang

Hungary

Sweden

Romania

Hungary

Poland

Ireland

1ne reproaacuon of forint and curo banknotes and
of farint and euro coins in Hongary

A pew lepal framework for the production of nationat
statistics

Cerwin measures concerning banking and financial
regulation

The merper of the banking and insurance licensing
and supervisory authorities

Recovery measures that apply to undenakings in the
banking and financial seclor; the supervision of the
fi 1al sector and fi ial services; and the statutes
of the Natipnale Bank van Belgié/Banque Mationale
de Belgique

Restructuring of business and profasional debts
vwed to credit institutiony, and credit burean data
ProCessing

The consolidation of deposil banks

The Magyar Memzeti Bank's tasks, the structure end
legal swatus of the Hungarian Financial Supervisory

Authority and the of the Fi ial
Subility Council

The sccond prelongation of the Suale recapitalisarion
scheme

The specizl administration procedure ipitiated by
Banca Nationald a Romdniei for credit instiutions in
distress

The tasks of the Megyar Nemzeti Bank telating to
Hungary's bership of Lhe International M ¥
Fund

Measures Lo support henk lending (o businesses

Ireland’s hilateral borrowing agreement with the
International Monstary Fund

2 In December 2004 the Goverming, Courel deerded thot ECB opinions issued at the neguest of naimenal authonies waabd, a5 8 ne,

b published immediately following ther slomien and

o the Ming: Bucherity.

3 Conuuttations are numbered in the order o which the Governing Couneil adopund then
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CON2010/29

CON/2010/30
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CON/2010/32
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CON/2010/34
CON2010/35
CON2010/36
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Estonia

Greece

Latvia

Eslonia

Greece

Austria

Denmark

Bulgeria

Finland

Slovenia

Sweden

[reland

Hungary

Poland

Greece

Greeee
Estonia

Greece

Preparations for the introduction of the euro

The establishment of the Hellenic Sutistical System
and an independent swtistical authotity

The introduction of 2 seven-day deposit facility
Amendments 1o the Law on and Siatule of Beti Pank

Amendments m the legal Famework on the
enhancement of liquidity of the economy in response
16 the irmpact of the intemational financial crisis

Austria’s contribation lo the Poverty Reduction and
Growth Trust of the IMF

An amendment o the Law on Danmarks Nationalbank
regarding authority W collect information for the
comipilation of slatistics

Independence, confidentiality and the prohibition
of monetary financing

Stal¢ capilal investment in deposit banks

A new lcpal framework concoming intcgrity and
prevention of corruption as regards ils application m
Banka Sl ije and its decisi king bodics

Extending govemment guarantees to banks and other
mstilulions

The restructuning of the Centrel Bank and Financial
Services Authority of Ireland

The amendment W the Law on credil institutions and
financial underakings introducing further fi ial
market stabilisation mcasurcs

An amendment o the rules governing Narodowy
Bank Polski's provision against forcign exchange rate
rigk

Privalg insurance supervision, Lhe establishment
of a private life insurance guaraniee fund and other
provisions

Dbt armang for indebied individuals

Additional financiel stabilily measurcs in Estonia

Restoring fhirness in wxation end addressing rax
gvasion



CON/2010/37

CON2010/38
CON/2010/39

CON/2010440

CON/2010:41

CON2010/42

CON/2010/43

CON/2010/4
CON/2010:45
CON/2010/46

CON/2010:47

CON/2010/48

CON/2010/49

CON/2010/50

CON2010/51

CON/2010/53
CON2010/54
CON/2010/55

Poland

Sweden

Cyprua

Anstria

Germany

Lithuznia

Bulgaria

France
Denmark
Slavenia
Germany
[rcland

Sweden

Sweden

Romania

CGermany
Greece

Slovenia

An amendment to the rules seouring the conlinuation
of office of the President of Marpdowy Bank Polski

Mew coin and banknate denominations
The transfer of rights and obligations in relation to the
issuance, distribution and redemprtion of public debt

A pil 1 Joan b 1 the | mmal B ry
Fund and the Ocsierreichische Nationalbank

Compensation systems at instingtions and insurance
COmMpanics

The legal status of Littuvos bankas’™s asscls, lerms of
office and tipn of Boand bers, i i
of foreign reserves of foreign central banks and annual
financial statements of Lictuvos bankas

Stalistics, cross-border cash  movements  and
Brorapeka naponua Banka {Bulgarian Nationa) Bank)
competences

Cerwin provisions relating o the Banque de France
Amendments 1o the financiel stabitity regime
Amendments to several provisions of the Law on
banking

Amendments o the Law on covered bonds
(Pfandbriefe)

The restructuring of the Centrzl Bank ard Financiat
Services Authority of Irgland

Sveriges Rikshank's right Lo eotlect information from
Swedish issuers of securities

Extendling govemnment guarentees I banks and
other institutions and the prol of the State
recapilalisation scheme

Lol

The remuncration of the saff of Banca Mationald
a Roméntei

Restrictions on short selling

The establjgl of the Fi ial Stability Fund

The provision of mformaltion and other obligations
of Banka Slovenije es payment service provider for
budget uscrs
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CON/2010/75
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Hungary

Austria

lwly

Germany
Estonia

Bulgaria
Hungary
Germany

Poland

Romania

Hungary

Romania

Poland

Ireland

Cyprus

Ausiria

Ireland

Hungary

Amcadments to the Law on the Magyar Nemzetl
Bank introducing salary reductions

The mansfer of prudential supervision tasks to the
Austrian Firancial Market Authoriny

The contminment of public expenditure, as regards the
Banca d’lalia

The career: of Deutsche Bundesbank civil scrvants
The minimum reserves framework

Cerain comp es of the Goveming Council of
Beorapcka HapogHa Ganxa  {Bulgwian  National
Bank)

Cninion on amendmenis ke various laws regarding the
reduction of financial imbalances

"

Implementing rules regarding comp
al institutions and insurance companics

Amendments to the legal framework for the deposit-
guaranice scheme

A i 1o Lhe Icgislation on official stalistics
Reserve reg for credit insti

Further for the jon of bud, ¥
balance

A il to the tegal fr k for the opcration
of Bank Gospodarstwa Krajowego

The extension of the Irish State guarantes of certain
liabilities of credit institutions

A legislative fr k enabling cradit i

1> issue covered bonds

Ani of the Now A 10 Borrow with
the Intematioral Monetary Fund

The cxtension of the Insh Stete puarantce of ¢ertain
liabilities of credit institutions

Amendments to the Constimtion, and the Law on
legislation, regarding the legislative powers of Lhe
Magyar Nemzen Bank



CON2010/77

CON/2010/78

CONA2010/79
CON2010/80

CON/2010/81
COMN2010/83
CON2010/E4
CON2010/85

CONA2010/86

CON/2010/87

CON/2010/88

CON/2010/89
CON/2010/%0

CON2010/A

CON/2010v92
CON/2010/93

CON201G/94

CON/2010/95

Latvia

Luxembourg

Bulparia

Poriugal

Potand
Germany
Estonia

Own-igitiative

Romania

Greece

France

Slovakia
Malia

Hungary

Irglandg

Sweden

Hungary

Poland

Amendments to the y policy op
framework with a view W further harmonising it with
the Euresystem

Amendments to Lhe legislation on financial cotlateral
arrangements us regards oredit claims

Reslrictions on ¢ash payments

The Banco de Portugal’s stall rermuncration and the
budget

Buslding socictics
The restructuring of banks

The mini reseTves i1

The ratification or implementation of & Pastal Payment
Services Agreement

The temporary holding of shares by credit insbitutions
in the course of financial Teconstruclions or rescue
operations of undenakings

Authenticity, finess checking and recirculation of
curo banknotes, and sanctions for the failure to protect
euro banknotes and coins against counterfeiting

The increase of Banque de France's capital and
SLATLbOTY Teserve

Cerwin new provisions on cash carmency circulation

Authenticity, fimess checking and  recirculation

of euro banknoles

The app and dismissal of M v Council
bers and the aiion of the bers of the

Magyar Nemzai Bank 's Supervisory Board

Emergency stabilisation of credit inst

Exmending g E 1 hanks and
other institutions and the prolongation of the Slate
recapillisation scheme

The Hungerian Financizl Supervizory Authority and
its President's legislative powers
The cextension of Statt Treasury support and

P w
subjoct to a European C 1ssion d
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CON2011/T0
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Cyprus

Slovenia

Poland

Belginm

Lithuania

Poland

Iafy

Poland

The sanctioning powers of the Cyprus Stack
Exchange

Amendments p the Law on banking
Closed-end investment funda issuing  ron-public
investment certificates

The impl ion of the principl for the
development of financial supervisory struclures in
Belgium

Amendments 10 the national monclary policy
operations  framework with a wview o further
har ising it with the Eurosy

Amendments to the Polish Constitulion concerning
adoptivm of the curo

Haly's participation in | jonal M v Fund
programmes in respansc to the financial crisis

Including credit unions in the State Treasury support
i financial institutions



The Geverning Council of the ECB decides
lo decrease the interest rate on the main
refinancing operations by 50 basis poinls
ty 2.00%, starling from the operations to
be settled on 21 January 2009. In addition,
it deides that the interest rates on the marginal
lending and the deposit facility will be 3.00%
and 1.00% respectively, with cffect from
21 January 2009, in lin¢ with the decision of
18 December 2008,

The Goverming Council of the ECB decides
that the inmerest rate on the main refinancing
operations and the interest raies on the marginal
lending facility and the deposit facility will
remain unchanged at 2.00%, 3.00% and 1.00%
respoetively.

The Governing Council ol the ECB decides
ta decrcase the imicrest rate on the main
refinancing operations by 3G basis points
o 1.50%, starling from the operations to
be settled on 11 March 2009, In additien, it
decides that the interest rates on the marginal
lending and the deposit fucility will be 2.50%
and 0.50% respectively, with effect from
11 March 2009,

Moreover, the Governing Council decides
w continue the fixed rate tender procedurs
with full allotment for all main n:ﬁrlm'lcirlg
operations, spectal-term refinancing operations
and supplementary and regular longer-lerm
refinancing operations for as long as needed,
and in any case beyond the end of 2009, In
addition, the Gioverning Council decides 1w
continue with the current frequency and maturity
profile of supplementary tonger-term refinancing
opurations and special-term refinancing operations
for as leng as needed, and in any case beyond
the end of 2009,

The Gevemning Council of the ECE decides
to decrease the interest rate om the main
refinancing operations by 25 basis peints to
1.25%, starling from the operations o be settled
on & April 2009, In additien, it decides that
the inlerest rales on the marginal lending and
the deposit Facility will be 2.25% and 0.25%
respectively, with clfect from 8 April 2009,

The Governing Council of the ECB decides to
decrease the interest rale on the main refinancing
operalions by 25 basis points to 10084, starting
from the operation o be setiled on 13 May 2009,
In addition, it decides to decrcase the inletest rate
on the marginal lending facility by 50 basis points
to 1.75% with effect from 13 May 2009, and
to lcave the inlerest mie on the deposit facility
unchanged at 0.25%. [n addition, the Governing
Council of the ECB decides o proceed with ils
enhangced credit support approach. In particular,
it decides that the Eurosystem will conduct
liquidity-providing  longer-term  tefinancing
operations with 2 maturity of ong year as fixed rate
tender procedures with fuil allotment, In addition,
il decides in principle that the Eurosysiem will
purchase eurc-denominated covered bonds issued
in the euro area,

The Geverning Council of the ECB decides
that the interest rate on the main tefirancing
operations and the intercst rates on the marginal
lending facility and the deposit faciliy will
remain unchanped at 1.00%, 1.75% and 0.25%
respectivety. In addition, the Governing Council
of the ECD decides upon the technical modalities
related 1o the parct of curg-d inated
covered bonds issued in the euro area decided
on 7 May 2004,

b The chronology of nwncsary poley essures wken by e
burmsrdem betwern 1994 and 2008 can be Beurd an the BOHS
Al Buspsnen fo? thie nespoetive yoars.
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The Governing Council of the ECB decides
that the inweresl rate on the main refinancing
opcrations and Lhe interest ralcs on the marginal
lending facility and Lhe deposit Faeility will
remain unchanged at 1.00%, 1,75% and 0.25%
respectively.

The Goverming Conngil of the ECB decides
that the inlerest rate on the main refinancing
operations and the interest rates on the marginal
lending facility and the deposit fecility will
remain unchanged at 1.00%, 1.75% and 0.25%
respectively. It also decides on the delails as
regards the lender procedures and modatities
to be applied in its refinancing operations up to
13 Aprit 2010,

The Governing Council of the ECB deeides
that the intcrest rate on the main refinancing
operations and 1he interest rates on the marginal
lending facility and the deposit facility will
remain unchanged at 1.00%, 1.75% and .25%
respectively.

The Governing Council of the ECB decides
that the interest rate on the main refinancing
opcrations and the interest rales o the marginal
lending facility and the deposit facility will
remain tnchanged at 1.00%, 1.75% and 0.25%
respectively. [t alse decides on the details as
repards the tender procedures and modalities
te be applicd in its i operations
up w 12 October 2010, including a retum to
variable rawe tender procedures in the regular
thrze-manth lenger-term refinancing operations,
starting with the operation to be allotted
on 28 April 2010,

Kepari

The Governing Council of the ECB decides
that the interest rate on the main refinzncing
operations and the interest rates on Lhe marginal
lending facility and the doposit faeility will
remain unchanped at 1.00%, 1.75% and 0.25%
respectively,

The Governing Council of the ECB decides
on several measures o address severe wensions
in financial markets. In particular, it decides
to conducl interventions in the euro area
public and private debl securlics markets
(Securities Markets Programme) and (o adopt a
fixed rale icnder procedure with full allotment in
the regular three-month longer-term refinancing
opetalions in May and June 2010,

The Govemning Council of the ECB decides that the
interest rale on the main refinancing operations and
the interest ratcs on the marginal lending facility
and the deposit facility will remain anchanged at
1.00%, 1.75% and 0.25% rcspectively. In addition,
it decides w adopt a fixed raw tender procedure
with full alloment in the regular threc-month
longer-lerm refinancing operations 1o be allotted
during the third quarter of 2010.

The Governing Council of the ECB decides that the
interest rate on the main refinancing operations and
the interest rawes on the marginal lending facility
and the depasit Facility will emain unchangod at
1.00%, 1.75% and 0.25% respectively.

The Geverning Council of the ECB decides
that the intetest rale on the main refinancing



operations and the interest rawes on the marginal
lending facility and Lhe deposit facility will
remain unchanged at 1.00%, 1,75% and 0.25%
respectively. 1t also decides on the delails as
repands the tender procedures and modalilies
w0 be applied in its refinancing opertions up
w |1 Januery 2011, nolsbly the adoplion of
a fixed rate tender procedure with full allotment
in the three-month longer-term refinancing
operations.

The Governing Council of the ECB decides
that the interesl rate on the main refinancing
operations and the: intorest rates on the marginal
lending facility and the deposit facility will
remain unchanged at 1.00%, 1.75% and 0.25%
respectively.

The Goverming Conngil of the ECB decides
that the interest rate on the main refinancing
operations and Lhe interest rates on the marpinal
lending facility and the deposit facility will
rematin unchanged a1 1.00%4, 1.75% and 0.25%
respectively. It also decides on the dewails as
regards the tender procedures and modalities
w be applied in itg refirancing operations up to
12 April 2011, notably to continuc its fixed rate
tender procedures with full allotment.

The Coveming Council of the ECB decides
that the interest rate on the main refinancing
operations and Lhe interest rates on the marpinal
lending facility and Lhe deposit facility will
remain unchanged at 1.00%, 1.75% and 0.25%
respoctively.

The Gevemning Council of the ECE decides
that the interest rate on the main refinancing
operalions and the interest rates on Lthe marginal
lending facility and the deposit facility will
remain unchanped at 1.00%, 1.75% and 0.25%
respectively, 1L alse decides on the details as
regards the tender procedures and modalities
to be applied in its refinancing operations up to
12 July 2011, notably W continue its Axed ralc
tender procedures with full allotment.
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developments, the Governing Council of the
ECH docided to continue the gradual phasing-
out of its non-standard operational measures.

Specificalty, the Goveming Council decided
to continue conducting its main refinancing
operations  (MROs} as  Bxed rale tender
procedures with full allotment for as long
as necessary, and at least until the end of
this year’s ninth maintenance period on
12 Dctober 2010, This tender procedurc
will alse remain in use for the Eurosystem's
special-lcrm  refinancing  operations with a
maturity of one maintenance period, which
will continue te be conducied for as long as
needed and at least until the ninth maintgnance
pericd of 2010, The fixed rate in these
spreeial-lerm refinancing operations will be the
same as the ratc used in the respective MR,

The Governing Council also decided 1o return
ta variable rate tender procedures in the repgalar
three-month longer-term refinancing operations
(LTROs), starting with the operation to be
allotted on 28 April 2010, Allotment amounts
in these operations will be sel with the sim of
cnsuring smocth conditions in moncy markets
and avoiding any significant spreads between bid
rates and the prevailing MRO rate. An indicative
allotment amount will be pre-announced for
each of the three-month LTROs at the start of the
rmaintenance period in which the operation is to
be conducted. The MRD rate will be used as the
minimum bid rate in the three-month LTROs.
This is a technical and transilional measure to
avuid allatment rates below the prevailing MRO
rate in the presence of ample liguidity.

In order to smooth cut the liquidity effecr of
the 12-month LTRO matring on 1 July 2010,
the Governing Council decided to carry out an
additienal six-day fine-tuning operation with
announcement, allolment and setlement on

Kepari

irity on 7 July, the latter date
the settlement day of the next
rate tender procedure with full
e psed alse in this operation,
ing Lhe same as the prevailing

Furthermore, the (Goveming  Council  also
decided, in line with its decision on the
12-month LTRO of 16 December 2009, to fix
the rate in the six-month LTRD te be allotied on
31 March 2010 at the average minimum bid rate
of the MROs over the life of this operation.

Sl UUTRIULIG LU e VI Suvid
measures to address Lhe severe tensions in
certain market scpments which arc hampering
the monelary pelicy transmission mechanism
and thereby the eMective conduct of moenetary
policy oricated lowards price stabiliny in the
medium term. The measures will not afTect the
stance of monetary policy.

In view of the current exceptional circumstances
prevailing in the market, the Governing Couneil
decided:

1. To conduct inwrventipns in the euro
area public and private debt securities
markets {Securilics Markets Programme)
10 ensure depth and liquidity n those
market segments which are dysfunctional.
The objective of Lhis programme iz to
didrews  the Ifunctioning of securitics
markets and restore an appropriate monelary
policy transmission mechanism. The scope
of the intgrventions will be determined
by the Governing Council. In making this
deeision, note was taken of the siatement

[hites cetic 1o the dane of publicatson of the anouuncement. Far
more dewatls on the liquadify-proveding i
by the lumasystems o 200, see the “Open mackel opendions”
section of the ECB's wehsie,




of the euro area governments that they
"will ake all measures needed to meet
fiscal target this ycar and the years ahead
in line with excessive deficit procedures”
and of the precise additional commitments
laken by some cure arca governments o
accelerale fiscal consolidation and ensure
the sustainability of their public finances.
In erder to sterilise the impact of the above
interventions, specific operations will be
cond t Jlo I ‘"TJ'lc ‘I. idit Hi
through the Securities Markels Programme.
This will ensure that the monetary policy
stance witl not be alfected.

4o

2. To adopt 2 fixed rate tendet procedure with
full all;mment in the regular three-month
LTROs to be ailotted on 26 May and
30 Jung 2016,

3. To conduct a six-month LTRO with full
allotment on 12 May 2010, ai a rate which
will be fixed at the average minimum
bid tate of the MROs over the life of this

gperation.

4. To reactivale, in coordination wilh other
central banks, the temporary liquidity swap
lines with the Federal Reserve, and resume
US dollar liquidity-providing operations at
termis of seven and 84 days. These operations
will ke the form of repurchase operations
against ECB-cligible collateral and will be
carried out as fixed rale enders with full
allotmenl. The first operation will be catried
out on 11 May 2010.

F I UYL LI, LT L g anpre a X e

rate tender procedure with Full allotment in the

regular three-month LTROs 1w be allotied on
28 July, 25 August and 29 September 2010,

O RO £ 1) 3
to conduct its MROs as fixed i tender
procedures with full aliotment for as long as
necessary, and at least until the end of this year's
twelfth mainkenance period on 18 January 2011,
The fixed rate tender procedure with full
allotment will also remain in use for the special-
lerm refinancing operalions with a matarity of
one maintenance period, which will continue to
be conducted for as long as necded angd at least
until the end of 2010, The fixed rale in these
operalions will be the same as the MRO rate
prevailing at the time.

Furthermore, the Governing Council decided
to conduct the threg-month LTROs o be
seriled on 28 Ociober, 25 November and
23 December 2010 as fixed rate tender
proccdures with full aflotment. The rams in
these three-month operations will be fixed at the
average rate of the MROs over the life of the
respective LTRO,

The Governing Council also decided to camy out
three additional fine-tuning operations when the
remaining six-month and 12-month refinancing
operalions malure: onc six-day operation with
announcement, allotment and settlement on
30 September 201(: one six-day operation with
announcement, allotment and sctttement on
11 Movember 2010, and one 13-day operation
with announcement, allotment and settlement
on 23 Deeember 20H). The fixed rate tender
procedure with full zllotment will also be used
in these Lhree operations, the mate being the same
as the MRO rate prevailing at that time.
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to conduct its MROs as fixed rate tender
procedures with fu]l altetment for as long as
necessary, and at least until the end of the third
maintenance peried of 2011 on 12 Aprit 2011,
This tender procedure will also remain in usg
for the Eurosystem’s special-term refinancing
operations with a mawrity of one maintenance
period, which will continue to be conducted for
as long as needed, and at least vntil the end of
the first quarier of 2011, The fixed rate in these
special-lem refinancing operations will be the
same as the MRO rate prevailing at the time.

Furthermore, the Governing Councit decided to
conduct the three-momh LTROs to be allotted on
26 January, 23 Fehnmry and 30 March 2011 as
fixed rate tender procedures with full allotment.
The rates in Lhese three-month operations will
be fixed at the averape rate of the MROs over
the life of the respective LTRO.
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LUC WJIUYEHIHEE O UCLlacu, I apiCeliciih
with the Swiss National Bank, o stop canducting
one-week Swiss franc liquidity-providing swap
opcrations after 31 Janpary 2010, This decision
was made against the background of declining
demand and improved conditions in the funding
mmarkets.

LI OO WIL1  QWigl gl VRILES,
the ECB confirmed the expiration of its
tempocary liquidity swap lines with the Federal
Reserve on 1 Febrary 2010. These lingk, which
were established to counter pressures in global
funding markets, are no longer needed given
the improvementy scen in the functioning of
financial markeis ower the past year. Central

banks will continue 10 cooperate as needed.

[n this context, the Governing Council decided,
in  agrecment with the Federal Reserve,
the Bank of England, the Bank of Japan and
the Swiss National Bank, w slop conducting
U5 datlar liquidity-providing operations aficr
31 January 2010,

B Laprens e w e g v 3taing in U8
dollar shori-term funding markets in Europe,
the Bank of Canada, the Bank of England,
the Evropean Central Bank, the Federal Resgrve
and the Swiss National Bank announced the
re-catablishment  of temporary US  dollar

are

ions

vent

ither

AEICIEL LEUUTS, LNC Dl WL Jdpsl WIII R

idering similar 5 soon. Ceniral

banks will continue to work together closely

as nceded to address pressures in funding
markets.

The Croverming Conncil degided to reactivate,
in coordination with other cenmal banks,
the temporary liguidity swap lines with
the Federut Beserve, and resume US dollar
liguidity-providing operations at lerms of seven
and 84 days. These operations will take the form
of repurchase operations against ECB-cligibic
cellateral and will be carried out as fixed rate
tenders with full allotment. The first operation
will be carried out on 11 May 2010,

PR wOVeTning
Council to reactivate the temporary swap line
with the Federal Reserve, the ECB announced
the aperational details for ik US dollar liguidiry-
providing operations.

The operations will be carried out as fixed rale
tenders with full allotment and will lake the
form of mepurchase operalions against ECB-
eligible cotlateral.

The ECB decided to conduct:

- Seven-day operations on a weekly basis. The
first operation wilt be held on 11 May 2010,
with sctttement on 12 May 2010 and maturity
on 20 May 2010. Subsequent operations
will as a rule be conducied and allotted on
Wedneadays, for settlement on the following
business day.

- An Bd.day oeperation to be held on
18 May 2010, with settlement on 20 May 2010
and maturity on 12 August 2010,
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ceee g m—eee _scided, in
coorlination with the Bank of Canada, the
Bank of England, the Bank of Japan and the
Swiss National Bank, to extend the liquidity
swap armangements with the Federal Reserve up
te 1 August 2011, and to continue to conduct
LS dollar liquidity-providing operations with
a maturity of seven days. These Eurcsystem
operations will continue to take the form
of rcpurchase operations  against  eligible
collateral and will be carried out as fixed rate
tenders with full allotment. The next US dollar
liquidity-providing operation will be carred
out on 22 December 2010, with settlement on
23 December; by way of exception, however,
it will be conducted as & 1d-day operation to
cover the year-end.
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The ECB produces a number of publications which provide infermation about its core activities:
monetary policy, slatistics, payment and securitics settlement systems, financial stability and
supcrvision, inlernational and European cooperation, and legal matiers, These include the
following:

- Annual Report
— Convergence Repont
— Monthly Balletin

— Legal Working Paper Serics
— Qgcasional Paper Series

- Research Bulletin

- Working Paper Serics

— Enhancing monelary analysis

- Financial integration in Europe

- Financial Sability Review

— Suatistics Pockel Book

- The European Central Bank: history, rele and funclions

— The international rele of the euro

— The implementation of monetary policy in the euro area (“General Documentation™)
- The monetary policy of the ECB

— The payment system

The ECB also publishes brochures and information malerials on a variety of wopics, such as the euro
banknotes and coins, as well 2s seminar and conference proceedings.

For a complete list of decuments (in PDF format} published by the ECB and the European
Monetlary Instiute, the CCB's forerunner from 1594 1o 1998, please visit the ECB's website at
http:fiwarw cch.curopa.cwpuby. 1
is available.

codes indicate the languages i which cach publication

Unless othorwise indicated, hard copies can be obtained or subscribed to free of charge, stock
permitting, by conlacting info@ech.curopa.cu
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This glossary contains sefected terms that are used in the Annnal Report, A more comprehensive and
detailed glossary can be found on the ECB % website,

+ slatistical statement that summarises, for a specific period of time,
. U y wilh the rest of the world. The transactions considered are:
these involving goods, servives and income; thase mmvolving financial claims on, 2nd liabilities 1o,
the rest of the world; and those (such as debt forpiveness) that are classified as transfers.

he market in which longer-ten re issued and traded.

quniries for which the EU has acecpicd an application for EU membership.
sy, wisss we wavatia, leeland, the former Yugoslav Republic of Macedonia, Montenegro
and Turkey.

n entity that inlerpeses iself, in one or more markets, between the
lraded, becoming Lhe buyer to every selier and the seller to every
wupu w anay gomansanag d1G perfomance of gpen contracts.

he gevernment as defined sut
tecal governments (see als

i enlity that; i} cnables scourities tr tions to be
pev i e wwmnrn vy wwwr weege o) PrOvides cusiodial services (e.g. the admunistration
of corporate actions and redemptions}, and ili) plays an aclive role in ensuring the inteprity of
seguritics issues. Securities can be held in a physical (but immabitised) form or in a dematerialised
form {whereby they exist only as electronic records).

lransforred (c.g. b 1 centrel banks) as
as well as assets suuw (e, vy creun stitutions to central

res and processes acconding to which an organisation is
rltan i e s e o, OYVEMANGE structurg specifies the distribution of dghts and
responsibilities among the different participants in the organisation — such as the beard, managers,
rs and other stakeholders — and lays down the reles and procedures for decision-making.

\ measure of the eamings performance of corporations, maindy in
Iotun w unu sais, ssselS OF equily. There are & number of different corporate profitabitity
ratios based on company financial statements, such as the ratio of operating income (sales minus
operating expenses) ko sales, the ratio of net income {operating and non-operating income, after
tax, depreciation and cxtraordinary items) to sales, Lhe rerurn on assets {relating net income 1o total
aseore) and the rehien e eowib feelating net innnmn o sharchalders" fBandg). Al the macrogconemic
. for inslance in relation to

profitabiliy.

lzblished b
» s eligibl

VUSRS |1 {11~ R 3 [ - SO
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e s - .- - L o * TCBs and the

incurred by
aon-fipannial
errnme sy UL I GELCULEEL 85 1 WGTEIGY BYCLAEE DL U105 LGRSl Q1 AU IGIang, e GeSE G
nd the cost of equity, based on the amounts oulstanding (corrected for vaiuation cucosy
i by inflation cxpeotations.

e institution of the EU made up of representatives of
- . . ally the miniske-- -—+===-1- - -~ —attzrs under
consideration, and the relevant European Commissioner {see als

thc opposite party in a financial transaction {e.g. any party transacling with a

(XU TRTETT Y

7B programme, bascd on the decision of the

7 May 2009 w purchase surc-denominated

of a specific financial market scgment that
BOUIPILAL UL WIS TULUIIE, WL VAR 3 W pd.l'liCUlaﬂ}" alTected b}’ the financial crisis,
The purchases under the programme were for 2 nominal value of €60 billion, and they were fully
implemented by 30 June 2010

}an undenaking whose business is to receive deposits or other repayable funds
v um pruvs. anu o grant credit for its ewn account, or i) an underiaking ar any ether logal
person, other than those wnder i}, which issues means of payment in the form of electronic money.

he risk that vill not settie the full value of an obligation — neither
WIKE 11 DeES dUe, IBI vy way s wewa23fler, Credit risk includes replacement cost risk and
principal risk. 1 also includes Lhe risk of the settlement bank failing.

he tolad gross debt (currency, deposits, loans and deb securities) at
iz end of the ycar and consolidated between and within the scctors of

the pari of the issucr {1.c. the borrower) to meke one or more
paylennay wows weae: pee lender) on a specified future date or dates. Such securities usually
carry a specific rate of intercst (the coupon) and/or are sold at a discount to the amount that will
be repaid at matunty. Debt securitics issucd with an original mawrity of mere then onc year arc
classified as long-term.

e e § e v

borrowing, ic. the difference

et mns Saaves e e R 4w @S rra inans a8 s merinn s srnarnnns B
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he institution of the EU consisting of the Heads of Siate or Government of
o e s cwendi 811, 28 nOR-voting members, the President of the Eurepean Commission
and the European Council's own President. It provides the EU with the necessary impetus for ik
development and defines the general political directions and priorities thereef. Tt does not have a
legislative function.

m EL facility, based on Amicle 122(2) of
e = wnen g metnmt s 7 e e et syt e s g v s weee 0 DML BCHA af the EL for lending to EU
Member Stales experiencing, or being threatened with, exceptional circemstances beyond their control,
EFSM lending is subjeet to sirong conditionality in the of joint EU-IMT proprammes.

limited Bability company established by tt
rarenms iy wrs e senes e r srreneenns ey [OF e purpose of providing loans tv vwu moa
countries in financial difficultics. Such financial assistanee is subject to srong conditiongline in
the rontevt of joint EU-IMF programmes. EFSF loans are financed through the issuance ¢
suaranteed up 1o a lotal of €440 billion by curo area countrics on a pro rata basis.

instituticn established at the start of Stage
¢ 1994, It went into liquidstion following the
ne 1998,

1 comprehensive and inicgrated system af

nally agreed slatistical concepts, definitions,
classifications and accounting rules aimed at achieving a harmonised quantitative description of
the ceonomivs of the EUN Member States. The ESA 95 is the EL's version of the world System of
Mational Accounts 1993 (SNA 93),

e Eroun AFimaribdinnn im ahamrs AP amacee .
. . . ises th
the thice European Supervisory Autherities, the Joint Comr... .o . i e,

Autherities, and the national supervisory autharities of the EU Member States.

independent EU body responsible for the

w~ithin the EUL. It contribules to the prevention or

1l arjse from developments within the financial

AFMGL, WAL UL SeLGuT AL R u e IEIents, 5¢as b avoid periods of widcapread
financial distress,

g system of th It comprises th
Aember S12185 %uvaw varinan# 15 1he eure.

he provision set out in Anticle 126 of th ind specified in
2+ e g e a vasn s & efieit procedure reguires EU Member Slaws wosaintatn budgetary
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discipline, defines the criteria for a budgetary position to be considered an excessive deficit and
repulates steps +~ e +ken following the observation that the requirements for the budgelary belance

OF ZOVOIMIMCE iave net been fulfilled. Adicle 126 is supplemented by Council Regulation
(EC) No l46‘a‘rw ul ¢ July 199? on speedmg up and clarifying the impl lation of the excessive

s ton (ECY No Il]Sﬁ."2005 of 27 June 2003), which

dies of th ECB). It
e e eeese e vase-z esiucin vl e ECB v v v smiiiias dantad har
cting by a gualified majority, on a recommendation from th
or it has lted the European Parli t and the ECB,

» condition in which the financial system — comprising financial
n s s nses dngd market infrastructures - is capable of withstanding shocks and the
unravelling of fi ial imbalances, thereby mitigating the likelihood of distuplions in the financial
intermediation process which are severe crough to significantly impair Lhe allecation of savings to

profilable investment opporiunitics.

xecuted by th 1 order 10 deal
The fquLlf.‘Ih.y AL L1ALUT Iy of ﬁﬂe—l‘l.ll'l"lﬂg
operations are not standardised.

iimultaneous spot and forward transactions exchanging one currency

AL S

3DP) expressed in current prices {nominal GDP} divided
Ly i T e s e e o s wes KNOWN a5 the implicil price deflator of GDP.

-making bodies of th ECB). It
esident of the ECB aliu um po racsna va vas s 1135 o Lhe

inth 8 comprsing
s e wnn iy wngegen pn@MY v prvase e ve s e e gevas 200 $€MViCes
intended for individual and collective consumption andfor tn the redistribution of national income
and wealth. Included arc central, regional and local government authoritics, as wetl as social
security funds, Excluded are government-owned entities that conduct commercial operations, such
as public enterprises.

1€ suprepr~ Annininm mendeins hngy of th ICBL Iv
wne s wmee rn semeneDECS OF LR fihe ECor win v gorvaniwns w2 JCBs of
the EL} Member States whose sy 1a ws, v,

measure of cconpmic activity, namely the value of un coonomy™s
v vps i gume wow e oS, (€55 IRIETMediate consumption, plus net axes on producis
and impons, in a speciied period. GDP can be broken down by oulput expenditure or mcome
components. The main cxpenditure aggregates that make up GDP are b hold final o ptign.

government final consumption, gross fixed capital formation, changes in inventories, and imports
and exports of poods and services {including inwa-enro area trade).
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Regul-rion fEO M INSAINGE of 27 June 2005, The Stability and Growth Pact is complemented
by th report entitled “Improving the implementation of the Stability and
Growue L ae | wina was sudorsed by the Brussels European Council of 22 and 23 March 2005, It
is alse complemented by a Code of Conduct entitled "Specifications on the implementation of the
Stability and Growth Pact and Guidelines on the formal and content of stability and converpence
programmes”, which was endorsed by the ECOFIN Council on 11 October 2005,

facitity available 1 liative,
sanding facilities nd the

the autemated end-to-end processing of trades/payment
[ ot srsemen swaw s e aulOmated completion of confirmation, matching and
gencration of orders, clearing and scitfement,

1¢ risk that the inability of one panicipant to meet fis obligations in a systemn will
vausy pune pauucipants W be unable i meet their ebligations when they become duc, potentiatly
with spillover effects (e.g. significant liguidity or credit prabiems) threatening the stability of or
confidence in the financial sysiem. That inability to mect obligations can be caused by operational
or financial problems.

LIIICY il LUGGEIULES WIS LG LASLS L 8 3L S0A0GU 11 PHELIUIELL, LD WILLLE 211 PRy 1RGLL VUGS aic

submitted for processing.

hie single technical plarform enabling
Bs wr puoviue vne, borderless and neutral securities S.uvaman
s an s s ey aes BUAFOPE,

nless stated otherwise, all references in this report to the “Treaties” refer 1o both the
‘he Functioning of the European Union and the Treaty on European Union.

unless stated otherwise, all references in this report to the “Treaty™ refer to the Treaty on
w2 wadioning of the European Union, and the refe to article reflect the numbering
in ¢ffect singe 1 December 2009,

W

mends the EL's two core treatics: the Treaty on European

: Buropean Community. The latter has been renamed the

pean Union, The Trealy of Lishbon was signed in Lisbon on
o i £ an s uny 008 01 1 December 2009,
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