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                     At its monetary policy meeting on 9 March 2017, the Governing Council concluded that a very substantial degree of monetary accommodation is still needed for underlying inflation pressures to build up and support headline inflation in the medium term.
                   The ECB’s monetary policy measures have continued to preserve the very favourable financing conditions that are necessary to secure a sustained convergence of inflation rates towards levels below, but close to, 2% over the medium term. The ongoing pass-through of these measures to borrowing conditions for firms and households benefits credit creation and supports the steadily firming recovery of the euro area economy. Headline inflation has again increased, largely on account of rising energy and food price inflation. However, underlying inflation pressures continue to remain subdued. The Governing Council will continue to look through changes in HICP inflation if judged to be transient and to have no implication for the medium-term outlook for price stability.

               
                  
                     
                        
                           Economic and monetary assessment at the time of the Governing Council meeting of 9 March 2017

                        

                     

                  

                  
                     
                        Global activity has continued its recovery.
                      Global growth improved in the second half of last year and is expected to have remained sustained at the start of 2017, albeit at a modest pace from a historical perspective. Global headline inflation has increased in recent months, following the rebound in oil prices, while slowly diminishing spare capacity is expected to give some support to underlying inflation over the medium term.

                  
                     
                        Since the Governing Council’s monetary policy meeting in December 2016 euro area sovereign bond yields have risen slightly and have exhibited some volatility.
                      Corporate bond spreads have fallen and remain lower than the levels recorded in early March 2016 when the corporate sector purchase programme was announced. Broad equity prices have risen in the euro area and a similar increase has been observed in the United States. The value of the euro has depreciated slightly in trade-weighted terms.

                  
                     
                        The economic recovery in the euro area is steadily firming.
                      Euro area real GDP increased by 0.4%, quarter on quarter, in the fourth quarter of 2016, following a similar pace of growth in the third quarter. Incoming data, notably survey results, have increased the Governing Council’s confidence that the ongoing economic expansion will continue to firm and broaden.

                  
                     
                        Looking ahead, the pass-through of the ECB’s monetary policy measures is supporting domestic demand and facilitates the ongoing deleveraging process.
                      The recovery in investment continues to be promoted by very favourable financing conditions and improvements in corporate profitability. Moreover, rising employment, which is also benefiting from past structural reforms, is having a positive impact on households’ real disposable income, thereby providing support for private consumption. In addition, there are signs of a somewhat stronger global recovery and increasing global trade. However, economic growth in the euro area is expected to be dampened by a sluggish pace of implementation of structural reforms and remaining balance sheet adjustment needs in a number of sectors.

                  
                     
                        The March 2017 ECB staff macroeconomic projections for the euro area foresee annual real GDP increasing by 1.8% in 2017, by 1.7% in 2018 and by 1.6% in 2019.
                      Compared with the December 2016 Eurosystem staff macroeconomic projections, the outlook for real GDP growth has been revised upwards slightly for 2017 and 2018. The risks surrounding the euro area growth outlook have become less pronounced, but remain tilted to the downside and relate predominantly to global factors.

                  
                     
                        According to Eurostat’s flash estimate,
                      
                     
                        euro area annual HICP inflation increased further to 2.0% in February,
                      up from 1.8% in January 2017 and 1.1% in December 2016. This reflected mainly a strong increase in annual energy and unprocessed food price inflation, with no signs yet of a convincing upward trend in underlying inflation. Looking ahead, headline inflation is likely to remain at levels close to 2% in the coming months, largely reflecting movements in the annual rate of change of energy prices.

                  
                     
                        Measures of underlying inflation, however, have remained low.
                      They are expected to rise only gradually over the medium term, supported by the ECB’s monetary policy measures, the expected continuing economic recovery and the corresponding gradual absorption of slack.

                  
                     
                        The March 2017 ECB staff macroeconomic projections for the euro area foresee annual HICP inflation at 1.7% in 2017, 1.6% in 2018 and 1.7% in 2019.
                      By comparison with the December 2016 Eurosystem staff macroeconomic projections, the outlook for headline HICP inflation has been revised upwards significantly for 2017 and slightly for 2018, while remaining unchanged for 2019. The staff projections are conditional on the full implementation of all the ECB’s monetary policy measures.

                  
                     
                        The ECB’s monetary policy measures put in place since June 2014 are providing significant support for borrowing conditions for firms and households and thereby credit flows across the euro area.
                      Broad money growth remained generally stable in January 2017. At the same time, lending to the private sector continued its gradual recovery in the fourth quarter of 2016 and in January. Low interest rates and the effects of the ECB’s non-standard monetary policy measures continue to support the financing conditions of the real economy. The annual flow of total external financing to non-financial corporations is estimated to have strengthened further in the fourth quarter of 2016.

                  
                     
                        Over the coming years, the general government budget deficit and debt ratios for the euro area are projected to remain on a downward path.
                      The euro area fiscal stance, which was mildly expansionary in 2016, is projected to turn broadly neutral in 2017-19. However, euro area countries’ follow-up to the European Commission’s review of their draft budgetary plans for 2017 has been unsatisfactory, as none the countries that were considered at risk of non-compliance with the Stability and Growth Pact has implemented significant measures.

               
               
                  
                     
                        
                           Monetary policy decisions

                        

                     

                  

                  
                     
                        Based on the regular economic and monetary analyses, the Governing Council
                      
                     
                        confirmed the need for a continued very substantial degree of monetary accommodation to secure a sustained return of inflation rates towards levels that are below, but close to, 2% without undue delay.
                      The Governing Council decided to keep the key ECB interest rates unchanged and continues to expect them to remain at present or lower levels for an extended period of time, and well past the horizon of the net asset purchases. Regarding non-standard monetary policy measures, the Governing Council confirmed that it will continue to make purchases under the asset purchase programme (APP) at the current monthly pace of €80 billion until the end of March 2017 and that, from April 2017, the net asset purchases are intended to continue at a monthly pace of €60 billion until the end of December 2017, or beyond, if necessary, and in any case until the Governing Council sees a sustained adjustment in the path of inflation consistent with its inflation aim. The net purchases will be made alongside reinvestments of the principal payments from maturing securities purchased under the APP. Moreover, the Governing Council confirmed that if the outlook became less favourable, or if financial conditions became inconsistent with further progress towards a sustained adjustment in the path of inflation, it would stand ready to increase the asset purchase programme in terms of size and/or duration.
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                  Global activity improved in the second half of last year and growth is expected to remain sustained in the first quarter of 2017, albeit at a modest pace when seen in historical perspective. Global headline inflation has increased in recent months, following the rebound in oil prices, while slowly diminishing spare capacity is expected to give some support to underlying inflation over the medium term.
               

               
                  
                     
                        
                           Global economic activity and trade

                        

                     

                  

                  
                     
                        Global growth is expected to remain sustained, albeit modest by historical comparison.
                      Recent data releases confirm the improvement in global economic activity in the second half of 2016 and point to sustained growth in early 2017. Looking forward, both advanced economies and emerging market economies (EMEs) are anticipated to support growth. In particular, fiscal policy stimulus is expected to strengthen activity in the United States while the gradual easing of deep recessions in some of the larger commodity exporters will support growth in EMEs. However, uncertainty remains elevated owing to a number of factors, including the design of the new US administration’s policies and their effects on the US economy and any spillovers to global activity; the strength of the recovery in commodity exporters; the gradual rebalancing of the Chinese economy; and future relations between the United Kingdom and the European Union.

                  
                     
                        Although financial conditions have overall remained supportive, they tightened in some EMEs.
                      Volatility has remained low across financial markets in the last few weeks, with stock markets in advanced economies recording further gains. US long-term bond yields rose slightly, while remaining at low levels in other advanced economies. By contrast, financial conditions tightened in some EMEs, as sovereign spreads increased and currencies depreciated, particularly the Turkish lira and the Mexican peso. Capital outflows from EMEs overall showed some relief, being less persistent than in previous episodes of uncertainty; however, outflows from China were significant in December, halted only by strong control measures from authorities. Box 1 analyses financial market developments in EMEs since the US election and compares them with the “taper tantrum” episode of 2013.

                  
                     
                        Monetary policies remained accommodative, but divergence across advanced economies is increasing.
                      The federal funds futures curve has shifted upwards in recent months, following the Federal Open Market Committee’s decision in December. By contrast, the stance of the Bank of England and of the Bank of Japan remained accommodative (see Chart 1). This divergence, which reflects heterogeneous economic performance across advanced economies, has also been reflected in exchange rate adjustments.

                  
                     Chart 1

                     Policy rates expectations

                     (percentages)

                     
                        
                     

                     Sources: Bloomberg and Bank of England.

                  

                  
                     
                        Recent data releases confirm a sustained momentum in global growth in the last quarter of 2016.
                      Excluding the euro area, the global composite output Purchasing Managers’ Index (PMI) rose to 53.3 in the fourth quarter of 2016, from 51.5 in the previous quarter, pointing to a recovery in global growth in the second half of last year. The global composite output PMI at the start of 2017 reaffirmed this trend (see Chart 2). At the country level, quarterly PMIs rose in all major advanced economies in the last quarter of 2016. Among EMEs, quarterly figures also edged higher in China and Russia, but retreated in India – in the aftermath of the recent demonetisation policy – and in Brazil, remaining below the 50-level threshold in both of these countries. Looking forward, composite leading indicators of the Organisation for Economic Co-operation and Development (OECD) continue to suggest a pick-up in growth momentum in several advanced economies and signal the build-up of growth momentum in major EMEs.

                  
                     Chart 2

                     Global composite output PMI

                     (diffusion index)

                     
                        
                     

                     Sources: Haver Analytics and ECB staff calculations.

                     Notes: The latest observations are for February 2017. “EMEs” is an aggregate of China, Russia, Brazil, India and Turkey. “Advanced economies” comprises the United States, the United Kingdom and Japan. “Long-term average” refers to the period from January 1999 to February 2017.

                  

                  
                     
                        Economic activity in the United States ended the year on a more solid note,
                      supported by consumer spending and a recovery in investment, as the adjustment in the energy sector and the negative effects of the strong dollar on firms’ profitability diminished. Solid consumer spending and a recovery in private investment should support a moderate expansion in 2017. Thereafter, economic activity is expected to expand at a stronger pace, mostly on account of a more expansionary fiscal stance that is likely to be pursued by the new administration.

                  
                     
                        In the United Kingdom, economic activity has been surprisingly resilient in the aftermath of the referendum on EU membership.
                      While investment stagnated in the last quarter of 2016 amid the “Brexit”-related uncertainty, private consumption contributed significantly to GDP growth, its slowdown compared with the previous quarter notwithstanding. However, economic activity is expected to slow down over the course of 2017. The exchange-rate driven increase in consumer prices is expected to curtail private consumption, while firms’ investment decisions are likely to be affected by the uncertainty surrounding Brexit.

                  
                     
                        In Japan, real GDP decelerated in the last quarter of 2016, as domestic demand weakened.
                      Net exports supported by a weaker yen and recovering activity abroad contributed more to real GDP growth than did domestic demand. In the short-term horizon, growth should be supported by significant fiscal and monetary policies stimuli as well as foreign demand. Looking further ahead, as support from last year’s fiscal stimulus package gradually vanishes, economic activity is expected to decelerate over time towards the potential output growth rate.

                  
                     
                        China’s growth strengthened in the last quarter of 2016, supported by strong consumption and the recovery in private investment.
                      The near-term outlook is dominated by the extent of the policy stimulus, but in the medium term economic growth is expected to remain on a gradual downward trend. In particular, investment growth will continue to moderate as overcapacity is gradually cut back.

                  
                     
                        Real GDP growth in central and eastern Europe decelerated over 2016 due to the slower drawdown of EU funds at the beginning of the new budget period.
                      Weaker external demand has also contributed to the slowdown. However, in the medium term, economic activity is projected to remain relatively resilient, on the back of solid consumer spending, improving labour markets and higher absorption of EU funds.

                  
                     
                        Signs of a rebound from the deep recessions in large commodity exporters are mixed.
                      In Russia, quarterly real GDP growth turned positive in the third quarter of 2016, supported mainly by net exports. While the central bank has kept its key interest rate unchanged, the Russian rouble strengthened and equity markets surged on the back of the rebound in oil prices. However, going forward, fiscal challenges are expected to weigh on the business environment and the lack of fixed investment and structural reforms may well undermine growth potential. In Brazil, real GDP dropped more than expected in the second half of 2016. Economic activity in the near term should benefit from slowly stabilising business confidence, improving terms of trade and loosening financial conditions; however, recurring political uncertainties and fiscal consolidation needs continue to weigh on the medium-term outlook.

                  
                     
                        Global trade improved in the second half of 2016 and is expected to maintain its momentum in the first quarter of this year.
                      Excluding the euro area, global imports were revised slightly upwards in the third quarter of 2016, confirming the rebound from the first half, and available indicators suggest positive short-term prospects. According to data from CPB Netherlands Bureau for Economic Analysis (CPB), the volume of world imports of goods increased by 0.6% in December (in three-month-on-three-month terms), slightly below the pace in the third quarter but still pointing to sustained growth (see Chart 3). The global PMI for new export orders has continued to increase in the last few months, pointing to improving global trade momentum at the start of this year. Further ahead, while the outlook is subject to some uncertainties regarding the United States’ future trade policies, world trade is expected to expand broadly in line with global activity.

                  
                     Chart 3

                     World trade in goods

                     (left-hand scale: three-month-on-three-month percentage changes; right-hand scale: diffusion index)

                     
                        
                     

                     Sources: Markit, CPB and ECB calculations.

                     Note: The latest observations are for February 2017 (PMIs) and December 2016 (trade).

                  

                  
                     
                        Overall, global growth is projected to increase gradually over the period 2016‑19.
                      According to the March 2017 ECB staff macroeconomic projections, world real GDP growth excluding the euro area is projected to accelerate from 3.1% in 2016 to 3.5% in 2017 and 3.8% in 2018-19. Euro area foreign demand growth is expected to increase from 1.6% in 2016 to 2.8% in 2017, 3.4% in 2018 and 3.5% in 2019. Compared with the December 2016 projections, global growth has been revised slightly upwards, reflecting some data revisions and the inclusion of the expectation of some fiscal stimulus in the US baseline projection. Meanwhile euro area foreign demand growth has been revised upwards in 2016-17, reflecting stronger import data in the second half of 2016; but marginally downwards in 2019, largely on account of expectations of weaker import growth in Latin America and China.

                  
                     
                        The uncertainty surrounding the baseline projections for global activity remains elevated, with the balance of risks tilted to the downside.
                      Key downside risks include an increase in trade protectionism that is gaining strength across advanced economies; a disorderly tightening of global financial conditions, which could affect in particular vulnerable EMEs; possible disruptions associated with China’s reform and liberalisation process; and, lastly, possible disruptions caused by political and geopolitical uncertainties, such as future relations between the United Kingdom and the European Union.

               
               
                  
                     
                        
                           Global price developments

                        

                     

                  

                  
                     
                        Global headline inflation increased in recent months, following the rebound in oil prices.
                      In the OECD countries, annual consumer price index (CPI) inflation increased to 2.3% in January, going back to levels not seen in almost five years. This was mainly driven by the increase in energy prices, which rose by 8.5% year on year. Excluding food and energy, OECD annual inflation increased to 1.9% in January from 1.8% in December (see Chart 4). Consumer price inflation increased further in all major advanced economies in January. Conversely, inflation continued to decline in most major non-OECD economies, with the exception of China where consumer prices picked up.

                  
                     Chart 4

                     OECD consumer price inflation

                     (year-on-year percentage changes; percentage point contributions)

                     
                        
                     

                     Source: OECD.

                     Note: The latest observation is for January 2017.

                  

                  
                     
                        Brent crude oil prices have fluctuated in the range of USD 52 to USD 56 per barrel since the agreement of the Organization of the Petroleum Exporting Countries (OPEC) on 30 November 2016 to cut output.
                      Global oil production dropped in January, mirroring declines in both OPEC and non-OPEC countries. While OPEC production recorded one of the largest output cuts in its history, non‑OPEC members participating in the output deal also contributed to what was the biggest month-on-month decline in global oil supply since September 2008. However, looking forward, non-OPEC output is set to increase in 2017 driven mainly by countries outside the output deal (the United States, Canada and Brazil), with US shale production already showing production increases in December 2016. Non-oil commodity prices have increased by around 1% (in US dollar terms) over the past few weeks, mainly driven by a rise in the price of iron ore to a near three-year high, which was partly offset by a fall in food prices.

                  
                     
                        Looking ahead, global inflation is expected to rise slowly.
                      The recent increase in oil and other commodity prices are expected to support headline inflation in the short term. Further ahead, slowly diminishing spare capacity at the global level is expected to give some support to underlying inflation over the medium term. However, as the current oil futures curve anticipates very stable oil prices over the projection horizon, the future contribution from energy prices to inflation is expected to be very limited.
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                           Financial developments

                     

                  

               

               
                  Since the Governing Council’s monetary policy meeting in December, euro area sovereign bond yields have risen slightly and exhibited some volatility. Corporate bond spreads have fallen and remain at levels lower than in early March 2016, when the corporate sector purchase programme (CSPP) was announced. Broad equity prices have risen in the euro area, with a similar increase observed in the United States. The value of the euro depreciated slightly in trade-weighted terms.
               

               
                  
                     Long-term euro area government bond yields have overall increased since early December.
                   During the period under review (from 8 December 2016 to 8 March 2017), the GDP-weighted ten-year euro area sovereign bond yield increased by around 15 basis points to approximately 1.2% (see Chart 5).

               
                  Chart 5

                  Ten-year sovereign bond yields in the euro area, the United States and the United Kingdom

                  (percentages per annum)

                  
                     
                  

                  Sources: Bloomberg and ECB calculations.

                  Notes: For the euro area, the GDP-weighted average of ten-year euro area sovereign bond yields is reported. The latest observation is for 8 March 2017.

               

               
                  
                     Within the euro area, sovereign yield spreads have widened as a result of political uncertainty. 
                  The overall stable developments in the GDP-weighted average of sovereign bond yields mask some heterogeneous intra-euro area developments. Sovereign yield spreads widened in several countries (see Chart 6). This was especially evident in France, where increased political uncertainty surrounding the upcoming presidential election led to some volatility in sovereign yield spreads. The ten-year French yield spread to the risk-free overnight interest swap rate ended the review period around 20 basis points wider, after widening by up to 40 basis points during the review period. In countries with a lower rating, a similar widening of the spread was observed.

               
                  Chart 6

                  Euro area sovereign spreads vis-à-vis the euro area OIS rate

                  (percentages per annum)

                  
                     
                  

                  Sources: Thomson Reuters and ECB calculations.

                  Notes: The spread is calculated by subtracting the overnight index swap (OIS) rate from the sovereign yield. For the euro area the GDP-weighted average of ten-year sovereign yields is reported. The latest observation is for 8 March 2017.

               

               
                  
                     The euro overnight index average (EONIA) forward curve has remained broadly unchanged since early December, indicating no market expectations of further decreases in the deposit facility rate (DFR).
                   The gradual upward sloping profile of the EONIA forward curve implies that market participants continue to expect a prolonged period of negative EONIA rates with no further cuts to the DFR priced in (see Chart 7). This stands in sharp contrast to the situation in early October 2016, where the shorter segment of the curve was downward-sloping and therefore indicative of expectations of further reductions in the DFR.

               
                  Chart 7

                  EONIA forward rates

                  (percentages per annum)

                  
                     
                  

                  Sources: Thomson Reuters and ECB calculations.

               

               
                  
                     The EONIA rate remained stable at around -35 basis points in the period under review, except for a small increase at the end of the year.
                   Excess liquidity increased by around €165 billion, to approximately €1,356 billion, in the context of the Eurosystem’s purchases under the asset purchase programme. The increase in excess liquidity also reflected participation in the third targeted longer-term refinancing operation (TLTRO-II), which took place in December 2016. Box 4 presents more information on liquidity conditions.

               
                  
                     Spreads on bonds issued by non-financial corporations (NFCs) have fallen across all rating classes since early December (see Chart 8).
                   The decrease in spreads (over the corresponding AAA-rated euro area curve) has been supported by an improvement in the euro area growth outlook. As such, lower corporate bond spreads indicate a reduction in the market perception of corporate risk. Spreads on investment-grade NFC bonds are currently around 60 basis points below corresponding levels in early March 2016, when the Governing Council announced the launch of the CSPP. In the financial sector, bond spreads also tightened by between 5 and 20 basis points across all rating classes during the review period.

               
                  Chart 8

                  Euro area corporate bond spreads

                  (basis points)

                  
                     
                  

                  Sources: iBoxx indices and ECB calculations.

                  Note: The latest observation is for 8 March 2017.

               

               
                  
                     Broad euro area equity prices have risen substantially since early December.
                   The equity prices of non-banks increased by 7% during the period under review, outperforming the equity prices of banks, which rose by only 2% (see Chart 9). Euro area non-banks outperformed their US counterparts, while the euro area banks underperformed their US counterparts. The increases have been supported by an improved outlook for macroeconomic growth and inflation. Over a longer horizon, and relative to their lows in the aftermath of the outcome of the UK referendum on EU membership in late June 2016, broad euro area equity prices have increased by around 25% (of which banks by around 50%). Market uncertainty – measured by expectations of equity price volatility – remained stable during the review period overall. In early March the implied equity market volatility in the euro area was 15% on an annualised basis, while in the United States it stood at 12%. Implied volatilities in both areas are well below historical averages and partly reflect low realised volatilities in equity price movements.

               
                  Chart 9

                  Euro area and US equity price indices

                  (1 January 2016 = 100)

                  
                     
                  

                  Sources: Thomson Reuters, and ECB calculations.

                  Note: The latest observation is for 8 March 2017.

               

               
                  
                     In foreign exchange markets, the euro slightly depreciated in trade-weighted terms (see Chart 10).
                   The nominal effective exchange rate of the euro has weakened by 1.4% since 8 December. In bilateral terms, over the same period the euro has depreciated by 1.9% against the US dollar. The euro also weakened vis‑à‑vis other major currencies, including the Japanese yen (by 1.6%) and the Swiss franc (by 1.4%), whereas it continued to appreciate vis-à-vis the pound sterling (by 2.1%). At the same time, the exchange rate of the euro also depreciated vis-à-vis the currencies of most other EU Member States outside the euro area and the currencies of major emerging economies (including the Chinese renminbi), with the exception of the Turkish lira.

               
                  Chart 10

                  Changes in the exchange rate of the euro vis-à-vis selected currencies

                  (percentages)

                  
                     
                  

                  Source: ECB.

                  Notes: EER-38 is the nominal effective exchange rate of the euro against the currencies of 38 of the euro area’s most important trading partners.
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                  The ongoing economic expansion continues to firm and is supported primarily by euro area domestic demand. There are also signs of a somewhat stronger global recovery. 
                  The March 2017 ECB staff macroeconomic projections foresee euro area real GDP growing by 1.8% in 2017, 1.7% in 2018 and 1.6% in 2019. Risks surrounding the euro area growth outlook have become less pronounced, but remain tilted to the downside and relate predominantly to global factors.
               

               
                  
                     The euro area economic expansion is continuing and is supported by domestic demand.
                   Real GDP increased by 0.4%, quarter on quarter, in the fourth quarter of the year (see Chart 11). Domestic demand and changes in inventories contributed positively to real GDP growth, whereas net trade provided a negative contribution. Output growth in the fourth quarter led to a yearly rise in GDP of 1.7% in 2016. The tendency of economic activity to firm and broaden across sectors and countries continued in the fourth quarter of 2016.

               
                  Chart 11

                  Euro area real GDP and its components

                  (quarter-on-quarter percentage changes and quarter-on-quarter percentage point contributions)

                  
                     
                  

                  Source: Eurostat.

                  Note: The latest observation is for the fourth quarter of 2016 for GDP and its components.

               

               
                  
                     Private consumption continues to be the mainstay of the ongoing economic expansion.
                   Real consumer spending increased by 0.4%, quarter on quarter, in the fourth quarter. This uptick, compared with the third quarter, occurred despite an increase in oil prices. Consumer confidence remained resilient and was well above its long-term average in January and February, signalling strong underlying consumer spending dynamics in the near term. Moreover, private consumption growth continued to be fuelled by solid household income gains supported by improving euro area labour markets.

               
                  
                     Euro area unemployment has now fallen for 14 consecutive quarters.
                   Euro area unemployment continued to decline in the fourth quarter of 2016, having peaked at the beginning of 2013. In January, it stood at 9.6%, remaining at the lowest rate since the second quarter of 2009. Growth in euro area employment continued in the third quarter of 2016, owing primarily to job creation in the services sector. Incoming surveys suggest further improvements in labour market conditions, with all main indicators reflecting a further positive trend into February 2017; the one exception is in the construction sector, where they remained broadly unchanged.

               
                  Chart 12

                  The unemployment rate and a broader measure of labour underutilisation in the euro area

                  (percentages)

                  
                     
                  

                  Source: Eurostat and ECB calculations.

                  Notes: The latest observation is for the fourth quarter of 2016 for the unemployment rate and the third quarter of 2016 for the “U6 measure”. U6 is a broader measure of labour underutilisation that also takes into consideration estimates of “discouraged workers, marginally attached labour market participants and underemployed part-time workers”.

               

               
                  
                     Although the overall tendency in unemployment is clearly positive, labour market slack remains considerable when broader measures of labour underutilisation are taken into account.
                   While there are fewer unemployed in the labour market, there are still many who are not counted as unemployed, but who may be capable of competing for jobs, thus constraining wage pressures. Broader measures of labour underutilisation (known as the “U6 measure”, which includes estimates of the numbers of “discouraged workers”, other potentially more marginally attached labour market participants and underemployed part-time workers, who currently have jobs, although not with the weekly hours they would like) remain elevated and have declined by less than has been observed for the unemployment rate (see Chart 12).This suggests a still considerable amount of slack in the wider euro area labour market.

               
                  
                     Euro area housing markets are increasingly supporting the growth momentum.
                   The recovery in euro area housing markets has been more delayed and much weaker compared with overall euro area economic activity. Recently, however, increasing numbers of countries have been showing positive year-on-year growth rates in major housing market indicators (see Chart 13). It thus seems that many euro area housing markets are moving into an expansionary phase. However, the strength of this recovery is overall still relatively muted and heterogeneous across countries. Looking ahead, improving financial conditions, higher confidence in the construction sector and an increasing number of building permits issued also point to a continued pick-up in construction investment in 2017.

               
                  Chart 13

                  Number of euro area countries with positive annual growth rates in housing market indicators

                  
                     
                  

                  Sources: Eurostat and ECB.

                  Notes: The latest observations are for the third quarter of 2016. The figures, which are unweighted, can range from 0 to 19.

               

               
                  
                     Business investment also seems to have expanded in the fourth quarter, although likely at a slower rate than in the third quarter,
                   as capital goods production grew only modestly. At the same time, according to the European Commission’s survey in the first quarter of 2017, demand as a perceived constraint on the production of capital goods has fallen further and remains at the lowest level since the onset of the Great Recession. Capacity utilisation also increased above average pre-crisis levels in the first quarter of 2017.

               
                  
                     Looking ahead, total investment should be further supported by the ECB’s very accommodative monetary policy.
                   Financing conditions remain very supportive and profit mark-ups are expected to pick up in the context of an already cash-rich non-financial corporate sector. Moreover, the observed strong recovery in equity prices and moderate debt financing growth has brought down the leverage ratio (debt-to-total assets). The increase in profits of non-financial corporations should encourage investment, particularly in the light of the need to replace capital after years of subdued fixed capital formation. However, the recovery of investment will still be held back by rigidities in product markets, expectations of weaker long‑term growth than in the past, and the continuing need for deleveraging in some euro area countries. In addition, the ongoing adjustment to changes in the regulatory environment, low bank profitability and the still high stock of non-performing loans on banks’ balance sheets in a number of countries continue to weigh on the intermediation capacity of banks and, in turn, firms’ investment funding in the near term.

               
                  
                     Euro area export growth has continued to pick up on the back of a gradual improvement in global trade.
                   Total euro area exports expanded by 1.5%, quarter on quarter, in the fourth quarter, driven both by services and goods trade. Monthly data up to December 2016 points to solid increases (in three-month-on-three-month percentage changes) in goods exports to China and other Asian countries. At the same time, Latin America made a positive contribution alongside the United States. Up until November exports to the United Kingdom fell, whereas exports to other European countries rose. Indications are that euro area goods exports have outpaced global goods imports in the fourth quarter of 2016, thus signalling a possible gain in euro area export market shares against the backdrop of a depreciation of the effective exchange rate of the euro. Surveys and new export orders with a bearing on the first quarter of 2017 point to improving export momentum in the near term. Looking further ahead, exports to outside the euro area are expected to grow following a gradual rebound in global trade. Risks to the trade outlook, however, relate to possible adverse effects stemming from increased uncertainty relating to trade policies globally.

               
                  
                     Overall, surveys point to a robust growth momentum in the first quarter of 2017.
                   The European Commission’s Economic Sentiment Indicator (ESI) displayed broad-based improvements in January and remained unchanged at high levels in February. The composite output Purchasing Managers’ Index (PMI) on the other hand was stable in January and displayed broad-based improvements in February. The rise in the first two months of 2017 compared with the fourth quarter of 2016 reflected an improved assessment of the current situation and robust order book intake in industry and construction. Both surveys are currently above their long-term average levels (see Chart 14).

               
                  Chart 14

                  Euro area real GDP, the composite output PMI and the ESI

                  (quarterly growth rates and normalised percentage balances and diffusion indices)

                  
                     
                  

                  Sources: Markit, European Commission and Eurostat.

                  Notes: The latest observations are for the fourth quarter of 2016 for real GDP and February 2017 for the ESI and the PMI respectively.

               

               
                  
                     The euro area economic expansion is expected to proceed, supported by the monetary policy measures which continue to be passed through to the real economy.
                   Improvements in corporate profitability and very favourable financing conditions continue to promote a recovery in investment. Sustained employment gains, which continue to be driven by past structural reforms, provide support for households’ real disposable income and thus private consumption. There are also signs of a somewhat stronger global recovery and increasing global trade. However, economic growth in the euro area is expected to be dampened by a sluggish pace of implementation of structural reforms and remaining balance sheet adjustments in a number of sectors.

               
                  
                     The March 2017 ECB staff macroeconomic projections for the euro area foresee annual real GDP increasing by 1.8% in 2017, 1.7% in 2018 and 1.6% in 2019 (see Chart 15).
                   Compared with the December 2016 Eurosystem staff macroeconomic projections, the outlook for real GDP growth has been revised up slightly by 0.1 percentage points in 2017 and 2018 due to somewhat stronger foreign demand in the near term, the weaker exchange rate of the euro and more favourable economic sentiment. The risks surrounding the euro area growth outlook have become less pronounced, but remain tilted to the downside and relate predominantly to global factors.

               
                  Chart 15

                  Euro area real GDP (including projections)

                  (quarter-on-quarter percentage changes)

                  
                     
                  

                  Sources: Eurostat and the article entitled “March 2017 ECB staff macroeconomic projections for the euro area”, published on the ECB’s website on 9 March 2017.

                  Notes: The ranges shown around the central projections are based on the differences between actual outcomes and previous projections carried out over a number of years. The width of the ranges is twice the average absolute value of these differences. The method used for calculating the ranges, involving a correction for exceptional events, is documented in “New procedure for constructing Eurosystem and ECB staff projection ranges”, ECB, December 2009, available on the ECB’s website.
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                  According to Eurostat’s flash estimate, euro area annual HICP inflation in February 2017 was 2.0%, up from 1.8% in January. Looking ahead, on the basis of current oil futures prices, headline inflation is likely to remain at levels close to 2% in the coming months. Measures of underlying inflation, however, have remained low and are expected to rise only gradually over the medium term. The March 2017 ECB staff macroeconomic projections for the euro area foresee annual HICP inflation at 1.7% in 2017, 1.6% in 2018 and 1.7% in 2019.
               

               
                  
                     Headline inflation increased further in February.
                   According to Eurostat’s flash estimate, HICP inflation increased further to 2.0% in February, up from 1.8% in January and 1.1% in December 2016 (see Chart 16). The increase in recent months was mainly driven by energy inflation and, to a lesser extent, food inflation, and brought headline inflation in February of this year to the highest level recorded since January 2013.

               
                  Chart 16

                  Contributions of components to euro area headline HICP inflation

                  (annual percentage changes; percentage point contributions)

                  
                     
                  

                  Sources: Eurostat and ECB calculations.

                  Note: The latest observations are for February 2017.

               

               
                  
                     However, underlying inflation remained subdued.
                   HICP inflation excluding food and energy was 0.9% in February 2017, substantially below its long-term average. The rate was unchanged from December 2016 and only slightly higher than the 0.8% recorded from August to November 2016. Most other measures of underlying inflation also showed no signs of a more dynamic upward development (see Chart 17). The subdued level of underlying inflation may partly reflect the lagged downward indirect effects of past low oil prices but, more fundamentally, also economic slack and continued weak domestic cost pressures.

               
                  Chart 17

                  Measures of underlying inflation

                  (annual percentage changes)

                  
                     
                  

                  Sources: Eurostat and ECB calculations.

                  Notes: The range of underlying measures includes the following: HICP excluding energy; HICP excluding unprocessed food and energy; HICP excluding food and energy; HICP excluding food, energy, travel-related items and clothing; the 10% trimmed mean; the 30% trimmed mean; the median of the HICP; and a measure based on a dynamic factor model. The latest observations are for February 2017 (HICP excluding food and energy) and January 2017 (all other measures).

               

               
                  
                     There are only weak signs of upward pipeline price pressures.
                   The strong increases in producer price inflation for total industry (excluding construction and energy) since spring 2016 reflect mainly strong increases in producer prices for intermediate goods (see Chart 18). Part of these increases may – with some lag – be feeding through to prices of non-food consumer goods further down the production and pricing chain. Furthermore, import price inflation for non-food consumer goods recorded a notable increase to 0% in January, up from -0.1% in December and -1.0% in November. However, at the start of 2017, domestic producer price inflation for non-food consumer goods had yet to show a clear upward trend, only increasing to 0.3% in January after fluctuating around 0.1% throughout 2016. A possible explanation is that higher costs and prices emerging at the level of intermediate goods were absorbed by margins at different stages of the production process, and that the pricing power of firms remained constrained by strong global competition.

               
                  Chart 18

                  Contribution to producer prices

                  (annual percentage changes; percentage point contributions)

                  
                     
                  

                  Sources: Eurostat and ECB calculations.

                  Note: The latest observations are for January 2017.

               

               
                  
                     Wage growth has remained low by historical standards.
                   Annual growth of negotiated wages in the euro area was 1.4% in the fourth quarter of 2016, slightly down from 1.5% in the second and third quarters of 2016. Factors that may be weighing on wage growth include still significant slack in the labour market, weak productivity growth and the ongoing impacts from labour market reforms implemented in some countries during the crisis
                     [1]
                  . Additionally, the low inflation environment over recent years may still contribute to lower wage growth through formal and informal indexation mechanisms.

               
                  
                     Market-based measures of long-term inflation expectations have been broadly stable since early December 2016, remaining somewhat below survey-based measures.
                   The upward trend in market-based measures of inflation expectations, which had been observed since the end of September, flattened after early December. Long-term market-based inflation expectations were broadly stable, while an increase was observed in the short end. More specifically, the five-year forward rate five years ahead now stands at around 1.71%, or close to 50 basis points higher than the low levels seen in autumn 2016 (see Chart 19). Irrespective of the significant increases across maturities since September 2016, market-based measures of inflation expectations still only indicate a gradual return to an inflation level of around 2% with, for example, the one-year forward rate four years ahead still hovering at around 1.35%. The higher long-term market-based inflation expectations, when compared with last autumn, have partially closed the gap on survey-based measures, which remained stable at 1.8% according to the ECB Survey of Professional Forecasters for the first quarter of 2017.
                     [2]
                  
               

               
                  Chart 19

                  Market-based measures of inflation expectations

                  (annual percentage changes)

                  
                     
                  

                  Sources: Thomson Reuters and ECB calculations.

                  Note: The latest observations are for 3 March 2017.

               

               
                  
                     Looking ahead, HICP inflation in the euro area is projected by ECB staff to increase strongly from 0.2% in 2016 to 1.7% in 2017.
                   The outlook for headline inflation for 2017 has been revised significantly following the recent rise in oil prices. However, there are contrasting patterns in energy and non-energy inflation. Energy prices are expected to account for the bulk of the strengthening in HICP inflation between 2016 and 2017. This, in turn, reflects upward base effects, together with recent significant increases in oil prices. On the basis of the information available in mid-February, the March 2017 ECB staff macroeconomic projections for the euro area foresee HICP inflation at 1.7% in 2017, 1.6% in 2018 and 1.7% in 2019 (see Chart 20).
                     [3]
                     By comparison with the December 2016 Eurosystem staff macroeconomic projections, the outlook for headline HICP inflation has been revised upwards significantly for 2017 and slightly for 2018, while it remains unchanged for 2019.

               
                  Chart 20

                  Euro area HICP inflation (including projections)

                  (annual percentage changes)

                  
                     
                  

                  Sources: Eurostat and the article entitled “March 2017 ECB staff macroeconomic projections for the euro area”, published on the ECB’s website on 9 March 2017.

                  Note: The latest observations are for the fourth quarter of 2016 (actual data) and the fourth quarter of 2019 (projection).

               

               
                  
                     In contrast to energy inflation, the expected pick-up in HICP inflation excluding energy and food is likely to be much more gradual over the projection horizon.
                   HICP inflation excluding energy and food is envisaged to increase from 0.9% in 2016 to 1.1% in 2017 and to rise to 1.6% and 1.8% in 2018 and 2019 respectively. A main factor behind this gradual pick-up is the envisaged increase in wages and unit labour costs as the recovery progresses and consolidates. Declining labour market slack and a gradual fading of crisis-related factors, which have held down wage growth over the past few years, are expected to lead to a rebound in the growth of compensation per employee and, given a more modest projected recovery in productivity, in unit labour cost growth. Overall, a gradual pick-up in underlying inflation should support the level of headline inflation over 2017-19.

            
            
               
                  
                     
                        
                           5 
                           
                           Money and credit

                     

                  

               

               
                  Broad money growth remained broadly stable in January 2017. At the same time, lending to the private sector continued its gradual recovery in the fourth quarter of 2016 and in January. The annual flow of total external financing to non-financial corporations is estimated to have strengthened further in the fourth quarter of 2016.
               

               
                  
                     Growth in broad money remained broadly stable in January, continuing the robust pace that has been largely observed since mid-2015.
                   The annual growth rate of M3 stood at 4.9% in January (see Chart 21). The low opportunity cost of holding the most liquid instruments in an environment of very low interest rates, as well as the impact of the ECB’s monetary policy measures, continued to support money growth. In addition, annual M1 growth remained broadly stable in the fourth quarter of 2016, as the moderating trend observed since mid-2015 paused, before it decreased somewhat in January (8.4%, after 8.8% in December 2016).

               
                  Chart 21

                  M3, M1 and loans to the private sector

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

                  
                     
                  

                  Source: ECB.

                  Notes: Loans are adjusted for loan sales, securitisation and notional cash pooling. The latest observation is for January 2017.

               

               
                  
                     Overnight deposits continued to be the main driver of M3 growth.
                   Specifically, the annual growth rate of overnight deposits held by households and non-financial corporations (NFCs) increased in the fourth quarter of 2016 and in January 2017, to 11.4% and 10.5% respectively, following a decline in pace during the previous quarter. By contrast, the volatile annual growth rate of overnight deposits held by financial intermediaries (excluding MFIs) declined in January. The annual growth rate of currency in circulation remained contained, indicating no general tendency by the money-holding sector to substitute deposits with cash in an environment of very low or negative interest rates. Short-term deposits other than overnight deposits (i.e. M2 minus M1) continued to have a negative impact on M3 in the fourth quarter and in January. The growth rate of marketable instruments (i.e. M3 minus M2), a small component of M3, strengthened towards the end of the fourth quarter and in January, supported mainly by solid growth in money market fund shares/units.

               
                  
                     Domestic sources of money creation remained the main driver of broad money growth (see Chart 22).
                   Among the M3 counterparts, the Eurosystem’s purchases of general government debt securities (see the red portion of the bars in Chart 22), mainly in the context of the ECB’s public sector purchase programme (PSPP), contributed positively to M3 growth. In addition, M3 growth continued to be supported by domestic counterparts other than credit to general government (see the blue portion of the bars in Chart 22). This was driven by the ongoing recovery in credit to the private sector, together with the persistent contraction in MFIs’ longer-term financial liabilities. These longer-term financial liabilities (excluding capital and reserves), whose annual rate of change has been negative since the second quarter of 2012, decreased further in the fourth quarter of 2016 and in January. The negative annual growth rate was partly due to the impact of the ECB’s targeted longer-term refinancing operations (TLTRO-II), which act as a substitute for longer-term market-based bank funding and reduce the attractiveness for investors to hold long-term deposits and bank bonds.

               
                  Chart 22

                  M3 and its counterparts

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

                  
                     
                  

                  Source: ECB.

                  Note: The latest observation is for January 2017.

               

               
                  
                     MFIs’ net external assets continued to exert downward pressure on annual M3 growth.
                   However, they registered a small positive monthly inflow in December and January. This reduced their downward pressure on annual M3 growth (see the yellow portion of the bars in Chart 22) and might suggest that the share of bond sales by non-residents in the context of the PSPP is moderating. PSPP-related sales of euro area government bonds by non-residents contributed to the annual decline in MFIs’ net external assets provided that their proceeds were invested mainly in non-euro area instruments. By contrast, the share of PSPP-related government bond sales from euro area MFIs excluding the Eurosystem has been increasing. Government bond sales from euro area MFIs excluding the Eurosystem contributed to the negative annual growth of credit to general government by MFIs excluding the Eurosystem and dampened M3 growth (see the green portion of the bars in Chart 22).

               
                  
                     Loan growth to the private sector continued its gradual recovery.
                   The annual growth rate of MFI loans to the private sector (adjusted for loan sales, securitisation and notional cash pooling) increased in the fourth quarter of 2016 and in January 2017 (see Chart 21). Across sectors, the annual growth of loans to NFCs increased further in the fourth quarter and remained stable in January, at 2.3% (see Chart 23). Overall, growth in loans to NFCs has recovered significantly from the trough in the first quarter of 2014. This development is broad-based across the largest countries, although loan growth rates are still negative in some jurisdictions. The annual growth rate of loans to households increased in the fourth quarter of 2016 and recovered slightly further in January, to 2.2%, from 2.0% in December (see Chart 24). The significant decrease in bank lending rates seen across the euro area since summer 2014 (owing notably to the ECB’s non-standard monetary policy measures) and overall improvements in the supply of, and demand for, bank loans have supported these trends. In addition, banks have made progress in consolidating their balance sheets, although the level of non-performing loans remains high in some countries and may constrain bank lending.

               
                  Chart 23

                  MFI loans to NFCs in selected euro area countries 

                  (annual percentage changes)

                  
                     
                  

                  Source: ECB.

                  Notes: Adjusted for loan sales, securitisation and notional cash pooling. The cross-country dispersion is calculated on the basis of minimum and maximum values using a fixed sample of 12 euro area countries. The latest observation is for January 2017.

               

               
                  Chart 24

                  MFI loans to households in selected euro area countries

                  (annual percentage changes)

                  
                     
                  

                  Source: ECB.

                  Notes: Adjusted for loan sales, securitisation and notional cash pooling. The cross-country dispersion is calculated on the basis of minimum and maximum values using a fixed sample of 12 euro area countries. The latest observation is for January 2017.

               

               
                  
                     In the fourth quarter of 2016 loan growth continued to be supported by increasing demand across all loan categories, while credit standards for loans to enterprises and to households for house purchase stabilised broadly.
                   According to the January 2017 euro area bank lending survey, competitive pressure continued to have an easing impact on credit standards for loans to enterprises and households, while banks’ willingness to tolerate risk had a tightening impact. Rejection rates for loan applications decreased across all loan categories. The low general level of interest rates continued to be a key factor behind the net increase in loan demand by enterprises and households. In addition, financing needs for mergers and acquisitions, as well as continued favourable housing market prospects and consumer confidence, contributed positively to loan demand (see survey). In this context, banks surveyed also indicated that profitability motives were the main reason for participating in the third TLTRO-II operation. According to the banks, the main effect of the past TLTROs on loan supply was an easing of credit terms and conditions, while the easing impact on credit standards increased.

               
                  
                     Banks’ funding conditions remained favourable.
                   Banks’ composite cost of debt financing increased slightly in the fourth quarter of 2016 and in January 2017 (see Chart 25). This was driven by a rise in bank bond yields, while the cost of deposits remained stable. Despite the recent increase, banks’ composite cost of debt financing continued to be at historically low levels. The ECB’s accommodative monetary policy stance, the net redemption of MFIs’ longer-term financial liabilities, the strengthening of bank balance sheets and receding fragmentation across financial markets have contributed to this development.

               
                  Chart 25

                  Banks’ composite cost of debt financing

                  (composite cost of deposit and unsecured market-based debt financing; percentages per annum)

                  
                     
                  

                  Sources: ECB, Merrill Lynch Global Index and ECB calculations.

                  Notes: The composite cost of deposits is calculated as an average of new business rates on overnight deposits, deposits with an agreed maturity and deposits redeemable at notice, weighted by their corresponding outstanding amounts. The latest observation is for January 2017.

               

               
                  
                     Bank lending rates for NFCs and households remained at very low levels in the fourth quarter of 2016 and in January 2017 (see Charts 26 and 27).
                   The composite lending rate for NFC loans decreased slightly in the fourth quarter of 2016 and remained broadly stable in January, at a new historical low. Over the same period, the composite bank lending rate for households for house purchase declined somewhat further in the fourth quarter of 2016, reaching a new historical low in December, and increased slightly in January. Since the announcement of the ECB’s credit easing measures in June 2014, composite bank lending rates for loans to NFCs and households have decreased by significantly more than market reference rates, signalling an improvement in the pass-through of monetary policy measures to bank lending rates. The decrease in banks’ composite funding costs has supported the decline in composite lending rates. Between May 2014 and January 2017, composite lending rates on loans to both NFCs and households fell by around 110 basis points. The reduction in bank lending rates on NFC loans was especially strong in vulnerable countries, thereby contributing to mitigating previous asymmetries in monetary policy transmission across countries. Over the same period, the spread between interest rates charged on very small loans (loans of up to €0.25 million) and those charged on large loans (loans of above €1 million) in the euro area narrowed considerably and fluctuated around the low levels reached in the fourth quarter of 2016 and in January 2017. This indicates that small and medium-sized enterprises have generally been benefiting to a greater extent from the decline in bank lending rates than large companies.

               
                  Chart 26

                  Composite lending rates for NFCs

                  (percentages per annum; three-month moving averages)

                  
                     
                  

                  Source: ECB.

                  Notes: The indicator for the total cost of bank borrowing is calculated by aggregating short and long-term rates using a 24-month moving average of new business volumes. The cross-country standard deviation is calculated using a fixed sample of 12 euro area countries. The latest observation is for January 2017.

               

               
                  Chart 27

                  Composite lending rates for house purchase

                  (percentages per annum; three-month moving averages)

                  
                     
                  

                  Source: ECB.

                  Notes: The indicator for the total cost of bank borrowing is calculated by aggregating short and long-term rates using a 24-month moving average of new business volumes. The cross-country standard deviation is calculated using a fixed sample of 12 euro area countries. The latest observation is for January 2017.

               

               
                  
                     The annual flow of total external financing to euro area NFCs is estimated to have strengthened in the fourth quarter of 2016, after slowing down temporarily in the previous quarter.
                   NFCs’ external financing now stands at levels seen at the beginning of 2005 (just before the period of excessive credit growth started). The recovery in NFCs’ external financing observed since early 2014 has been supported by the strengthening of economic activity, further declines in the cost of bank lending, the easing of bank lending conditions, the very low cost of market-based debt and larger numbers of mergers and acquisitions. At the same time, NFCs’ record high cash holdings have reduced the need for external financing.

               
                  
                     Net issuance of debt securities by NFCs increased again in early 2017, after moderating towards the end of 2016.
                   The latest ECB data show that issuance activity declined in December mainly due to seasonal factors. Preliminary data suggest that issuance increased again in January and February. It continued to be supported by the ECB’s corporate bond purchases, among other factors. The net issuance of listed shares by NFCs contracted in the fourth quarter of 2016 as a result of marked share buybacks, which amounted to around €7½ billion both in November and December.

               
                  
                     Financing costs for NFCs remain very favourable.
                   The overall nominal cost of external financing for NFCs is estimated to have increased slightly, on average, in January and February 2017, after returning in December to its historically low level of July 2016. The rise in the overall cost of financing was explained by a modest increase in the cost of equity, which was attributable to a slight increase in the risk free rate, while equity risk premia were broadly unchanged.
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                  Over the period 2017-19 the general government budget deficit and debt ratios for the euro area are projected to remain on a downward path. The euro area fiscal stance, which was mildly expansionary in 2016, is projected to turn broadly neutral in 2017-19. However, euro area countries’ follow-up to the European Commission’s review of their draft budgetary plans for 2017 has been unsatisfactory, as none of the countries that were considered at risk of non-compliance with the Stability and Growth Pact (SGP) has implemented significant measures.
               

               
                  
                     The euro area general government budget deficit is projected to decline over the projection horizon.
                   Based on the March 2017 ECB staff macroeconomic projections,
                     [4]
                   the budget deficit is expected to decline from 1.6% of GDP in 2016 to 0.9% of GDP in 2019 (see the table). The projected reduction is driven by a further decline in interest payments and a higher primary fiscal surplus, also reflecting cyclical conditions. Compared with the December 2016 Eurosystem staff macroeconomic projections, the fiscal outlook is more favourable. Unexpected revenue windfalls in a few countries resulted in a better than expected outcome in 2016. This will also positively affect the outcome in 2017, which, together with lower primary expenditures, explains the more favourable budgetary outlook for 2017-19.

               
                  Table

                  Fiscal developments in the euro area

                  (percentages of GDP)

                  
                     
                  

                  Sources: Eurostat, ECB and the March 2017 ECB staff macroeconomic projections.

                  Notes: The data refer to the aggregate general government sector of the euro area. Owing to rounding, figures may not add up. As the projections usually take the most recent data revisions into account, there might be discrepancies compared with the latest validated Eurostat data.

               

               
                  
                     The fiscal stance was mildly expansionary in 2016 and is projected to turn broadly neutral in 2017-19.
                  
                  
                     [5]
                   The main stimulus measures in 2016 comprised cuts in direct taxes in a number of countries. In the period 2017-19 further deficit-increasing measures on the revenue side are likely to be offset by less dynamic growth in components of government spending. In particular, compensation of employees and intermediate consumption are projected to grow below nominal trend GDP growth rates, while other items, such as government investment, are foreseen to grow above potential. The changes compared with the December 2016 projections are very limited. In view of the need to find a balance between economic stabilisation and fiscal sustainability in a number of euro area countries, a broadly neutral fiscal stance in the period ahead can be regarded as appropriate.

               
                  
                     The high level of aggregate euro area government debt is projected to continue to decline gradually.
                   The euro area debt-to-GDP ratio, which peaked in 2014, is projected to decline from 89.3% in 2016 to 84.5% by the end of 2019. The reduction in debt largely stems from the favourable interest rate-growth differential, which reflects better cyclical conditions and low interest rates. Small primary surpluses are also expected to have a favourable impact on the projected debt path. Compared with the December 2016 projections, the euro area debt-to-GDP ratio has been revised downwards over the whole projection horizon owing to the better budgetary outlook and a larger contribution to debt reduction from the interest rate-growth differential. Nevertheless, the ratios of more than half of the euro area countries are projected to exceed the 60% of GDP reference value by the end of the projection horizon and in a few cases they are expected to actually increase over the projection horizon.

               
                  
                     Further consolidation efforts are needed, notably in countries with high levels of debt.
                   These countries need to set their public debt ratio firmly on a downward path, as they are particularly vulnerable to renewed financial market instability or a rebound in interest rates. Full compliance with the SGP would ensure the correction of budgetary imbalances and the achievement of a sustainable debt trajectory. By contrast, euro area countries with fiscal space can make use of the available room for manoeuvre, for example by expanding public investment. Striving for a more growth-enhancing composition of government budgets would be beneficial for all countries. For a discussion on the concept of fiscal space, see Box 6.

               
                  
                     Euro area countries’ follow-up to the review of their draft budgetary plans for 2017 has been unsatisfactory.
                  
                  
                     [6]
                   On 16 November, based on its autumn 2016 forecast, the European Commission concluded that the draft budgetary plans of eight of the 18 Member States participating in the review were at risk of non-compliance with the provisions of the SGP. These countries are Belgium, Italy, Cyprus, Lithuania, Slovenia and Finland under the SGP’s preventive arm and Spain and Portugal under its corrective arm.
                     [7]
                   In mid-January 2017 the Commission revised its assessment for Spain to reflect the fact that the government’s December update of its draft budgetary plan was broadly compliant with the SGP. In the subsequent Eurogroup meetings, the governments of the countries that were considered at risk of non-compliance committed to adopting the measures needed to ensure compliance with the EU’s fiscal rules. However, based on the Commission’s winter 2017 forecast, none of these countries has implemented significant measures to address the identified consolidation gaps.

               
                  
                     On 22 February 2017 the Commission released its report on Italy’s compliance with the debt criterion, which concluded that the criterion is currently not complied with.
                  
                  
                     [8]
                   In line with past practice, compliance with the SGP’s preventive arm could be a mitigating factor in the assessment of compliance with the debt reduction benchmark. However, according to the Commission’s winter 2017 forecast, Italy’s public finances are assessed to be at risk of a significant deviation from the requirements of the SGP’s preventive arm. According to the Commission’s report, an additional fiscal effort of 0.2% of GDP in 2017 would be crucial for Italy to return to the adjustment path towards the medium-term objective (MTO) in 2017. However, taking all the relevant flexibility provisions of the SGP into account, this adjustment would only be sufficient to ensure “broad” compliance with the preventive arm requirements in 2017. In addition, the Commission expects public investment to have decreased slightly in Italy in 2016, whereas the level of investment should be at least preserved in order to be eligible for the “investment clause”. The Commission will take a final decision on whether to recommend the opening of an EDP for Italy in the spring, based on the final data for 2016 and the Commission’s spring 2017 forecast, as well as the implementation of the fiscal commitments made by the Italian authorities in February 2017.

               
                  
                     It is important that the tools under the strengthened governance framework be effectively applied in a manner which is consistent over time and across countries.
                   It is essential that these tools be used as intended to ensure sustainable fiscal positions in euro area countries. In particular, there is a risk that the debt rule may be sidelined if it is de facto subordinated to the SGP’s preventive arm, which may give insufficient weight to debt sustainability concerns. Ultimately, full and consistent implementation of the SGP is key for confidence in the European fiscal framework.

               
                  
                     Moreover, on 22 February 2017 the Commission also published its assessment of the transposition of the fiscal compact into national legislation.
                  
                  
                     [9]
                   The Treaty on Stability, Coordination and Governance in the Economic and Monetary Union (TSCG) includes as its main provision the requirement to have a balanced budget rule in place in national legislation – the so-called fiscal compact.
                     [10]
                   The TSCG entered into force on 1 January 2013, with a one-year deadline for transposition into national legislation (i.e. by 1 January 2014). According to Article 8(1) of the TSCG, the Commission should report in due time on the transposition of the fiscal compact into national legislation. The Commission’s assessment, which was published on 22 February 2017, only considers the transposition of the fiscal compact into law and not its practical application. The Commission concluded that all “contracting parties have significantly adapted their national fiscal frameworks as a result of the fiscal compact requirements”, notwithstanding national differences. In particular, all contracting parties were found to have put in place a binding balanced budget rule, which is backed by a correction mechanism that will be automatically triggered in the event of significant deviations from the MTO or from the adjustment path towards it. Moreover, the Commission confirmed that compliance with the rule is monitored by an independent national fiscal institution. However, for a significant number of countries, the Commission’s assessment of “compliant” is conditional on formal commitments by national authorities to implement remaining parts of the fiscal compact. These reservations relate in particular to the substance of the balanced budget rule; the application of the “comply or explain principle” if governments do not follow the recommendations of the independent monitoring institutions; and the procedures governing the activation of the correction mechanism. As these are central elements of the fiscal compact, it remains to be seen whether the way the fiscal compact has been put in place will be satisfactory and sufficient for national fiscal frameworks to be effective.

            
         
         
            

            

            
               
                  
                     [1] 
                  See the box entitled “Recent wage trends in the euro area”, Economic Bulletin, Issue 3, ECB, 2016.

            

            
               
                  
                     [2] 
                  Unlike survey-based measures of inflation expectations, market-based measures incorporate a risk premium.

            

            
               
                  
                     [3] 
                  See the article entitled “March 2017 ECB staff macroeconomic projections for the euro area”, published on the ECB’s website on 9 March 2017.

            

            
               
                  
                     [4] 
                  See the March 2017 ECB staff macroeconomic projections for the euro area.

            

            
               
                  
                     [5] 
                  The fiscal stance reflects the direction and size of the stimulus from fiscal policies on the economy, beyond the automatic reaction of public finances to the business cycle. It is measured as the change in the structural primary balance, i.e. the cyclically adjusted primary balance ratio net of temporary measures, such as government support for the financial sector. For more details on the concept of the euro area fiscal stance, see the article entitled “The euro area fiscal stance”, Economic Bulletin, Issue 4, ECB, 2016.

            

            
               
                  
                     [6] 
                  See the box entitled “Review of draft budgetary plans for 2017 and the budgetary situation for the euro area as a whole”, Economic Bulletin, Issue 8, ECB, 2016.

            

            
               
                  
                     [7] 
                  The budgetary plans of Lithuania and Finland will become broadly compliant with the SGP if the reduction in the required pace of structural adjustment to the MTO that these countries have applied for under the structural reform and investment clauses is granted; in the spring the Commission will reassess their eligibility for these clauses based on their stability programmes.

            

            
               
                  
                     [8] 
                  See https://ec.europa.eu/info/publications/italy-report-prepared-accordance-article-126-3-treaty_en.

            

            
               
                  
                     [9] 
                  The Treaty on Stability, Coordination and Governance in the Economic and Monetary Union (TSCG), which is an intergovernmental treaty, was signed by 25 countries, of which 22 countries (i.e. the 19 euro area countries plus Bulgaria, Denmark and Romania) are formally bound by the fiscal compact.

            

            
               
                  
                     [10] 
                  See also the article entitled “A fiscal compact for a stronger economic and monetary union”, Monthly Bulletin, ECB, May 2012 and the box entitled “Main elements of the fiscal compact”, Monthly Bulletin, ECB, March 2012.

            

         

      

   
      
         
            
               
                  
                     
                     Boxes

               

            

         

         
            
               
                  
                     
                        1 
                        
                        EME financial market developments after the 2016 US presidential election compared with developments after the 2013 tapering talk episode

                  

               

            

            
               This box compares financial market responses in the United States and emerging market economies (EMEs) since the 2016 US presidential election with developments during the 2013 “tapering talk” episode and emphasises the risks to the outlook for EMEs stemming from US policies.
            

            
               
                  In both episodes, expectations of a faster pace of US monetary policy normalisation were associated with significant movements in US financial markets (see Chart A).
                In May 2013 remarks by the Chairman of the Federal Reserve System, Mr Bernanke, announcing that the Federal Reserve System would begin to taper asset purchases under its QE3 programme, caused a marked increase in US bond yields. Since the US presidential election in 2016 US bond yields have increased by a similar amount. In contrast to the 2013 episode, however, stock markets in the United States have rallied, market-based measures of US inflation expectations have increased and the US dollar has strengthened. In both episodes, the yield curve shifted upwards across the maturity spectrum.

            
               Chart A

               Changes in US equities, bond yields, inflation expectations and the US dollar exchange rate after the 2016 US election compared with changes after the tapering talk

               (percentages (right-hand side); basis points (left-hand side))

               
                  
               

               Sources: Bloomberg, Federal Reserve Board and ECB calculations.

               Note: “Inflation expectations” refers to the “US Inflation Compensation: Coupon Equivalent Forward Rate: 5-10 years” series and the “US dollar NEER” is the nominal effective exchange rate of the US dollar; “after the US election” refers to changes between 8 November 2016 (the date of the Federal Open Market Committee (FOMC) meeting) and 3 March 2017 and “after the tapering talk” refers to changes between 22 May and 19 September 2013.

            

            
               
                  However, the reasons for the rise in US bond yields in each case seem to have been different.
                In the present episode, the interaction of US equity prices, bond yields and the US dollar exchange rate suggests that a positive demand shock is driving US asset market developments. Rising equity prices and falling bond prices, in particular, seem to have reflected market expectations of fiscal stimulus measures. Following the tapering talk in 2013, by contrast, it seems that a monetary policy shock – a shift in market expectations regarding the future path of monetary policy – led to the rise in US bond yields.

            
               
                  As a result, the reaction of EME financial markets in recent months has been milder overall than during the tapering talk episode.
                In the weeks after the US presidential election, EME currencies depreciated, bond prices declined (i.e. yields rose) and equity prices fell markedly. The initial decline in EME bond and equity prices has since reversed, with EME equity prices even rising to levels above those prevailing before the election, and EME currencies have bounced back. Conversely, during the tapering talk episode the decline in EME exchange rates and in bond and equity prices was significantly more persistent (see Chart B). Indeed, the sell-off in May 2013 marked the beginning of a long-term downward trend in EME asset prices that persisted until early 2016.

            
               Chart B

               Changes in EME financial asset prices following the 2016 US election and after the tapering talk

               (percentage changes)

               
                  
               

               Sources: Bloomberg and ECB calculations.

               Notes: “FX” is the trade-weighted JP Morgan EM currency index (EMCI). “Bonds” is the JP Morgan bond price index for US dollar-denominated sovereign debt (EMBI). “Equities” is the MSCI global EM index.

            

            
               
                  Recent EME equity and bond market outflows have been smaller than the levels seen during the tapering talk episode.
                Cumulative EME portfolio outflows in the month after the US election reached USD 17 billion (according to data from the Institute of International Finance), only slightly less than the outflows over the same period after the tapering talk which amounted to USD 21 billion (see Chart C). Recent developments have largely been driven by foreign disinvestment from EME bond markets, reflecting the pronounced rise in US yields. At the beginning of this year, however, these capital outflows reversed, which helped to stabilise EME asset markets. In both episodes, non-resident portfolio outflows were quick to rebound and no sudden stop occurred.

            
               Chart C

               Non-resident portfolio outflows from EMEs following the 2016 US election and after the tapering talk

               (x-axis: days since start of episode; daily cumulative flows in USD billions)

               
                  
               

               Sources: Institute of International Finance and ECB calculations.

               Notes: “after the US election” refers to cumulative changes from 8 November 2016 to 9 February 2017, while “after the tapering talk” refers to cumulative changes from 23 May to 13 September 2013. Aggregate flows are based on eight EMEs that publish daily information on portfolio liabilities: Indonesia, India, Korea, Thailand, South Africa, Brazil, the Philippines and Turkey.

            

            
               
                  Despite the overall benign financial market developments, downside risks to EME activity prevail, related in particular to a potential increase in protectionist sentiment targeted at key EMEs, which would harm global trade.
                If implemented, protectionist measures could more than offset the potential gains from stronger US activity and would overall weigh on EMEs’ economic growth. For instance, the possibility of rising protectionism has already contributed to a higher degree of uncertainty about Mexico’s future trade prospects with the United States, which is weighing on the country’s growth prospects. Moreover, exports of many EMEs typically have a high import content. These closely interlinked supply chains imply that any rise in trade barriers would have major repercussions and would lead to global feedback loops.

            
               
                  Moreover, the build-up of EMEs’ foreign debt, coupled with the preference of EME firms and banks for US dollar funding, may leave some EMEs in a vulnerable position.
                The external debt of many EMEs expanded after the global financial crisis and has continued to expand since the taper tantrum episode, owing mainly to very loose global financial conditions (see Chart D). As the US dollar strengthens and interest rates rise globally, debt service payments become increasingly onerous. In addition, in countries confronted with intensified inflationary pressures stemming from the sharp depreciation of their currencies, central banks may need to tighten further their monetary policy stance, further increasing the debt service burden stemming from domestic currency-denominated credit. Overall, the higher debt service ratio could weigh on economic activity, causing negative consequences for consumption and investment in the EMEs concerned.

            
               Chart D

               EME gross external debt

               (percentages of GDP, USD trillions)

               
                  
               

               Sources: World Bank and national sources for GDP.

               Note: This series is an aggregate of 14 countries (Argentina, Brazil, China, India, Indonesia, Mexico, Russia, South Africa, Korea, Turkey, Hong Kong, Malaysia, Singapore and Thailand).

            

         
         
            
               
                  
                     
                        2 
                        
                        Analysing euro area net portfolio investment outflows

                  

               

            

            
               
                  This box analyses recent developments in portfolio investment flows in the euro area financial account.
                In 2016 the euro area’s current account surplus was mainly mirrored in the financial account of the balance of payments by net outflows for portfolio investment and – to a lesser extent – direct investment.

            
               
                  In 2016 the euro area recorded net outflows for portfolio investment, owing to rebalancing towards non-euro area debt securities on the part of both euro area and non-euro area investors (see Chart A).
                In the case of euro area residents, that represented a continuation of the pronounced shift towards non-euro area debt securities that had been observed since the second half of 2014. Annual net purchases of non-euro area debt securities by euro area investors totalled €364 billion in 2016, only slightly below the all-time high of €382 billion that was recorded in 2015. However, this masks the fact that the fourth quarter of 2016 saw euro area investors become net sellers of non-euro area debt securities, the first time this had happened since the second quarter of 2012. Net sales of non-euro area debt securities totalled €26 billion in that quarter. Euro area residents’ net investment in non-euro area equities remained subdued in 2016, totalling €12 billion.

            
               Chart A

               Breakdown of euro area portfolio investment flows

               (as a percentage of GDP; three-month moving averages)

               
                  
               

               Sources: ECB and Eurostat.

               Notes: For assets, a positive (negative) number indicates net purchases (sales) of non-euro area securities by euro area investors. For liabilities, a positive (negative) number indicates net sales (purchases) of euro area securities by non-euro area investors. For net flows, a positive (negative) number indicates net outflows (inflows) from (into) the euro area. Equity includes investment fund shares. The latest observation is for December 2016.

            

            
               
                  Non-euro area investors were net sellers of euro area debt securities in 2016 – the first time that had happened since the introduction of the euro.
                Their net sales of euro area debt securities totalled €192 billion in 2016, compared with net purchases of €30 billion in 2015. This was largely a result of net sales of government debt securities (which totalled €116 billion and were, to a significant extent, a reflection of PSPP-related sales) and net sales of debt securities issued by euro area MFIs (which totalled €63 billion). On the other hand, non-euro area investors remained net purchasers of euro area equities, albeit their net purchases declined to €126 billion in 2016, down from €268 billion in 2015.

            
               
                  The persistently negative interest rate differentials vis-à-vis other advanced economies were an important determinant of net portfolio debt outflows in 2016 (see Chart B).
                An empirical exercise estimating the time-varying contributions that selected economic and financial variables make to the evolution of euro area net portfolio debt flows suggests that interest rate differentials played a significant role in 2016.
                  [11]
                For instance, the average yield differential between GDP-weighted euro area government bonds and US government bonds was around -1.0 percentage point for ten-year bonds and -1.4 percentage points for five-year bonds in 2016. Moreover, these estimates suggest that investors’ risk aversion contributed somewhat to net portfolio debt outflows in the second half of 2016, which may be linked to the temporary increases seen in financial stress indicators following the United Kingdom’s referendum on EU membership in June 2016.

            
               Chart B

               Model-based estimates of drivers of net portfolio debt outflows

               (as a percentage of GDP; three-month moving averages; contributions of variables)

               
                  
               

               Sources: ECB and Eurostat.

               Notes: A positive (negative) number indicates net outflows (inflows) from (into) the euro area. For details of variables, see footnote 1 of this box. The latest observation is for December 2016.

            

            
               
                  According to data available for the first three quarters of 2016, euro area residents’ net purchases of non-euro area debt securities in that period consisted almost exclusively of long-term debt instruments and largely reflected transactions by “other financial corporations”.
                This group of corporations – which includes investment and pension funds, as well as insurance companies – accounted for around 74% of the euro area’s net purchases of non-euro area debt instruments in that period, with “other private entities”
                  [12]
                and MFIs excluding the Eurosystem accounting for 14% and 7% respectively. Around 40% of the non-euro area debt securities that were purchased by euro area residents were issued by non-euro area governments, with securities issued by non-euro area MFIs, other financial corporations and other private entities accounting for the remainder (around 20% each).

            
               
                  Euro area investors’ portfolio debt investment outside the euro area remained concentrated in other advanced economies in 2016 (see Chart C).
                According to evidence available for the first three quarters of 2016, 46% of euro area investors’ net purchases of non-euro area debt securities in that period involved securities issued by the United States, followed by the United Kingdom (17%), other EU Member States (13%) and Canada (4%). Aggregate net purchases of debt securities issued by Brazil, China, India and Russia continued to account for less than 1% of total net purchases.

            
               Chart C

               Geographical breakdown of euro area investors’ net purchases of non-euro area portfolio debt securities

               (as a percentage of euro area GDP; four-quarter moving averages)

               
                  
               

               Sources: ECB and Eurostat.

               Notes: “BRICs” comprises Brazil, Russia, India and China; “other EU” comprises EU Member States outside the euro area, excluding the United Kingdom. The latest observation is for the third quarter of 2016.

            

            
               
                  Country-level data show net portfolio investment outflows for the largest euro area countries, driven by foreign investors’ net sales of domestic debt securities and domestic investors’ net purchases of foreign assets (see Chart D).
                The largest net sales of debt securities by non-domestic investors were recorded in Italy (4.1% of GDP), followed by Germany (3.1% of GDP) and Spain (1.8% of GDP), while non-domestic investors were net purchasers of French debt securities (with net purchases totalling 1.2% of GDP). Spain and France also saw net portfolio equity inflows from foreign investors. In contrast to the euro area financial account, pronounced net cross-border portfolio equity flows have been observed at the country level. These can be explained by strong intra-euro area cross-border flows into investment funds – which are mainly based in euro area financial centres. In 2016, net cross-border flows into investment funds accounted for most of the portfolio equity flows observed for individual euro area countries, with Italy having the largest flows. Moreover, investors in France, Germany, Italy and Spain were net purchasers of non-domestic debt securities in 2016, with those net purchases totalling between 1% and 2% of GDP.

            
               Chart D

               Breakdown of net portfolio investment flows in 2016

               (as a percentage of GDP)

               
                  
               

               Source: ECB.

               Notes: For assets, a positive (negative) number indicates net purchases (sales) of foreign securities by domestic investors. For liabilities, a positive (negative) number indicates net sales (purchases) of domestic securities by foreign investors. For net flows, a positive (negative) number indicates net outflows (inflows) from (into) the relevant country/the euro area. Equity includes investment fund shares.

            

            
               
                  In the non-MFI sector, portfolio shifts away from euro area debt securities continued to weigh on euro area MFIs’ net external asset position in 2016 (see Chart E).
                Euro area portfolio investment flows excluding the MFI sector closely followed the pattern for the economy as a whole as shown in Chart A. MFIs’ net external asset position mirrors transactions resulting from the trade and financial flows of the non-MFI sector. As can be seen from the monetary presentation of the balance of payments, the net portfolio debt outflows in the non-MFI sector had an increasingly negative impact on annual M3 growth in the euro area in 2016 via MFIs’ net external asset position. Conversely, MFIs’ net external assets continued to be supported by non-MFI transactions related to the euro area’s current account surplus and, to a lesser extent, net equity inflows.

            
               Chart E

               Monetary presentation of the balance of payments

               (EUR billions; 12-month moving sums of monthly flows)

               
                  
               

               Source: ECB.

               Notes: A positive (negative) number refers to a net inflow (outflow)/increase (decrease) in MFIs’ net external assets. All b.o.p. transactions relate to the non-MFI sector. “Other” includes net FDI flows, other investments and financial derivatives, and discrepancies between balance of payments and monetary statistics, as well as errors and omissions. The latest observation is for December 2016.
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                        Impact of the ECB’s non-standard measures on financing conditions: taking stock of recent evidence

                  

               

            

            
               
                  Since June 2014 the ECB has adopted a series of non-standard monetary policy measures to bring inflation rates back to levels below, but close to, 2% over the medium term.
                These measures have included targeted longer-term refinancing operations (TLTROs); lowering the deposit facility rate into negative territory; and an expanded asset purchase programme (APP) targeting a variety of investment‑grade private and public sector securities. This set of measures has been underpinned by forward guidance on the key ECB interest rates, which are expected to remain at present or lower levels for an extended period of time, and well past the horizon of the net asset purchases; and on asset purchases, which are intended to continue at their current pace “until the end of December 2017, or beyond, if necessary, and in any case until the Governing Council sees a sustained adjustment in the path of inflation consistent with its inflation aim”. In the context of its forward guidance, the ECB has also reiterated its readiness to increase the asset purchases in terms of size and/or duration, if a less favourable outlook or an unwarranted tightening in financial conditions were to materialise.

            
               
                  This box takes stock of recent evidence on the effectiveness of these measures in supporting financing conditions and credit intermediation.
                The adoption of non-standard monetary policy measures by major central banks, as well as their effects and the mechanisms by which they operate, have been the subject of much academic research in the past few years.
                  [13]
                This box reviews some key lessons that can be distilled from this research on the euro area, focusing on adjustments in financial market prices and in bank lending behaviour, which constitute the essential early stages of the monetary policy transmission process.
                  [14]
                The box organises the empirical evidence according to three stylised transmission channels, namely the signalling channel, the direct pass-through channel and the portfolio rebalancing channel.

            
               
                  Via the signalling channel, the non-standard measures have underpinned the ECB’s intention to keep short-term interest rates low for an extended period of time and have supported inflation expectations.
                The reduction in the deposit facility rate to levels below zero has been a powerful instrument signalling that short-term interest rates may stay low, or even be reduced to lower levels, for a longer period than would have been expected otherwise; this has reinforced the effect of the ECB’s APP on the entire yield curve.

            
               Chart A

               Three-month EONIA (OIS) forward rates

               (percentages per annum; horizon)

               
                  
               

               Source: ECB.

            

            A substantial part of the decline in the expected path of short-term interest rates can be ascribed to the non-standard monetary policy measures. Chart A compares two constellations of three-month overnight index swap (OIS) forward rates (which are a proxy for market expectations regarding the evolution of nominal short-term interest rates).
                  [15]
                The first constellation is observed in May 2014, i.e. just prior to the launch of the non-standard measures; the second constellation is observed immediately after the Governing Council meeting on 22 January 2015 when the APP was announced. Over the period from May 2014 to January 2015 market expectations regarding interest rates were revised downwards markedly, as reflected, for instance, in the decline of OIS rates three years ahead, which fell by around 70 basis points. In addition to the monetary policy measures, a variety of factors may possibly have contributed to these changes in market expectations. Within the literature, one method used to identify the contribution of the ECB’s measures is to examine changes in asset prices around policy announcement dates (an approach often referred to as “event-study evidence”).
                  [16]
                This approach confirms that a relevant part of the decline in the expected path of short-term rates can be ascribed to the non-standard monetary policy measures.
                  [17]
                Moreover, this approach shows that the measures have exerted signalling effects on inflation expectations, which have increased markedly, in particular around the various APP announcement dates.
                  [18]
                This re-anchoring of inflation expectations is instrumental in achieving a sustained adjustment in the path of inflation.
                  [19]
               
            

            
               
                  Via the direct pass-through channel, monetary policy has induced a further pronounced easing in the market segments targeted by the non-standard measures.
                As well as inducing a broad-based easing in financial conditions, the ECB’s policy measures have been designed to directly improve the way in which the resultant stimulus is passed through to the borrowing conditions of households and firms. The effectiveness of this channel is most evident in the case of the TLTROs, which have built-in incentive mechanisms to ensure that the favourable funding costs they offer to banks are passed on to the ultimate borrowers.
                  [20]
               
            

            
               Chart B

               Changes in lending rates for non-financial corporations: TLTRO-I operations

               (percentage points)

               
                  
               

               Source: ECB.

               Notes: This chart covers the period from June 2014 to July 2015. In “vulnerable” countries, the “non-bidders” group comprises 10 banks and the “bidders” group comprises 49 banks. In “less vulnerable” countries, the “non-bidders” group comprises 71 banks and the “bidders” group comprises 43 banks.

            

            
               Chart C

               Changes in lending rates for non-financial corporations: TLTRO-II operations

               (percentage points)

               
                  
               

               Source: ECB.

               Notes: This chart covers the period from March to December 2016. In “vulnerable” countries, the “non-bidders” group comprises 24 banks and the “bidders” group comprises 47 banks. In “less vulnerable” countries, the “non-bidders” group comprises 73 banks and the “bidders” group comprises 51 banks.

            

            Charts B and C provide evidence of this channel using information on banks’ lending rates and their bidding behaviour in the two series of TLTROs. The evidence suggests that banks located in vulnerable countries that have participated in TLTROs have lowered their lending rates by more than non-participating banks.
                  [21]
                This has helped steer the monetary stimulus to private sector borrowers in the euro area who have been most in need of accommodation.

            
               
                  Finally, via the portfolio-rebalancing channel, the ECB’s non-standard measures have compressed risk premia across a wide range of asset classes.
                Central bank asset purchases typically entail the absorption of medium to longer-term bonds in return for “zero-duration” central bank reserves. As a result, investors have an incentive to rebalance their portfolios towards other, riskier market segments, while accepting lower compensation for holding this risk. This is because central bank purchases free up risk-taking capacity in the private sector and drive down risk-adjusted returns on the assets targeted by the purchase programmes, hence inducing investors to consider alternative investments. In order to shed light on this channel, Charts D and E show changes in the yields on securities for selected euro area sovereigns during the press conference on 22 January 2015 when the APP was announced.
                  [22]
                As the theory predicts, the longer the term to maturity, the sharper the decline in yields was. Broader asset price reactions are also consistent with the view that the ECB’s measures have brought about an easing in financial conditions, which was evident from the improvement in stock markets and the decline in corporate bond yields around this announcement. Arguably, confining the assessment to the market reaction on 22 January 2015 when the official announcement was made does not capture the evidence that ECB communications hinting at the imminent launch of a purchase programme began to affect market expectations as early as September 2014. When these anticipation effects are accounted for, the response of asset prices is qualitatively similar to the response seen following the APP announcement on 22 January 2015; quantitatively, the APP explains the bulk of the decline observed in euro area long-term bond yields since September 2014.
                  [23]
                Moreover, risk premia have been compressed across a wide range of asset classes, suggesting spillovers to non-targeted assets. In the case of later recalibrations of the APP, it has become increasingly challenging to identify their effects via event studies, because market participants have, over time, gradually revised their expectations regarding policy packages on the basis of the continuous stream of economic data releases.
                  [24]
                At the same time, available studies that seek to address this challenge by using time series and cross-sectional variation in asset prices and asset purchase volumes also confirm that the ECB’s measures explain the bulk of the decline observed in euro area long-term risk premia since September 2014.
                  [25]
               
            

            
               Chart D

               Changes in yields of German and French securities following the announcement of the APP on 22 January 2015

               (basis points; years to maturity)

               
                  
               

               Source: ECB calculations.

            

            
               Chart E

               Changes in yields of Italian and Spanish securities following the announcement of the APP on 22 January 2015

               (basis points; years to maturity)

               
                  
               

               Source: ECB calculations.

            

            
               
                  The rebalancing channel has not only affected financial assets, it has also given banks incentives to improve credit conditions for households and non-financial corporations alike.
                A host of empirical analyses highlight that the different measures have had a mutually reinforcing impact on bank lending conditions.
                  [26]
                For instance, on the liability side, the TLTROs have brought funding relief for banks participating in the operations; at the same time, the APP and the interest rate cuts have led to a compression of funding costs for the banking system as a whole. On the asset side, the negative interest rates on excess liquidity have reinforced portfolio rebalancing effects. This is because the implicit charge applied on excess reserves has increased the velocity of circulation of excess reserves in the money market, and thus has improved the relative attractiveness for banks of granting loans or holding securities with a higher return. At the same time, the precise patterns of the resultant improvements in credit conditions have varied across different types of bank and/or across countries.

            
               
                  In the case of banks with greater recourse to TLTROs and tighter balance sheet constraints, the measures have tended to be transmitted as a reduction in lending rates.
                For instance, banks located in vulnerable countries with high levels of participation in TLTROs have responded to policy measures primarily by lowering interest rates on lending to non-financial corporations.
                  [27]
                In such cases, the flow of credit has recovered only gradually amid, inter alia, a structural need for deleveraging and weak cyclical demand on the back of a slow economic recovery in vulnerable countries. The strong pass-through to lending rates in the countries that were hit hardest by the financial crisis largely reflects a normalisation from earlier impairments. This has also resulted in a reduction in the dispersion of bank lending rates and receding fragmentation in terms of financing conditions across euro area countries.
                  [28]
               
            

            
               
                  In the case of banks holding excess liquidity and facing significant demand for credit, the stimulus has tended to result in an improvement in credit volumes.
                As a result of the ECB’s measures, banks located in countries where the economic recovery has been firming more rapidly have rebalanced their portfolios by extending the provision of credit. In these countries, the impact on the cost of borrowing is less significant than in more vulnerable economies, possibly because spreads and premia were already compressed. Moreover, the relatively solid balance sheet positions of banks in less vulnerable economies have provided scope for asset expansion. Finally, complementary evidence suggests that negative policy rates have amplified portfolio rebalancing incentives, as increases in credit volumes have been found to be particularly significant in the case of banks with high levels of excess liquidity.
                  [29]
               
            

            
               
                  Taken together, the evidence supports the “bank lending view” of monetary policy transmission, according to which banks’ balance sheet conditions affect the terms and conditions of bank credit.
                The evidence also shows that the transmission of asset purchases in a bank-based system such as the euro area is not weaker than in systems in which capital markets take centre stage. Coupled with negative interest rates and targeted lending operations, the ECB stimulus has led to tangible improvements in borrowing conditions for the real economy.
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                        Liquidity conditions and monetary policy operations in the period from 26 October 2016 to 24 January 2017

                  

               

            

            
               
                  This box describes the ECB’s monetary policy operations during the seventh and eighth reserve maintenance periods of 2016, which ran from 26 October to 13 December 2016 and from 14 December 2016 to 24 January 2017 respectively.
                During this period, the interest rates on the main refinancing operations (MROs), the marginal lending facility and the deposit facility remained unchanged at 0.00%, 0.25% and -0.40% respectively.

            On 21 December, the third targeted longer-term refinancing operation (TLTRO) in the second series of TLTROs (TLTRO-II) was settled for an amount of €62.2 billion. The liquidity injected by that operation was partially offset by voluntary repayments for the second TLTRO-I operation, which totalled €14.2 billion. The net liquidity injection of €48.0 billion resulted in the total outstanding amount for both TLTRO programmes rising to €545.7 billion at the end of the review period. In addition, the Eurosystem continued buying public sector securities, covered bonds, asset-backed securities and corporate sector securities as part of its expanded asset purchase programme (APP), with a target of €80 billion of purchases on average per month.

            
               
                  
                     
                        Liquidity needs

                     

                  

               

               
                  
                     In the period under review, the average daily liquidity needs of the banking system, defined as the sum of autonomous factors and reserve requirements, stood at €993.2 billion, an increase of €85.2 billion compared with the previous review period (i.e. the fifth and sixth maintenance periods of 2016).
                   This increase in liquidity needs was attributable almost exclusively to an increase in average net autonomous factors, which rose by €84.3 billion to a record high of €875.2 billion, while minimum reserve requirements rose only marginally (see the table).

               
                  Table

                  Eurosystem liquidity situation

                  
                     
                  

                  Source: ECB.

                  Notes: Since all figures in the table are rounded, in some cases the figure indicated as the change relative to the previous period does not represent the difference between the rounded figures provided for these periods (differing by €0.1 billion).

                  1) The overall value of autonomous factors also includes "items in course of settlement".

               

               
                  
                     The increase in autonomous factors was largely the result of an increase in liquidity-absorbing factors.
                   The main contributor to that increase was average demand for banknotes, which increased by €14.9 billion to stand at €1,110.5 billion, broadly in line with usual year-end patterns. Average other autonomous factors also increased, rising by €13.0 billion to stand at €682.3 billion. Average government deposits were more or less unchanged, increasing by just €0.1 billion to stand at €152.0 billion.

               
                  
                     Liquidity-providing autonomous factors decreased over the review period, as a result of the continuing decline in net assets denominated in euro, coupled with a slight decrease in net foreign assets.
                   Average net assets denominated in euro fell to €388.4 billion, down €51.5 billion from the previous review period, on account of a decline in financial assets held by the Eurosystem for purposes other than monetary policy, combined with an increase in liabilities held with national central banks by foreign official institutions. It is likely that these institutions increased their holdings as a result of limited investment opportunities in the market. Average net foreign assets decreased by €4.7 billion to €681.5 billion.

               
                  
                     The volatility of autonomous factors remained elevated, broadly unchanged from the previous review period.
                   That volatility primarily reflected fluctuations in both government deposits and net assets denominated in euro.

            
            
               
                  
                     
                        Liquidity provided through monetary policy instruments

                     

                  

               

               
                  
                     The average amount of liquidity provided through open market operations – both tender operations and the asset purchase programmes – increased by €257.2 billion to stand at €2,179.9 billion (see the chart).
                   This increase was primarily due to the ECB’s expanded asset purchase programme.

               
                  Chart

                  Evolution of monetary policy instruments and excess liquidity

                  (EUR billions)

                  
                     
                  

                  Source: ECB.

               

               
                  
                     The average amount of liquidity provided through tender operations increased by €29.7 billion to stand at €563.2 billion.
                   The increase in the liquidity provided by TLTROs more than offset the decline in the liquidity supplied via regular operations. Average liquidity provided via MROs and three-month LTROs decreased by €6.4 billion and €6.1 billion respectively, while the average outstanding amount of TLTROs increased by €42.1 billion, largely as a net effect of the settlement of the third TLTRO-II operation and voluntary early repayments for funds borrowed via the second TLTRO-I operation.

               
                  
                     Average liquidity provided through the APP increased by €227.4 billion to stand at €1,616.7 billion, mainly on account of the public sector purchase programme (PSPP).
                   Average liquidity provided by the public sector purchase programme, the third covered bond purchase programme, the asset-backed securities purchase programme and the corporate sector purchase programme rose by €198.2 billion, €11.2 billion, €1.9 billion and €24.2 billion respectively. The redemption of bonds held under the Securities Markets Programme and the two previous covered bond purchase programmes totalled €8.1 billion.

            
            
               
                  
                     
                        Excess liquidity

                     

                  

               

               
                  
                     As a consequence of the developments detailed above, average excess liquidity rose by €172.0 billion to stand at €1,186.7 billion in the period under review (see the chart).
                   In the seventh maintenance period, average excess liquidity rose by €98.9 billion on account of liquidity provided by the APP. The smaller increase of €88.8 billion in the eighth maintenance period was mainly the result of a €51.8 billion decline in liquidity-providing autonomous factors, which partially offset the liquidity provided by the expanded asset purchase programme. In addition, the pace of asset purchases under the purchase programmes was somewhat slower in the eighth maintenance period owing to the Christmas period.

               The increase in excess liquidity was mainly reflected in higher average current account holdings, which rose by €105.8 billion to stand at €867.8 billion in the period under review. Average recourse to the deposit facility increased by €67.2 billion to stand at €437.1 billion.

            
            
               
                  
                     
                        Interest rate developments

                     

                  

               

               
                  
                     Overnight money market rates remained close to the deposit facility rate (with some rates falling below it), while record low rates were observed over the year-end period in the repo market.
                   In the unsecured market, the EONIA (euro overnight index average) averaged -0.350%, down marginally from an average of -0.342% in the previous review period. The EONIA fluctuated within a relatively narrow range, with a high of -0.329% on the final day of 2016 and a low of -0.356%. Furthermore, in the secured market, average overnight repo rates in the GC Pooling market declined slightly to stand at -0.405% and -0.399% for the standard and extended collateral baskets respectively, both down 0.004 percentage point relative to the previous review period.

               Core collateral rates reached historic lows over the year-end period amid supply constraints. For instance, the one-day RepoFunds Rate for German collateral reached -4.9% over the year-end period, while the French equivalent reached -5.3%. In comparison, the one-day RepoFunds Rate for German collateral averaged -0.86% over the whole of the period under review, while the rate for French collateral averaged -0.75%. Rates for Italian and Spanish collateral saw smaller declines over the year-end period. Following year-end, repo rates reverted to the levels observed in November.

               As of 8 December, Eurosystem central banks can also accept cash as collateral in their PSPP securities lending facilities, and they do not have to reinvest it in a cash-neutral manner. This measure acts to support the liquidity and functioning of the euro area repo market and helps to alleviate potential collateral-related tensions in the market.
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                        New euro area statistics on insurance corporations

                  

               

            

            
               
                  Insurance corporations comprise a sizeable subsector within the euro area financial sector, representing 11% of total assets in the third quarter of 2016.
                This subsector has grown steadily in recent years, with total assets amounting to €7.9 trillion in the third quarter of 2016 (equivalent to 74% of annual euro area GDP) as shown in the chart below.

            
               Chart

               Total assets of euro area insurance corporations

               (EUR trillions; percentages)

               
                  
               

               Sources: ECB and ECB calculations.

            

            
               
                  In February 2017 the ECB released harmonised statistics on insurance corporations for the first time.
                The dataset consists of assets and liabilities of insurance corporations aggregated quarterly across the euro area, beginning with data for the third quarter of 2016. These data (together with a separate new dataset on pension funds) further increase the quality, coverage and granularity of ECB statistics on the euro area financial sector. At this initial stage the dataset covers outstanding amounts; further improvements such as the addition of transaction data, more detailed breakdowns and more timely data releases are envisaged for the future.

            
               
                  The dataset on euro area insurance corporations and pension funds released by the ECB from June 2011 until October 2016 had certain shortcomings. 
               In particular, data were not harmonised across the euro area. Furthermore, some data were estimated where actual data were not available at the national level. This dataset was discontinued after the data release for the second quarter of 2016. However, users of the statistics on insurance corporations have the benefit of a link between the old and new datasets, as data on insurance corporations for the third quarter of 2016 under the previous framework have also been made available as estimates.

            
               
                  The new statistics on insurance corporations improve on the previous dataset in several respects.
                The new dataset features (i) harmonised concepts that comply with international statistical standards; (ii) full coverage of institutions; (iii) detailed breakdowns of assets and liabilities; (iv) breakdowns by type of insurance corporation into life, non-life, composite and reinsurance corporations; and (v) more timely releases of data. 

            
               
                  In designing the statistical compilation framework for the new dataset, the ECB has made a concerted effort to minimise the reporting burden on insurance corporations by integrating the European statistical and supervisory data reporting requirements.
                In this way, the statistical data collection framework allows the statistical information to be derived, to a large extent, from data reported for supervisory purposes under the EU’s Solvency II framework. Many national competent authorities have opted to receive a single reporting flow for statistical and supervisory data, based on reporting templates prepared by the ECB – in close cooperation with the European Insurance and Occupational Pensions Authority (EIOPA) – that consolidate statistical and supervisory data reporting requirements. A common technical framework, based on the eXtensible Business Reporting Language (XBRL) taxonomy, has been set up by EIOPA to facilitate the integration.
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                        Conceptual issues surrounding the measurement of fiscal space

                  

               

            

            
               
                  Recommendations for the conduct of budgetary policies frequently refer to countries' “fiscal space”.
                For example, on 5 December 2016 the Eurogroup highlighted that “there are considerable differences across Member States in terms of fiscal space and budgetary consolidation needs”.
                  [30]
                Accordingly, policy recommendations often refer to how fiscal space can be generated, for example through the implementation of growth-friendly structural reforms.
                  [31]
               
            

            
               
                  Fiscal space generally describes governments’ scope for budgetary manoeuvre while preserving overall fiscal soundness.
                However, there is no commonly agreed approach to measure it. Instead, estimates of “fiscal space” differ, depending on the method or model used. Different approaches have evolved in recent policy discussions. They can be grouped into three broad categories, depending on whether they account for possible constraints on fiscal policies arising from (i) existing fiscal frameworks, (ii) risks to debt sustainability or (iii) so-called “debt limits”, i.e. estimates of debt ratios beyond which governments’ ability to honour debt obligations becomes questionable.
                  [32]
                This box reviews and assesses these different concepts in the context of the EU’s fiscal governance framework.

            
               
                  Starting with the first constraint, EU Member States’ fiscal space derives from the Stability and Growth Pact (SGP) and from national fiscal frameworks.
                The provisions of the SGP guide countries towards sustainable budgetary positions over the medium term. These are captured by so-called “medium-term budgetary objectives” (MTO), which are defined as structural budget balances, i.e. corrected for the impact of the economic cycle and temporary measures. MTOs are country-specific and set by the government, and are conditional on respecting minimum values that are calculated according to a common methodology.
                  [33]
                Against this background, the simplest measure of fiscal space within the SGP is the distance of a country's structural balance to the MTO. According to the European Commission's 2017 winter forecast, only three euro area countries (Germany, Luxembourg and the Netherlands) are expected to outperform their MTOs in 2017 (see the table). For countries that have not yet met their MTOs, the SGP recommends an appropriate effort to do so.
                  [34]
                Compared with the country-specific recommendations for 2017, structural efforts towards achieving sound budgetary positions are expected to fall short of commitments under the SGP in many countries (see the table). Thus, only a few countries are likely to have any – limited – fiscal space relative to the adjustment requirement this year.

            
               
                  The EU’s fiscal framework is asymmetric.
                Countries falling short of adjustment requirements are asked to step up consolidation efforts. In addition, in some countries, the national fiscal frameworks may impose fiscal adjustments that are more demanding than those under the SGP. By contrast, the SGP does not require countries with room for budgetary manoeuvre to use it.

            
               Table

               Indicators of fiscal space

               
                  
               

               Sources: European Commission's Winter 2017 Forecast and Debt Sustainability Monitor 2016 (see https://ec.europa.eu/info/publications/debt-sustainability-monitor-2016_en).

               Notes: The table excludes Greece, which is subject to a financial assistance programme. *The structural effort requirements refer to those outlined in the country-specific recommendations for 2017; they may be lower if countries are granted flexibility for, inter alia, the implementation of structural reforms or government investment. In turn, adjustment requirements are higher for countries whose debt reduction benchmark is the binding requirement under the SGP. This aims to ensure sufficient progress in reducing high debt levels towards 60% of the GDP debt reference value. **This grouping into risk categories refers to the risks identified in the Commission’s “medium-term” debt sustainability analysis. The Commission’s sustainability framework includes a comprehensive “medium-term” analysis (over a ten-year horizon), along with the “S1” indicator. Two additional indicators are used by the European Commission to capture risks: the “S0” indicator (for risks over the short run) and the “S2” indicator (for risks over the (very) long run). In particular, “S2” calculates the upfront fiscal adjustment required in order to stabilise the debt-to-GDP ratio over the infinite horizon, including financing for any additional expenditure arising from an ageing population.

            

            
               
                  The availability of fiscal space under the EU’s fiscal rules also reflects economic and other developments.
                A number of provisions in the SGP explicitly allow for cyclical developments and other factors. Following the Commission’s January 2015 communication on flexibility within the EU’s fiscal framework, adjustment requirements under the SGP's preventive arm have been made dependent on the output gap. Adjustment towards the MTO may also be carried out more slowly in the event countries implement structural reforms or raise investment.
                  [35]
                Regarding debt reduction requirements, various relevant factors such as low inflation and growth may reduce the necessary adjustment needs.
                  [36]
                Furthermore, the “general escape clause”, which has so far never been applied, in principle allows amendments to fiscal adjustment in the event of a severe economic downturn, provided debt sustainability over the medium term is not endangered.

            
               
                  Turning to the second constraint above, available fiscal space can be derived from the comprehensive analysis of debt sustainability.
                There is no single measure of whether, in practice, debt is sustainable. Comprehensive debt sustainability analysis (DSA) presents both projected debt dynamics and the level at which debt stabilises in a central scenario (benchmark) and in the presence of various adverse shocks. DSA also takes into account other relevant indicators, such as a government’s gross financing needs, its fiscal framework, the maturity structure of government debt, the scope for contingent liabilities, the quality of institutions and political risks.
                  [37]
                Given the need to project debt developments over long horizons, any DSA is sensitive to the assumptions applied. According to the European Commission’s latest Debt Sustainability Monitor
                  [38]
               , a sizeable number of countries are facing elevated or high risks to debt sustainability over the medium term (see the table)
                  [39]
               . Most euro area countries thus have very little or no room for budgetary manoeuvre under this methodology. As the table shows, the results following this approach are closely related to those derived from rules-based fiscal space: generally, countries with elevated or high risk-to-debt sustainability are also those whose debt ratios exceed the 60% of GDP reference value by the greatest margin and whose structural budgetary position is furthest from the MTO.
                  [40]
               
            

            
               
                  Regarding the third constraint, the concept of fiscal space in relation to “debt limits” captures the room for budgetary manoeuvre as the distance between current debt ratio and a level beyond which sovereigns risk not honouring their debt obligations.
               
               
                  [41]
                The specification of such debt limits is either directly linked to the government’s ability to raise revenue, or it is gauged more broadly as the point where political fatigue is estimated to prevent the consolidation measures necessary to stabilise rising debt. Different approaches model the shocks assumed to hit economies, governments’ track records of budgetary policies and their responses to increasing debt. Generally, given that they vary significantly with the underlying assumptions, the model-based and empirical results for debt limits are subject to a high degree of uncertainty. This places a question mark over their concrete applicability for policy advice.

            
               
                  For policy purposes, the rules-based fiscal space is directly relevant for euro area countries’ budgetary planning and less exposed to extreme revisions than other measures.
                It therefore satisfies the need for fiscal policies in Economic and Monetary Union to err on the side of caution. At the same time, the review of the different concepts for measuring fiscal space all imply that room for budgetary manoeuvre can be generated with the help of well-designed policies.
                  [42]
                These range from additional consolidation to a growth-enhancing composition of budgetary policies, as well as structural reforms to increase potential output growth. All euro area countries have scope in this regard.
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                        The 2017 macroeconomic imbalance procedure and implementation of the 2016 country-specific recommendations

                  

               

            

            
               
                  On 22 February 2017 the European Commission published the European Semester Winter package
                which includes the conclusions reached following the application of the macroeconomic imbalance procedure (MIP), as well as an assessment of the progress with reforms in each Member State since the adoption of the relevant country-specific recommendations (CSRs) in July 2016.

            
               
                  
                     
                        Outcome of the 2017 MIP assessment by the European Commission

                     

                  

               

               
                  
                     The MIP was introduced in 2011 and is now in its sixth year of application.
                   It seeks to prevent the emergence of harmful macroeconomic imbalances in EU countries and to correct them where they are excessive. Following a screening exercise in autumn each year on the basis of a set of indicators, the European Commission conducts in-depth reviews of selected countries (included in the annual country reports) to assess the severity of any imbalances. If such imbalances are found to exist, the Member State concerned receives policy recommendations from the Council of the European Union – based on recommendations by the European Commission – under the preventive arm of the procedure. Where the imbalances are found to be excessive, the excessive imbalance procedure (EIP) may be initiated following a recommendation to the Council by the Commission.
                     [43]
                   Under this corrective arm of the procedure, a corrective action plan must be provided to explain how the excessive imbalances will be addressed. In the event of repeated failures to provide an adequate plan, or if an approved plan is not complied with, the Council may impose financial sanctions on the euro area country in question.

               
                  
                     In its assessment, the European Commission identified six countries with excessive imbalances: Bulgaria, France, Croatia, Italy, Cyprus and Portugal (see Table A).
                   Excessive imbalances have been identified in each of these countries, with the exception of Cyprus, since 2015. Cyprus was added to this list in 2016, after exiting its economic and financial adjustment programme in March of that year. Looking back over a longer period, the number of countries assessed by the Commission as having excessive imbalances has increased each year since 2012, and only stabilised this year (see Chart A). This trend has to some extent been driven by countries whose economic adjustment programmes have ended and which have therefore been automatically reintegrated into the regular EU surveillance processes. While the adjustment programmes have helped to reduce imbalances, overall vulnerabilities in those countries remain high and therefore close monitoring is still essential. Nevertheless, even allowing for such “automatic” inclusions, the number of countries in the “excessive imbalances” category has not declined. This appears to be consistent with the finding from the assessment of the implementation of CSRs made in 2016 (see below) that reform remains slow despite the challenges faced by these countries. Only Spain and Slovenia have managed to move out of the “excessive imbalances” category, while Italy has now been included in it for the fourth year.

               
                  Table A

                  The Commission's conclusions on the 2017 macroeconomic imbalance procedure

                  
                     
                  

                  Source: European Commission.

                  Notes: * These countries were each the subject of an in-depth review in 2017. The remaining countries in column (1) were assessed in the alert mechanism report – which is the first stage of the MIP – as having no imbalances. ** In the cases of Italy, Cyprus and Portugal, the Commission will specifically review whether their respective National Reform Programmes contain sufficiently ambitious policy measures. If satisfied that this is the case, the Commission will not invoke the corrective arm of the MIP in relation to that country. The same approach was applied to Croatia and Portugal in 2016.

               

               
                  Chart A

                  Increase since 2012 in the number of countries with excessive imbalances

                  
                     
                  

                  Source: European Commission.

                  Notes: The chart shows those countries assessed by the European Commission as having “excessive imbalances” in each year. A country subject to an economic adjustment programme enters the MIP automatically once that programme ends. In 2012 no country was assessed as having excessive imbalances.

               

               
                  
                     As in the previous year, the Commission has again identified imbalances (although not excessive) for Germany, Ireland, Spain, Netherlands, Slovenia and Sweden.
                   By contrast, in the case of Finland the Commission closed the procedure after concluding that the imbalances identified last year were no longer present, owing (among other things) to strong policy measures implemented by the government to recover competitiveness.

               
                  
                     While one can observe an increase in the number of countries with no imbalances in 2016, it does not follow that their endeavours to implement reforms should cease.
                   Most euro area countries are still far from achieving best practice in terms of well-functioning labour and product market policies.
                     [44]
                   Empirical work also suggests that there is a strong link between higher quality institutions and both higher resilience to shocks and higher growth performance.
                     [45]
                   Such countries thus require further reforms to increase their resilience and competitiveness.

               
                  
                     Despite having identified excessive imbalances in six countries, the European Commission is not proposing at this stage to activate the excessive imbalance procedure (i.e. the corrective arm of the procedure).
                   Since the creation of this procedure it has been the view of the ECB that the MIP tools – including the full corrective arm of the procedure – should be fully employed in relation to those countries with excessive imbalances. This has also been explicitly called for by the five Presidents in their 2015 report.
                     [46]
                   The use of such tools is desirable not only in order to increase the economic prospects of the relevant country itself, but also to help facilitate economic adjustment processes inside the euro area and reduce euro area-wide vulnerabilities. It is thus in the interest of the euro area as a whole.

               
                  
                     Although the Commission has not for the moment activated the corrective arm, it has announced that three of the countries with excessive imbalances (Italy, Cyprus and Portugal) have been asked to propose particularly ambitious policy measures in their National Reform Programmes (which are to be submitted by April 2017).
                   In the event that those programmes do not contain the required policy measures, the excessive imbalance procedure could be opened in May. For each country which it has assessed as having an imbalance or an excessive imbalance, the Commission will conduct a specific monitoring mission appropriate to the severity of the imbalance.

            
            
               
                  
                     
                        Assessment of the implementation of the 2016 country-specific recommendations

                     

                  

               

               
                  
                     Overall, EU Member States have taken insufficient steps to implement reforms in response to the CSRs made in 2016 (Table B).
                   The European Commission has concluded that the overwhelming majority – more than 90% – of reform recommendations have been followed by only “some” or “limited” progress in implementation, while just two (out of around 90) CSRs have been substantially implemented, and none have been fully implemented. This weak reform momentum stands in stark contrast to the finding that the number of countries with excessive imbalances has not fallen. Despite their greater vulnerability, the six countries identified last year as having excessive imbalances did not on average – with the exception of France – achieve significantly higher implementation rates than the average EU Member State. This is particularly surprising in the case of Portugal and Croatia, as these countries committed themselves to an ambitious reform agenda in 2016, following which the Commission decided not to apply the EIP.

               
                  Table B

                  The Commission's assessment of implementation of the 2016 country-specific recommendations

                  
                     
                  

                  Source: European Commission.

                  Notes: * CSR 1 assessment excludes compliance with the Stability and Growth Pact which will be assessed by the Commission in spring 2017. 

                  Greece (GR) was not included in the EU semester in 2016 because it is engaged in an economic adjustment programme, has therefore not received any CSRs. “No progress” means that the Member State has not credibly announced nor adopted any measures to address the CSR. This also applies if a Member State has commissioned a study group to evaluate possible measures. “Limited progress” means that the Member State has either announced certain measures but these only address the CSR to a limited extent and/or has presented legislative acts in the governing or legislator body but these have not yet been adopted and further substantial non-legislative work is needed before the CSR will be implemented and/or has presented non-legislative acts, but with no further follow-up in terms of the implementation which is needed to address the CSR. “Some progress” means that the Member State has adopted measures that partly address the CSR, and/or has adopted measures that address the CSR, but a fair amount of work is still needed to fully address the CSR as only a few of the adopted measures have been implemented. “Substantial progress” means that the Member State has adopted measures that go a long way in addressing the CSR and most of which have been implemented. “Fully addressed” means that the Member State has implemented all measures needed to address the CSR appropriately. “Not assessed” applies to cases in which CSR 1 pertains mostly or exclusively to the Stability and Growth Pact (see above).

                  For the 2017 MIP category labels see Table A.

               

               
                  Chart B

                  Decline in share of fully addressed CSRs or those where substantial progress has been made in implementation

                  (percentages)

                  
                     
                  

                  Source: European Commission.

                  Note: The chart shows the share of overarching CSRs (as opposed to their detailed elements) which have been fully addressed, or where substantial progress has been made in implementation, in each year (see Notes to Table B for detailed definitions of “fully addressed” and “substantial progress”).

               

               
                  
                     Looking back at the implementation of CSRs during the past three years, reform efforts have continued to weaken despite the fact that the number of CSRs has fallen.
                   Last year the Commission concluded that most countries had made only “some” or “limited” progress in implementing the CSRs made in 2015. This year, the number of cases where “substantial progress” has been made or where CSRs have been “fully addressed” is even lower (see Chart B). The Commission’s decision to significantly reduce the number of CSRs made in 2015 in order to allow Member States to focus on key priority issues of macroeconomic and social relevance did not produce the desired effect of increasing reform efforts.

               
                  
                     Overall, Member States have implemented proportionally fewer recommendations on product market policies than on labour market policies.
                   According to the Commission’s assessment, the implementation of product market reforms was particularly weak when viewed in comparison with other policy areas (e.g. labour market reforms). Examples of product market-related CSRs include calls for Member States to: (i) lower barriers preventing new firms from entering network industries (energy, transport, communication, etc.); (ii) open up closed professions; and (iii) improve regulatory frameworks in order to foster competition. Improvement in all of these areas is key to achieving stronger productivity growth and fostering investment.

               
                  
                     Full and effective use of all instruments available under the MIP – including its corrective arm – is needed to increase the momentum of reform.
                   The further slowdown observed in the implementation of reforms is in sharp contrast to both the need to address major vulnerabilities that continue to exist in many euro area countries and the need to increase resilience. The poor track records of countries in this regard suggest that policy commitments made by Member States in their National Reform Programmes and repeated calls by the Commission for decisive action are insufficient to evidence and enforce reform. The tools available under the corrective arm of the MIP are well suited to improving reform efforts, thereby increasing the resilience of individual countries and enhancing the functioning of Economic and Monetary Union.

            
         
         
            

            

            
               
                  
                     [11] 
                  These estimates of the time-varying drivers of euro area net portfolio flows are based on a reduced-form model with time-varying regression coefficients which captures both changes in market sentiment and changes in the conditional correlations between fundamentals and financial flows. These fundamentals include (i) the ECB’s composite indicator of systemic stress (CISS) as a proxy for the degree of risk aversion among investors, (ii) the nominal effective exchange rate (NEER) of the euro against the currencies of 38 of the euro area’s most important trading partners, (iii) the difference between the euro area and non-euro area advanced economies in terms of growth in industrial production, and (iv) the yield differential between euro area government bonds and non-euro area advanced economies’ government bonds. The model is estimated at a monthly frequency on the basis of Kalman filtering with maximum likelihood. For more details, see Box 4 in the article entitled “Euro area cross-border financial flows”, Monthly Bulletin, ECB, February 2012.

            

            
               
                  
                     [12] 
                  These comprise non-financial corporations, households and non-profit institutions serving households (NPISHs).

            

            
               
                  
                     [13] 
                  For the United States, see, for instance, Krishnamurthy, A. and Vissing-Jorgensen, A., “The Effects of Quantitative Easing on Long-term Interest Rates”, Brookings Papers on Economic Activity, autumn 2011, pp. 215-265, and Gagnon, J., Raskin, M., Remache, J. and Sack, B., “The Financial Market Effects of the Federal Reserve’s Large-Scale Asset Purchases”, International Journal of Central Banking, Vol. 7(1), 2011, pp.3-43; for the United Kingdom, see Joyce, M.A.S., Lasaosa, A., Stevens, I. and Tong, M., “The Financial Market Impact of Quantitative Easing in the United Kingdom”, International Journal of Central Banking, Vol. 7(3), 2011, pp. 113-161.

            

            
               
                  
                     [14] 
                  For an earlier comprehensive assessment of the ECB’s non-standard measures, see the article entitled “The transmission of the ECB’s recent non-standard monetary policy measures”, Economic Bulletin, Issue 7, ECB, 2015.

            

            
               
                  
                     [15] 
                  In principle, OIS forward rates may not fully reflect expected future short-term rates because they may embody a term premium component. In view of the focus on short and medium-term maturities, this consideration is somewhat less relevant, given that for such maturities the compensation for term risk tends to be more contained.

            

            
               
                  
                     [16] 
                  As financial markets are forward looking, asset prices will respond to policy measures when expectations of those measures are formed and revised, notably around the time of policy announcements. Similar event-study approaches have been used to assess the policy measures adopted in the United States and the United Kingdom. For the United States, see, for instance, Krishnamurthy, A. and Vissing-Jorgensen, A., op. cit.; and, for the United Kingdom, see Joyce, M.A.S., Lasaosa, A., Stevens, I. and Tong, M., op. cit.

            

            
               
                  
                     [17] 
                  The signalling channel has also contributed to reducing uncertainty surrounding future interest rates. As lower interest rate volatility decreases the likelihood of large swings in the interest rate, it also makes bonds with long maturities less risky, and hence induces a compression in term premia.

            

            
               
                  
                     [18] 
                  For instance, it has been found that the APP announcement in January 2015 raised inflation expectations across all maturities, with an impact ranging between 10 and 30 basis points for a maturity of five years on inflation expectations derived from inflation-linked swap contracts. See Altavilla, C., Carboni, G. and Motto, R., “Asset purchase programmes and financial markets: lessons from the euro area”, ECB Working Paper Series, No 1864, ECB, 2015; and Ambler, S. and Rumler, F., “The Effectiveness of Unconventional Monetary Policy Announcements in the Euro Area: An Event and Econometric Study”, Oesterreichische Nationalbank Working Papers, No 212, Oesterreichische Nationalbank, 2017.

            

            
               
                  
                     [19] 
                  Specifically, a model-based assessment suggests that this re-anchoring channel may account for a third of the APP’s impact on inflation. See Andrade, P., Breckenfelder, J., De Fiore, F. and Karadi, P., “The ECB’s asset purchase programme: an early assessment”, ECB Working Paper Series, No 1956, ECB, 2016.

            

            
               
                  
                     [20] 
                  The TLTROs are targeted operations, as the amount that banks can borrow is linked to their loans to non-financial corporations and households. The incentive mechanism works through price effects under TLTRO II: if participating banks outperform their specific quantitative benchmark for credit creation, the interest rate on their TLTRO II borrowings decreases relative to the standard borrowing cost – equal to the rate on the main refinancing operation applicable at the time of settlement – and can fall as low as the interest rate on the deposit facility applicable at the same time.

            

            
               
                  
                     [21] 
                  Throughout this box, the term “vulnerable countries” refers to Ireland, Greece, Spain, Italy, Cyprus, Portugal and Slovenia, while the term “less vulnerable countries” refers to the remaining euro area countries.

            

            
               
                  
                     [22] 
                  Charts D and E report changes in yields between 14:30 and 16:00 CET on 22 January 2015 – i.e. between the start of the press conference and immediately after it ended.

            

            
               
                  
                     [23] 
                  Most of the impact attributed to the APP is related to “stock effects” – i.e. the persistent changes in yields that are associated with the absorption of securities by central banks. See, for instance, Altavilla, C., Carboni, G. and Motto, R., op. cit.; Blattner, S.T. and Joyce, M.A.S., “Net debt supply shocks in the euro area and the implications for QE”, ECB Working Paper Series, No 1957, ECB, 2016; De Santis, R., “Impact of the asset purchase programme on euro area government bond yields using market news”, ECB Working Paper Series, No 1939, ECB, 2016; and Koijen, R.S.J., Koulischer, F., Nguyen, B. and Yogo, M., “Quantitative easing in the euro area: The dynamics of risk exposure and the impact on asset prices”, Banque de France Working Papers, No 601, Banque de France, 2016. The impact of the actual implementation of the purchases (“flow effects”) is also found to be significant, albeit more limited than the stock effects. See Holm-Hadulla, F. and De Santis, R., “Flow effects of ECB sovereign bond purchases: evidence from a natural experiment”, ECB Working Paper Series, ECB, forthcoming.

            

            
               
                  
                     [24] 
                  This was evident, for instance, in the context of the most recent recalibration of the ECB’s monetary policy stance at the Governing Council meeting on 8 December 2016, which was largely anticipated by the market, as confirmed by survey-based information.

            

            
               
                  
                     [25] 
                  See, for instance, Blattner, S.T. and Joyce, M.A.S., op. cit.

            

            
               
                  
                     [26] 
                  See, for instance, Albertazzi, U., Becker, B. and Boucinha, M., “Portfolio Rebalancing and the Transmission of Large-Scale Asset Programs: Evidence from the Euro Area”, available as a conference paper in Monetary policy pass-through and credit markets – ECB conference 27-28 October 2016, ECB, Frankfurt am Main, 2016; Altavilla, C., Canova, F. and Ciccarelli, M., “Mending the broken link: heterogeneous bank lending and monetary policy pass-through”, ECB Working Paper Series, No 1978, ECB, 2016; and Boeckx, J., De Sola Perea, M. and Peersman, G., “The Transmission Mechanism of Credit Support Policies in the Euro Area”, Working Paper Research, No 302, Nationale Bank van België/Banque Nationale de Belgique, 2016.

            

            
               
                  
                     [27] 
                  For instance, by the end of December 2015 non-standard measures had contributed 40 basis points to keeping interest rates on new loans to firms low. See Altavilla, C., Canova, F. and Ciccarelli, M., op. cit. See also Albertazzi, U., Nobili, A. and Signoretti, F., “The Bank Lending Channel of Conventional and Unconventional Monetary Policy”, Banca d’Italia Working Papers, No 1094, Banca d’Italia, 2016.

            

            
               
                  
                     [28] 
                  See the article entitled “MFI lending rates: pass-through in the time of non-standard monetary policy”, Economic Bulletin, ECB, Issue 1, 2017.

            

            
               
                  
                     [29] 
                  Demiralp, S., Eisenschmidt, J. and Vlassopoulos, T., “Negative interest rates, excess liquidity and bank business models: banks’ reaction to unconventional monetary policy in the euro area”, ECB Working Paper Series, ECB, forthcoming.

            

            
               
                  
                     [30] 
                  See the main results of the Eurogroup meeting on 5 December 2016.

            

            
               
                  
                     [31] 
                  See, for example, “Priorities for structural reforms in G20 countries”, staff background paper for G20 surveillance note, IMF, Washington, 2016.

            

            
               
                  
                     [32] 
                  For another way to categorise existing approaches, see “Using the fiscal levers to escape the low-growth trap”, Economic Outlook, OECD, November 2016.

            

            
               
                  
                     [33] 
                  According to the SGP, MTOs are designed to serve three goals: (i) Member States maintain a safety margin that prevents them from breaching the 3% Maastricht Treaty deficit reference value during cyclical downturns; (ii) Member States’ debts are sustainable, taking into consideration the economic and budgetary impact of ageing populations; and (iii) Member States have room for budgetary manoeuvre, particularly when it comes to preserving public investment.

            

            
               
                  
                     [34] 
                  For details, see the box entitled “The effectiveness of the medium-term budgetary objective as an anchor of fiscal policies”, Economic Bulletin, Issue 4, ECB, 2015.

            

            
               
                  
                     [35] 
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                        The impact of global value chain participation on current account balances – a global perspective

                  

               

            

            
               Participating in global value chains may improve an economy’s competitiveness and thereby raise its current account balance. Specifically, an economy’s competitiveness may increase as a result of substituting imported for domestically produced intermediate goods. The increase in competitiveness boosts the economy’s exports and raises its income. If it is expected that other economies will eventually catch up in terms of competitiveness by also participating in global value chains, the economy’s competitive edge – and thus the rise in income – is only temporary. As a consequence, part of the income gain will be saved, raising the economy’s current account balance. This article provides empirical evidence suggesting that a rise in global value chain participation relative to the rest of the world has a positive impact on an economy’s current account balance. Results from widely used reduced-form current account regression models suggest that economies that participate more in global value chains than their trading partners also display larger current account surpluses or smaller current account deficits. Differences in the extent to which countries participated in global value chains appear to explain a substantial fraction of the current account surpluses that were observed in the run-up to the global financial crisis.
            

            
               
                  
                     
                        1 Introduction

                     

                  

               

               
                  
                     A salient feature of the global economy over the last few decades has been the existence of large and persistent global imbalances.
                   For example, the years prior to the global financial crisis were marked by some emerging market economies, commodity exporters and some advanced economies running large current account surpluses, matched by deficits in particular in the United States. Several studies have shown that part of these global imbalances can be explained by differences in financial market development across economies, in particular by the lack of financial development in emerging market surplus economies.
                     [47]
                   At the same time, the debate about the driving forces underlying large and persistent current account surpluses in several advanced economies is still ongoing. Understanding the determinants of external imbalances is critical for academics and policymakers, because such determinants play an important role in the transmission of domestic shocks and policies across borders in an increasingly integrated world.

               
                  
                     Another striking feature of the global economy during the last few decades has been the rise of global value chains.
                   The increasing dispersion of stages of production across countries was spurred by a number of factors. The decline in transportation costs amid large wage differences between advanced and emerging market economies made the internationalisation of supply chains profitable. Moreover, advances in information and communication technologies made the complex coordination of production processes at distance possible.
                     [48]
                   A further factor was the adoption of trade-liberalising policies over the past few decades.

               
                  
                     The fragmentation of production chains across countries led to a steady increase in the share of trade accounted for by intermediate goods.
                   This development continued at least until the start of the global financial crisis. Trade in intermediate goods and services now accounts for a very large share of overall trade flows in goods and services.
                     [49]
                   The regional dispersion of the research and development underlying the iPod, the manufacturing and assembly of its components as well as its sale and distribution in local markets is a well-known example of global value chain fragmentation.
                     [50]
                  
               

               
                  
                     Global value chains may have effects on a wide range of economic outcomes.
                   Several studies have shed light on the effects of global value chains by documenting the increased fragmentation of production across borders. Drawing on newly developed input-output tables, these studies have developed frameworks to measure trade in valued added and economies’ and individual sectors’ integration in global value chains.
                     [51]
                   Building on these insights, other studies have been concerned with the economic implications of global value chains. For example, participation in global value chains appears to boost growth
                     [52]
                  , amplify cross-country monetary policy spillovers
                     [53]
                   and render an economy’s income distribution more uneven.

               
                  
                     This article examines the role of global value chains in current account balances from a global perspective.
                  
                  
                     [54]
                   It presents empirical evidence suggesting that economies which participate more in global value chains than other economies exhibit larger current account surpluses or smaller current account deficits. The evidence also suggests that the impact of global value chain participation on current account balances is economically significant. For example, about a quarter of the large US current account deficit during the run-up to the global financial crisis that cannot be explained by other fundamentals can be explained by its limited relative participation in global value chains.

               
                  
                     The finding that global value chain participation improves an economy’s current account balance has important policy implications.
                   In particular, it implies that persistent deviations from a balanced current account do not, as is often argued, reflect domestic distortions, but are in fact welfare-maximising outcomes against the background of differences in economies’ competitiveness. As a consequence, policies aimed at narrowing global imbalances should focus on measures that facilitate participation in global value chains. For example, adopting policies that facilitate innovation and reduce protectionist barriers may help to improve an economy’s competitiveness by fostering its global value chain participation; similarly, multilateral initiatives aimed at trade and financial liberalisation may also reduce an economy’s external imbalances by fostering participation in global value chains.

               
                  
                     The article is structured as follows:
                   Section 2 reviews the evolution of global imbalances and global value chain participation over the last few decades; Section 3 discusses the mechanism through which global value chain participation may affect an economy’s current account balance; Section 4 reports results from an analysis of cross-country data that sheds light on the empirical relevance of participation in global value chains for current account balances; and Section 5 concludes.

            
            
               
                  
                     
                        2 The evolution of global imbalances and participation in global value chains

                     

                  

               

               
                  
                     
                        
                           2.1 Global current account imbalances

                        

                     

                  

                  
                     
                        The period before the global financial crisis was characterised by a build-up of large external imbalances (see Chart 1).
                      While the United States accumulated large current account deficits, China, Japan and oil-exporting economies recorded large surpluses. At the time, the consensus view was that an eventual – possibly rapid – unwinding of these imbalances could trigger a crisis.
                        [55]
                      The International Monetary Fund (IMF) repeatedly advocated policy measures that would facilitate a smooth unwinding in the context of a multilateral consultation process.
                        [56]
                     
                  

                  
                     
                        The global financial crisis was followed by a rebalancing process.
                      Between 2007 and 2015 surpluses and deficits declined markedly. For G20 economies, the average absolute current account balance relative to GDP fell from 4.7% in 2007 to 3.9% in 2015; in GDP-weighted terms, it fell from 3.6% to 2.6%, as larger economies underwent a stronger rebalancing. The global financial crisis that was triggered by other factors thus preceded the unwinding of global imbalances. While it is difficult to decompose current account balances into structural and cyclical components, the evidence suggests both contributed to the rebalancing after the global financial crisis.
                        [57]
                     
                  

                  
                     Chart 1

                     Evolution of global current account balances

                     (percentages of world GDP)

                     
                        
                     

                     Source: IMF World Economic Outlook.

                  

                  
                     
                        Adjustments in major surplus and deficit economies contributed markedly to the reduction in global imbalances.
                      For example, the US current account deficit fell from 1.6% of world GDP in 2006 to 0.6% in 2015. In China, the current account surplus dropped from 0.6% of world GDP in 2007 to an average of about 0.3% between 2009 and 2015. In Japan, the persistent current account surplus of around 0.3% of world GDP between 2005 and 2010 subsequently almost disappeared, partly on account of a changed economic policy environment with the temporary halt in nuclear energy production and the effects of the “Abenomics” policies introduced in 2012.

                  
                     
                        Rebalancing was a global phenomenon across advanced and emerging market economies.
                      This can be seen by the relationship between the current account positions of the countries monitored in the IMF World Economic Outlook in 2007 and the changes in their current account balances between 2007 and 2015 (see Chart 2). Economies with a positive current account balance at the onset of the global financial crisis tended to experience a reduction between 2007 and 2015, whereas those with a negative position tended to see an improvement.

                  
                     Chart 2

                     Current account balances in 2007 and changes between 2007 and 2015

                     (percentages of GDP; x-axis: current account balance 2007; y-axis: change in current account balance, 2007-15)

                     
                        
                     

                     Source: IMF World Economic Outlook.

                  

                  
                     Chart 3

                     Current account balances over the periods 1990-2005 and 2008-15

                     (percentages of GDP; x-axis: current account balance 1990-2005; y-axis: current account balance 2008-15)

                     
                        
                     

                     Source: IMF World Economic Outlook.

                  

                  
                     Chart 4

                     Current account balances in 2013 and changes between 2013 and 2015 for G20 economies

                     (percentages of GDP; x-axis: current account balance 2013; y-axis: change in current account balance, 2013-15)

                     
                        
                     

                     Source: IMF World Economic Outlook.

                  

                  
                     
                        Despite the contraction in global imbalances across economies, the constellation of current account surpluses and deficits remained broadly unchanged.
                      Chart 3 shows that the bulk of economies with current account surpluses (deficits) in the period 1990-2005 remained in surplus (deficit) in the period after 2008.

                  
                     
                        More recently, current account imbalances of several economies have widened again, in particular in some systemically important economies.
                      After 2013 the US current account deficit widened to 2.6% of GDP, the surplus of China to 3% and that of Japan to 3.3%. The rebalancing process seems to have come to a halt across G20 economies in general, as there is a positive correlation between current account balances in 2013 and the change in current account balances between 2013 and 2015 (see Chart 4). Despite the recent rise in these economies’ current account surpluses and deficits, global imbalances have remained broadly stable owing to the drop in oil prices and the associated fall in the current account surpluses of oil-exporting economies (see Chart 1).

               
               
                  
                     
                        
                           2.2 Global value chain participation

                        

                     

                  

                  
                     
                        Measuring global value chain participation is challenging.
                      One measure of “downstream participation”, i.e. how much a country is using imports in its production of exports, is the ratio of domestic value added in an economy’s gross exports, or “VAX” ratio.
                        [58]
                      Low values of the VAX ratio indicate that a large share of an economy’s gross exports reflect the value added of foreign inputs. The production of the iPod may again serve as an illustrative example of downstream participation: while the iPod is exported from China, the actual value added in China is very limited, consisting mainly of low-skilled assembly services. The major part of the value is produced by firms in the United States, Japan, South Korea and Taiwan through delivery of sophisticated intermediate inputs.
                        [59]
                      China therefore has a low VAX ratio in terms of the iPod, and is, according to this downstream metric, participating strongly in the global value chain of the iPod. Another measure of downstream participation, the “backward participation” measure, can be constructed as the ratio of an economy’s gross intermediate inputs to total gross output on the basis of data from the World Input-Output Database (WIOD).
                        [60]
                      Box 1 presents a discussion of the WIOD and the backward participation measure.

                  
                     
                        Global value chain participation has risen significantly since the 1970s.
                      Historical data show that there has been a secular decline in the VAX ratio (see Chart 5). An increasingly large share of an economy’s gross exports thus represents imported value added, i.e. imported intermediates that are used in the production of exports. Global value chain participation has also risen when measured by backward participation (see Chart 6).

                  
                     
                        The rise in global value chain participation has been a global phenomenon.
                      The cross-country mean of backward participation has increased in tandem with its dispersion, measured by the standard deviation (see Table 1). This suggests that the rise in backward participation over this period has been spread relatively evenly across economies and in line with the limited increase in the range between the minimum and maximum values of backward participation.

                  
                     Chart 5

                     Evolution of the global VAX ratio

                     (ratio of domestic value added to gross exports)

                     
                        
                     

                     Source: Johnson, R.C. and Noguera, G. (see footnote 12).

                  

                  
                     Chart 6

                     Evolution of global backward participation

                     (ratio of gross imported intermediate inputs to total gross output)

                     
                        
                     

                     Sources: WIOD and ECB calculations.

                     Note: The solid line represents data from the 2013 WIOD release and the dashed line data from the 2016 release.

                  

                  
                     
                        Very recently, in the aftermath of the global financial crisis, measures of downstream participation have pointed to a slowdown in the rise of global value chains.
                     
                     
                        [61]
                      As the levelling-off in the expansion of global value chains has been geographically widespread, the causes of the slowdown are unlikely to be country or region-specific. Possible explanations that have been put forward include reductions in the length of firms’ supply chains aimed at improving risk management (for example, in response to the 2011 earthquake in Japan), the adoption of local content requirements and other regulatory measures, and changes in the composition of demand.
                        [62]
                     
                  

                  
                     Table 1

                     Descriptive statistics for backward participation in 2000 and 2014

                     (ratio of gross imported intermediate inputs to total gross output)

                     
                        
                     

                     Sources: WIOD and ECB calculations.

                  

                  
                     
                        
                           
                              
                                 
                                    Box 1 
                                 Measuring global value chain participation on the basis of international input-output tables

                           

                        

                     

                     This article uses the WIOD to construct measures of economies’ global value chain participation. In two editions, the WIOD provides global input-output tables at annual frequency for a large number of countries and sectors. The 2013 edition covers the period 1995-2011 and the 2016 edition the period 2000‑14. Unfortunately, the two editions of the WIOD are not consistent in terms of country and sector coverage. For example, while the 2013 edition covers 35 sectors in 40 countries, the 2016 edition covers 56 sectors in 43 countries. Both editions also cover a block of countries constructed as the “rest of the world”. For many purposes, therefore, the data from the two WIOD editions cannot be combined in order to construct continuous measures of global value chain participation for the entire period 1995-2014. This article uses changes in the backward global value chain participation measure for 2011 to 2014 from the 2016 vintage in order to extrapolate the values of the measures constructed using the 2013 vintage beyond 2011.

                     Various concepts and metrics have been proposed to measure trade in value added and global value chain participation on the basis of global input-output tables.
                           [63]
                         In this article, a simple measure of global value chain participation is constructed on the basis of the WIOD data: the “backward participation” measure reflects a country’s downstream participation, and is defined as the ratio of an economy’s gross intermediate imports relative to its total gross output.

                     Another framework for the measurement of trade in value added has been developed and established by the Organisation for Economic Co-operation and Development (OECD).
                           [64]
                         In this framework, the OECD has defined backward participation as “foreign value added”.
                           [65]
                         This indicator is constructed on the basis of the OECD-World Trade Organization (WTO) Trade in Value Added database, which covers 61 countries and 34 sectors for1995, 2000, 2005, 2008 and 2011. The correlation between the backward participation measure used in this article and the measure of foreign value added based on the OECD definition is 0.94. The correlation between the VAX ratio and the backward participation measure used in this article is 0.97.

                       

                  
               
            
            
               
                  
                     
                        3 The impact of participation in global value chains on the current account

                     

                  

               

               
                  
                     Participating in global value chains may give an economy a temporary competitive edge that results – in order to smooth consumption over time – in a rise in its current account balance.
                   This could occur in a situation where domestic and imported intermediate goods are substitutes in production and the economy experiences a shock that reduces the cost of imported intermediate goods relative to those produced domestically; such a shock could reflect the adoption of trade and capital flow liberalising policies or advances in information and communication technologies, which have been identified in the literature as the driving forces behind the rise in global value chain participation. By substituting less expensive imported intermediate goods for those produced domestically, domestic firms participate in global value chains and, at the same time, achieve a gain in competiveness relative to exporters in the rest of the world. As a result, the economy’s trade balance improves, driven by a rise in its exports.
                     [66]
                   As it is expected that foreign economies will – possibly with a delay – also adopt trade and capital flow liberalising policies and exploit advances in information and communication technologies, the gain in competitiveness for domestic exporters is perceived to be only temporary. As a consequence, in order to smooth consumption over time, part of the income gain in the domestic economy will be saved, which improves the current account balance.
                     [67]
                   A key element in this hypothesised mechanism is that participating in global value chains (by substituting imported for domestically produced intermediate goods) raises the efficiency of production in the domestic economy. Box 2 discusses the empirical evidence on the effect of global value chain participation on productivity. Moreover, it is crucial that the gain in competitiveness achieved through the substitution of imported intermediate goods for domestic goods is only temporary. If the competitive edge is permanent, or perceived to be so, the current account balance is likely to deteriorate as consumption, and thus imports, rise commensurately to permanent income.

               
                  
                     
                        
                           
                              
                                 Box 2 
                              Empirical evidence on the effect of participation in global value chains on productivity

                        

                     

                  

                  Participation in global value chains affects firm-level productivity, mainly by allowing firms to benefit from specialisation gains.
                        [68]
                      Studies that explore this link using industry-level data tend to conclude that off-shoring affects productivity positively. For example, Amiti and Wei
                        [69]
                      estimate the effects of off-shoring on productivity in US manufacturing industries, concluding that services off-shoring has a positive effect on productivity; off-shoring of material inputs also has a positive effect on productivity, but the magnitude is smaller. Winkler
                        [70]
                      obtains similar results for Germany using input‑output data for 1995-2006. Crinò
                        [71]
                      uses comparable data for nine European countries and finds that services off-shoring exerts a positive and economically large effect on domestic productivity. Egger and Egger
                        [72]
                      analyse how off-shoring affects the productivity of low-skilled workers employed in the EU manufacturing sector. They find a negative effect on productivity in the short run, but that the impact becomes positive in the long run. Schwörer
                        [73]
                      combines industry-level data on off-shoring from the WIOD with firm-level data for nine European countries between 1995 and 2008. The study finds that off-shoring of services and of non-core manufacturing activities contributed to an increase in productivity; however, no significant effect is found for off-shoring of core manufacturing activities. Schwörer also finds evidence for additional productivity gains for multinational firms.

                  Other studies have used firm-level data. Görg and Hanley
                        [74]
                      examine the effect of international outsourcing on productivity at the plant level in the electronics industry in Ireland. They find that total international outsourcing increases plant-level productivity, but that this effect only holds for plants with low export intensities. When distinguishing between off-shoring of services and materials, their study finds that the positive impact on productivity is limited to materials outsourcing. Görg et al.
                        [75]
                      investigate the impact of international outsourcing on productivity with plant-level data for Irish manufacturing, finding that being more embedded in international markets leads to larger productivity gains from outsourcing. McCann
                        [76]
                      also finds that an increase in outsourcing intensity leads to productivity gains for foreign-owned firms and for indigenous exporters in Ireland. In contrast, being an outsourcer matters strongly for Irish firms that are not exporting, while for exporters and foreign affiliates productivity increases are much lower. Using a dataset of Japanese firms, Ito et al.
                        [77]
                      find productivity gains for firms that outsource both manufacturing and services tasks, but not for firms that outsource only one or the other. Hijzen et al.
                        [78]
                      also use firm-level data for the Japanese manufacturing industries, and find that intra-firm off‑shoring has generally a positive effect on productivity of the off-shoring firm, while arm’s length off-shoring does not. Kasahara and Rodrigue
                        [79]
                      find evidence of a positive impact of imported intermediates on productivity in Chilean manufacturing plants. Morrison Paul and Yasar
                        [80]
                      find that higher shares of imported materials and subcontracted inputs are associated with higher productivity for Turkish textile and apparel manufacturing plants. The results of Fariñas and Martín‑Marcos
                        [81]
                      suggest that foreign outsourcing has a positive impact on total factor productivity growth at the firm level in a sample of Spanish manufacturing firms. Jabbour
                        [82]
                      finds positive effects of off-shoring on productivity and profitability for French manufacturing firms, but only in the case of international outsourcing to developing countries. Finally, for Germany Wagner
                        [83]
                      finds some evidence of a positive causal effect of off-shoring on firm-level productivity, although this effect is small.

                    

               
            
            
               
                  
                     
                        4 Empirical evidence on the effect of global value chain participation on current account balances

                     

                  

               

               
                  Chart 7

                  Economies’ current account balances and backward participation relative to the rest of the world

                  (x-axis: current account balance as a percentage of GDP; y-axis: backward participation)

                  
                     
                  

                  Source: WIOD and ECB calculations. 

                  Note: Each dot corresponds to a country’s sample mean backward participation and its current account balance relative to the rest of the world.

               

               
                  
                     Global value chain participation and current account balances are positively correlated.
                   Consistent with the mechanism discussed in the previous section, the unconditional cross-country correlation between current account balances and economies’ backward participation relative to the rest of the world is positive, albeit not statistically significantly different from zero (see Chart 7). Moreover, for selected economies with large and persistent current account imbalances, there is a noticeable co-movement between backward participation relative to the rest of the world and the current account balance over time (see Chart 8).
                     [84]
                   For example, for the United States, the rise and fall in the current account deficit over the past two decades has been accompanied by a similar decline and subsequent increase in the country’s backward participation relative to the rest of the world. Likewise, for Germany and China there is a markedly positive correlation between their backward participation relative to the rest of the world and their current account balances.

               
                  Chart 8

                  Co-movement between selected economies’ global value chain participation relative to the rest of the world and current account balances

                  (current account as a percentage of GDP)

                  
                     
                  

                  
                     
                        
                     Sources: IMF World Economic Outlook and WIOD.

                  Note: For the global value chain participation data, the solid line represents data from the 2013 WIOD release and the dashed line data from the 2016 release. The data from the 2016 release have been used to extrapolate the data from the 2013 release.

               

               
                  
                     In order to identify the effect of global value chain participation on current account balances, other possible determinants of the current account must be controlled for.
                   To do so, current account balances are typically regressed on a large number of potential determinants in cross-country panel datasets. Such an approach has also been adopted by the IMF in its multilateral surveillance, namely the Consultative Group on Exchange Rate Issues (CGER) methodology and its successor, the External Balance Assessment (EBA). While it is widely recognised that the EBA model does have its weaknesses,
                     [85]
                   it is a useful empirical framework, not least because it has become the main reference for the assessment of current account imbalances in the IMF’s Article IV consultations and External Sector Reports. Box 3 provides a more detailed description of the IMF’s EBA model.

               
                  
                     
                        
                           
                              
                                 Box 3 
                              The External Balance Assessment model

                        

                     

                  

                  In order to identify the determinants of current account balances, one strand of the literature has used structural models inspired by the new open economy macroeconomics paradigm.
                        [86]
                      Under this inter-temporal approach, current account imbalances are the outcome of decisions taken by forward-looking agents who maximise utility given expectations of future productivity, fiscal policy and financial market conditions. While these models allow a structural analysis of current account dynamics, their empirical fit tends to be relatively poor. Another strand of the literature has examined the determinants of the current account in empirical frameworks that are not tied to a particular structural model.
                        [87]
                      In this spirit, reduced-form panel regressions for the determination of the current account have been explored. The IMF’s External Balance Assessment (EBA) model is a version of such a reduced-form panel regression model.
                        [88]
                     
                  

                  The backbone of the EBA consists of the panel data regression
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                  where ca denotes the current account balance relative to GDP for country i in period t, and x is a set of economic fundamentals that are believed to determine the current account. Importantly, most of the explanatory variables in x are measured relative to rest-of-the-world averages; this is done because a change in, for example, the fiscal balance in country i can affect its current account balance only to the extent that other countries’ fiscal balances do not change commensurately. The explanatory variables in the EBA include the net foreign asset position, the oil balance, output per worker, population growth, the old-age dependency ratio, capital account openness, expected output growth, the terms of trade, the output gap and the fiscal balance. The residuals from the EBA regression are commonly interpreted as those parts of the observed current account balances that cannot be explained by economic fundamentals.

                    

               
               
                  
                     The results from EBA regression models suggest that higher global value chain participation relative to the rest of the world improves economies’ current account balances, even after controlling for other economic fundamentals.
                   The first column of Table 2 reports the estimation results for the effect of economies’ backward participation relative to the rest of the world on the current account balance obtained from the EBA regression model.
                     [89]
                   The coefficient estimate is positive and statistically significant, and consistent with the mechanism discussed in Section 3: countries that participate more in global value chains display larger current account surpluses or smaller deficits.
                     [90]
                  ,
                     [91]
                  
               

               
                  Table 2

                  EBA regression results

                  
                     
                  

                  Source: ECB calculations.

                  Note: *** indicates statistical significance at the 1% level.

               

               
                  
                     The evidence suggests that the effect of global value chain participation on the current account operates through the trade balance.
                   The mechanism laid out in Section 3 suggests that participation in global value chains affects an economy’s current account balance by boosting its exports and thereby its trade balance. The empirical evidence reported in the second column of Table 2 provides support to this hypothesis, suggesting that participation in global value chains indeed improves economies’ trade balances.

               
                  
                     Cross-country differences in global value chain participation account for a significant fraction of the unexplained component of observed current account balances.
                   Despite some success in terms of empirical fit, a general finding in the literature on reduced-form empirical models is that the unexplained part of the observed current account balances remains large. Chart 9 plots absolute current account balances as a percentage of GDP for the year 2009 for non-EU countries for which this exceeded 2.5% before the recent contraction of global imbalances. The absolute residuals of the EBA model that do and do not account for economies’ participation in global value chains are plotted as additional bars. Chart 9 suggests that there are large unexplained current account balances for surplus and deficit economies in the standard EBA model without global value chain participation measures. The unexplained current account balances are considerably smaller when economies’ participation in global value chains is accounted for. For example, for the United States about half of the unexplained part of the observed current account deficit of 2.6% of GDP in 2009 can be accounted for by the country’s limited participation in global value chains relative to the rest of the world.

               
                  Chart 9

                  Observed and unexplained current account balances

                  (percentages of GDP)

                  
                     
                  

                  Sources: IMF World Economic Outlook and ECB calculations.

               

            
            
               
                  
                     
                        5 Conclusion

                     

                  

               

               The empirical evidence suggests that apart from fostering growth, magnifying cross-country spillovers and changing an economy’s income distribution, global value chain participation improves current account balances.

               Against the background of the recent stalling in the rise in global value chain participation, it is natural to ask whether this will have implications for global current account balances. However, it must be borne in mind that an economy’s global value chain participation only affects its current account balance if the former changes relative to that in the rest of the world. As highlighted in the recent literature, the observed slowdown in the fragmentation of production across borders has been a global phenomenon and is unlikely to impact global current account configurations.

            
         
         
            
               
                  
                     
                        2 
                        
                        Firm heterogeneity and competitiveness in the European Union

                  

               

            

            
               Firms are very heterogeneous in terms of economic performance within even narrowly defined sectors, as is confirmed by the evidence provided in this article for several EU countries. This has major implications for a country’s competitiveness, understood as its ability to export or, more broadly, as its aggregate productivity growth. The article discusses those implications and the ensuing policy recommendations to enhance competitiveness in the EU. Regarding trade performance, only a relatively small number of firms – the largest and the most productive in a given sector – are able to export. This implies that the aggregate export performance of each country crucially depends on the dynamics of these firms. In turn, trade participation affects the productivity of exporting and, indirectly, non-exporting firms, thereby positively affecting developments in aggregate productivity. Furthermore, extensive firm heterogeneity means that aggregate productivity growth can be fostered significantly by a better allocation of capital and labour across firms, with evidence suggesting that significant productivity gains can stem from enhanced allocative efficiency within sectors. However, some indicators of capital misallocation have been trending upwards in several EU countries in recent years, on account of both uncertainty and frictions in the production factor and credit markets.
            

            
               
                  
                     
                        1 Introduction

                     

                  

               

               
                  
                     Owing to the increased availability of firm-level data, various empirical studies have documented the existence of a marked heterogeneity in performance across firms.
                   Empirical literature based on granular data shows that firms are very different in terms of e.g. size, cost structure, profits and productivity, even within finely disaggregated sectors.
                     [92]
                   This also holds true for EU countries, as is confirmed by a database recently produced by the Competitiveness Research Network (CompNet).
                     [93]
                   In the “old” EU Member States (i.e. the nine countries that had joined the EU by 1995 at the latest, for which data are available), the top 10% most productive firms are, on average, nearly three times more productive than firms located at the bottom 10% of the productivity distribution within each sector (see Chart 1).
                     [94]
                   This figure is even higher for most of the ten “new” EU Member States for which data are available.
                     [95]
                   Moreover, the productivity distribution is asymmetric as it displays a large density of low-productive firms and few highly productive firms. Although this empirical regularity applies to all countries and sectors, the shape of the distribution can differ across countries, reflecting their structural characteristics. For example, the productivity distributions of the manufacturing sector in France and Germany are characterised by a higher mean and fatter right tail than those in countries such as Spain and Italy (see Chart 2).

               
                  
                     Firm heterogeneity has implications for the overarching assessment of competitiveness, which covers both trade outcomes and productivity developments.
                   In a broad sense, competitiveness relates to the business environment and institutional framework that allow efficient firms to thrive,
                     [96]
                   thus supporting trade performance and productivity. The existence of a significant degree of heterogeneity across firms has important implications for the assessment of competitiveness along both such dimensions.

               
                  
                     Regarding trade performance, both the empirical and the theoretical literature highlight a two-way link between firm-level trade and productivity.
                   In line with empirical evidence based on granular data, the most recent theoretical international trade literature predicts that exporters are the most productive firms in an economy.
                     [97]
                   Moreover, in addition to the traditional gains from trade, both models and empirical analyses show that trade liberalisation can, in turn, boost aggregate productivity by reallocating resources to exporting, more productive firms.

               
                  
                     Firm heterogeneity also has implications for aggregate productivity growth.
                   In the presence of heterogeneous firm performance, aggregate productivity developments also depend on the efficiency with which production factors are allocated across firms as a result of two fundamental developments: (i) the birth and death of firms, and (ii) their expansion and contraction. Factor reallocation is productivity-enhancing when, as a result of such developments, resources shift from the least to the most productive firms. However, constraints such as credit frictions or structural rigidities may impair the efficient allocative process.

               
                  
                     The aim of this article is to take stock of the implications of firm heterogeneity for competitiveness in the EU.
                   The structure of the article is as follows. Section 2 examines the link between firm productivity and trade from an empirical standpoint. Within that section, Box 1 discusses the workhorse theoretical trade models underpinning the empirical analysis, whereas Box 2 assesses the role of firm heterogeneity in explaining the reactivity of aggregate exports to changes in real exchange rates, within and across countries. Section 3 focuses on the efficiency with which capital and labour are allocated across firms within a given sector, which is an important determinant of productivity growth. Section 4 concludes with some policy implications.

               
                  Chart 1

                  Dispersion of firm productivity within sectors in 19 EU countries

                  (ratio of the labour productivity level of the top and bottom deciles of firms in each two-digit sector, then aggregated to the macro-sector level; averages across countries in the years 2001-13)

                  
                     
                  

                  Source: ECB staff calculations based on CompNet data.

                  Notes: The old EU Member States included in the chart are: Belgium, Denmark, Germany, Spain, France, Italy, Austria, Portugal and Finland. The new EU Member States considered here are: the Czech Republic, Estonia, Croatia, Latvia, Lithuania, Hungary, Poland, Romania, Slovenia and Slovakia. The ratios in each two-digit sector are aggregated to the macro-sector level using value-added shares. Unweighted averages across countries and years. 2013 data are available for 12 countries, since they are not available for Germany, Lithuania, Hungary, Austria, Portugal, Romania and Slovenia.

               

               
                  Chart 2

                  The distribution of firm productivity in manufacturing in the four largest euro area countries

                  (labour productivity kernels, normalised to country GDP per capita, in EUR ten thousands; manufacturing sector; average over the years 2006-12)

                  
                     
                  

                  Sources: ECB staff calculations based on CompNet data, Eurostat data and Statistical office of Germany – AFiD-Panel data for Germany.

                  Notes: The productivity levels are rescaled so that the mean of the productivity distribution is equal to the GDP per capita sourced from Eurostat. It should be noted, however, that rescaling with GDP per capita might alter the order of countries for reasons not necessarily related to productivity, such as the sector composition, the size of the shadow economy or unusual demographic patterns.

                  Data for Germany refer to a stratified representative sample of manufacturing firms with more than 20 employees. As the revised German data are available by size class, a weighted average was computed, where the weights are the number of firms within a given size class.

               

            
            
               
                  
                     
                        2 Productivity and trade: a two-way link

                     

                  

               

               
                  
                     
                        
                           2.1 The importance of firms’ productivity for trade

                        

                     

                  

                  
                     
                        Firms’ participation in international trade and their relative importance in a country’s exports hinge crucially on their productivity level.
                      Micro-founded evidence based on CompNet trade data, which are available for the manufacturing sectors in 15 EU countries, shows that the export share of firms that are in the top decile of the labour productivity distribution is about four times that of the median firm (see Chart 3).

                  
                     Chart 3

                     Export share of manufacturing firms in different deciles of the labour productivity distribution in 15 EU countries

                     (average across countries over the period 2001-13; percentage share of total manufacturing exports)

                     
                        
                     

                     Source: ECB staff calculations based on CompNet data.

                     Note: Average share of exports as a percentage of total manufacturing exports per labour productivity decile across the 15 EU countries (the 16 EU countries mentioned in footnote 3, with the exception of Hungary).

                  

                  
                     Chart 4

                     Performance gap of new manufacturing exporters vis-à-vis non-exporting firms in the same sector in 16 EU countries

                     (percentage points)

                     
                        
                     

                     Source: ECB staff calculations based on CompNet data.

                     Notes: The countries covered in this chart are the 16 EU countries mentioned in footnote 3. Bars represent the estimated coefficient of a dummy variable taking the value of one for the new exporters, and zero otherwise, after controlling for country and two-digit sector-specific fixed effects. All dummy coefficients are significant. The ordinary least squares (OLS) regressions are conducted over the period 2001-13. New exporters are defined as firms that export in time t and t+1, but not in t-1.

                  

                  
                     
                        Based on firm-level empirical studies, exporting firms in all sectors are found to be not only more productive, but also larger, more capital-intensive and able to pay higher wages than non-exporting firms in the same sector.
                     
                     
                        [98]
                      After controlling for country and sector-specific fixed effects, it is found that new exporting firms (i.e. firms that have just started to export) in the sample of EU countries are, on average, about 15% more productive, 30% larger and pay 10% higher wages than non-exporting firms in the same narrowly defined sector (see Chart 4). This supports the hypothesis that new exporters display a productivity and size advantage in comparison with non-exporters before they even start competing in international markets.
                        [99]
                     
                  

                  
                     
                        A key reason why exporting firms need to be more productive is that only in this way can they afford to pay the related trade costs, so that expansion into foreign markets is profitable.
                     
                     
                        [100]
                      Engaging in trading activities is costly. Examples of barriers to trade are infrastructure and logistic costs, tariffs and non-tariff barriers, hedging costs to the nominal exchange rate, the cost of credit, and the cost of obtaining information on foreign markets.
                        [101]
                      As discussed in Box 1, both the theoretical and the empirical literature suggest that there is a productivity threshold above which firms find it profitable to pay these costs and expand in foreign markets. A proxy for this unobservable threshold is the estimated labour productivity advantage of new exporters versus non-exporters operating in the same sector – the “exporter productivity premium”.
                        [102]
                     
                  

                  
                     
                        In line with the literature, evidence on EU countries suggests that the lower the level of economic development of a country, the higher tends to be the exporter productivity premium.
                      Countries with low GDP per capita usually have less integrated markets; this allows non-exporters with low levels of productivity to survive, thus explaining the coexistence in the same sector of very productive firms that are able to afford the costs associated with exporting and low-productivity domestically oriented firms.
                        [103]
                      As a result, the exporter productivity premium is larger in economies such as Romania than in, for example, Finland and Denmark (see Chart 5). GDP per capita is also a proxy of institutional quality. Better institutions decrease both the fixed and the variable costs of trade faced by firms.
                        [104]
                      The exporter productivity premium in Chart 5 is indeed found to be low in countries where institutional quality is known to be high.

                  
                     Chart 5

                     Exporter productivity premium in manufacturing and GDP per capita in 12 EU countries

                     (averages over the period 2001-13; x-axis: GDP per capita (log); y-axis: exporter productivity premium)

                     
                        
                     

                     Sources: ECB staff calculations based on ISGEP, CompNet data, and World Bank Development Indicators database.

                     Notes: The exporter productivity premium is estimated on the basis of the ISGEP methodology. It is computed as the coefficient on a dummy variable taking the value of one for the new exporters, and zero otherwise, in a regression where the dependent variable is the log of the average sector labour productivity. Additional explanatory variables include the average firm size, average wage, year and two-digit sector-specific fixed effects. The countries covered in this chart are the 16 EU countries mentioned in footnote 3, with the exceptions of Croatia, for which data are not available, and Latvia, Slovenia and Slovakia, for which estimated coefficients were not statistically significant at conventional levels. Countries marked in blue are central and eastern European countries; countries in yellow are western European countries.

                  

                  
                     
                        
                           
                              
                                 
                                    Box 1 
                                 Reconciling empirical evidence with theory: introducing heterogeneous firms in trade theory

                           

                        

                     

                     
                        
                           Until the 1990s most studies assumed that firms were homogeneous when assessing competitiveness, understood as trade performance.
                         In neoclassical trade models, welfare gains from trade arise from the increase in world production and consumption following the specialisation of countries in industries where they have a comparative advantage. Specifically, countries export those products for which they have lower opportunity costs of production relative to other industries and to other countries. Later “new-trade” models incorporated the empirical feature that countries exchange similar goods, implying that trade across countries also occurs within the same industry, by assuming increasing returns to scale, monopolistic competition and consumers’ preference for a variety of products. In these models, the gains from trade arise because trade liberalisation leads to an increase in market size, which allows firms to reduce production costs and widens the availability of cheaper varieties of goods.
                           [105]
                         In all these models, firms are assumed to be homogeneous.

                     
                        
                           The so-called “new new-trade” theory acknowledges the presence of firm heterogeneity, as unveiled by empirical studies, and provides for a tractable framework to analyse competitiveness through the link between trade and productivity.
                         In a seminal article of 2003, Marc Melitz introduced firm heterogeneity in productivity into the standard new-trade theory models.
                           [106]
                         Building on earlier theoretical models of firm size and dynamics,
                           [107]
                         the Melitz model offers a tractable framework and has become the new cornerstone of trade theory. In this model, firms need to pay a fixed cost to be able to produce domestically. Participation in export activities also requires the payment of an additional fixed cost, as well as of a variable cost. This implies that firms will enter the market and produce, and eventually export, only if they find it profitable (i.e. if their revenues are larger than these fixed and variable costs). Since profitability depends on the productivity level of each firm, only a fraction of the total number of firms (i.e. those above a certain “productivity threshold”) will be able to produce for the domestic market, and only a fraction of these firms will in turn be able to export.
                           [108]
                         At the same time, while trade liberalisation leads to an increase in potential export market sales, it also heightens domestic competition. Consequently, the most productive firms – those that are able to pay the cost of exporting – engage in export activities and expand to take advantage of the larger foreign market, whereas the least efficient producers tend to exit the market as increased competition causes their revenues to contract. Resources are, therefore, reallocated towards the most productive producers, which leads to an increase in aggregate productivity.

                       

                  
                  
                     Chart 6

                     Share of manufacturing exports sold by top exporting firms, broken down by country

                     (average percentage shares in the period 2001-13; weighted averages across sectors, where the weights are value-added shares in total manufacturing value added)

                     
                        
                     

                     Source: ECB staff calculations based on CompNet data.

                     Note: The countries covered in this chart are the 16 EU countries mentioned in footnote 3, with the exception of Hungary.

                  

                  
                     Chart 7

                     Share of manufacturing exports sold by top exporting firms and size of manufacturing in each country

                     (export share of the top ten exporting firms in each manufacturing sector and the size of the manufacturing sector in real value-added terms in each country; value-added-weighted sector averages for each country over the period 2001-13; x-axis: manufacturing value added (log); y-axis: concentration of exports in top ten exporters)

                     
                        
                     

                     Source: ECB staff calculations based on CompNet and Eurostat data.

                     Notes: The countries considered are those in Chart 6. The correlation between these two series is -0.83.

                  

                  
                     
                        These findings also imply that the international performance of a given country will depend on its productivity distribution, as depicted in Chart 2, and, in particular, on the behaviour of relatively few exporting firms.
                      In the 15 EU countries considered in Chart 6, the top exporters (top ten firms in terms of exporting value) account for about 50% to 80% of aggregate exports, with the exceptions of France and, more starkly, Italy, where the shares of top exporters are lower. There is evidence of the concentration of exports being higher the smaller the size of a country’s manufacturing sector (see Chart 7).
                        [109]
                      The generally large concentration of exports in most countries implies that aggregate trade performance is driven by very few firms. Export concentration also varies significantly across manufacturing sectors, the highest being recorded in sectors such as transport equipment and pharmaceuticals and the lowest in, for example, the machinery and equipment and fabricated metals sectors (see Chart 8). Sector differences in export concentration can be partially related to sector-specific technological characteristics of production processes, which require different firm sizes across sectors. Chart 9 shows a positive correlation between the cross-country average export concentration and the median size of firms in each sector, which is a proxy of the required scale of operations in the sector.

                  
                     Chart 8

                     Share of manufacturing exports sold by top exporting firms, broken down by sector

                     (average percentage shares in the years 2001-13; unweighted averages across countries)

                     
                        
                     

                     Source: ECB staff calculations based on CompNet data.

                     Notes: The countries included are those considered in Chart 6. *Manufacture of transport equipment net of motor vehicles. **Manufacture of non-metallic mineral products, such as glass, plastic, cement, etc.

                  

                  
                     Chart 9

                     Share of manufacturing exports sold by top exporting firms and median firm size in the sector

                     (export share of the top ten exporting firms in each manufacturing sector and median number of employees per company in a given sector; cross-country averages for each sector over the period 2001-13; x-axis: median firm size in a given sector (employees); y-axis: concentration of exports in top ten exporters)

                     
                        
                     

                     Sources: ECB staff calculations based on CompNet data.

                     Notes: Unweighted averages across the countries considered in Chart 6. Sectors: 10. Food products; 11. Beverages; 13. Textiles; 14. Wearing apparel; 15. Leather and related products; 16. Wood and cork; 17. Paper; 18. Printing and media; 20. Chemicals; 21. Pharmaceuticals; 22. Rubber and plastic; 23. Other non-metallic minerals; 24. Basic metals; 25. Fabricated metal products; 26. Computer and electronics; 27. Electrical equipment; 28. Machinery and equipment; 29. Motor vehicles; 30. Other transport; 31. Furniture; 32. Other manufacturing; 33. Repair and installation of machinery. Sectors marked in red are sectors with the two highest (sectors 30 and 21) and lowest (sectors 25 and 28) average percentage shares of manufacturing exports sold by top exporting firms (see Chart 8). The correlation between these series is 0.54.

                  

                  
                     
                        This granular distribution of exports implies that microeconomic shocks affecting a relatively small number of firms can have aggregate effects.
                      An example of this is provided in Box 2, which discusses the impact that export granularity, as shown in Chart 6, and the shape of the productivity distribution, as displayed in Chart 2, can have on how a country’s aggregate exports react to changes in the real effective exchange rate.
                        [110]
                      In particular, the increase of exports in response to a depreciation of the real effective exchange rate is the stronger, the larger the pool of productive firms that would find it profitable to start exporting under the improved price competitiveness conditions (i.e. the “fatter” is the right tail in a country’s productivity distribution). Conversely, the elasticity of exports to fluctuations in the real effective exchange rate will tend to be lower in countries or sectors with a relatively higher concentration of exports in few firms.

                  
                     
                        
                           
                              
                                 
                                    Box 2 
                                 The productivity distribution of firms, real exchange rate movements and aggregate exports

                           

                        

                     

                     
                        
                           This box discusses how the distribution of productivity across firms, which differs from country to country, can affect the external rebalancing processes.
                         Aggregate export dynamics depend, among other factors, on changes in a country’s price competitiveness, which is commonly measured by the real effective exchange rate (REER). While, all other things being equal, a depreciation of the REER generally leads to higher export growth, it is critical to recall that this impact takes place via two different channels, namely (i) the “intensive margin” (the changes in foreign sales of existing exporting firms) and (ii) the “extensive margin” (the entry of new exporting firms). Recent empirical literature has shown that the magnitude of such effects across countries depends – via each of the two channels – on two factors reviewed in this article: first, the extent to which exports are concentrated in few firms (as illustrated in Chart 6) and second, the shape of the productivity distribution prevailing in a given country’s manufacturing sector (as illustrated in Chart 2).

                     
                        
                           With respect to the intensive margin (i.e. the export intensity of existing exporters), large and more productive exporting firms tend to be less sensitive to real exchange rate developments, possibly because of higher market power, product diversification and import intensity.
                         According to evidence based on 11 EU countries, the largest and most productive exporters are found to exhibit up to three times lower elasticities to REER movements than the smaller, less productive exporting firms.
                           [111]
                         Hence, all other factors being equal, the overall reactivity of exports to REER fluctuations will be the lower, the larger the concentration of exports in few, highly productive firms. A first possible explanation of the different reactivity of firms to exchange rate shocks is that firms have heterogeneous pricing-to-market strategies: for the largest, most productive exporters, it is easier to absorb exchange rate changes by varying their mark-up, which leads to a weaker reaction of their export volumes.
                           [112]
                         More import-intensive exporters are usually the largest and most productive firms even among exporters; they thus need to adjust their export prices less to changes in REERs because their mark-ups are larger and because there are offsetting exchange rate effects on their marginal costs.
                           [113]
                         Finally, large multi-product firms are less sensitive to REER movements because, in response to negative exchange rate shocks, they can afford to pull out their least profitable products from the export markets.
                           [114]
                        
                     

                     
                        
                           Turning to the extensive margin, i.e. the extent to which more firms become exporters, this will also depend on the shape of the productivity distribution prevailing in the country in question.
                         A depreciation of the REER in a given country will trigger higher demand for its tradable goods, thus leading to a decrease in the “productivity threshold” of exporting firms, i.e. the threshold above which it becomes feasible for firms to enter export markets. The country’s aggregate exports will, therefore, increase as a result of additional sales by existing exporting firms, as well as on account of new firms becoming exporters. Against this background, the larger the pool of very productive firms in a given country, the higher the probability that new firms will be able to enter foreign markets when price competitiveness improves. All other things being equal, countries such as Germany and France, which are characterised by a higher average productivity and a fatter right tail in the productivity distribution (i.e. a larger reservoir of relatively highly productive firms) than countries such as Italy and Spain (see Chart 2), may record a more marked impact of a given exchange rate change on their exports via the extensive margin.
                           [115]
                        
                     

                     
                        
                           Ultimately, the overall sensitivity of aggregate exports to real exchange rate changes will depend on the relative importance of the intensive versus the extensive margin. 
                        The existing empirical literature is inconclusive with respect to the relative importance of the two channels through which changes in the REER can affect aggregate exports, since this varies across sectors, the time-span considered and the granularity of the data employed.
                           [116]
                         However, the intensive margin is generally found to matter more than the extensive margin in advanced economies.
                           [117]
                         This would imply that, all other things being equal, the smaller share of large exporting firms in, for example, Italy relative to France and Germany would play an important role in explaining the higher reactivity of aggregate exports to REER changes in Italy, as documented in the macroeconomic literature.
                           [118]
                        
                     

                       

                  
               
               
                  
                     
                        
                           2.2 The effects of trade on productivity

                        

                     

                  

                  
                     
                        Trade, in turn, can enhance aggregate productivity through two channels: first, through firms’ own productivity growth and, second, through a better allocation of capital and labour across firms.
                      Exposure to international trade can, indeed, induce exporting firms to increase their own productivity (“within-firm productivity growth”). It can also result in a different allocation of production factors across exporting and non-exporting firms, both within a given sector and across sectors (“reallocation effect”), with a potentially large impact on aggregate productivity.

                  
                     Chart 10

                     Labour productivity growth of new manufacturing exporters following entry into export markets and of non-exporters in the same sector within 16 EU countries

                     (annual growth rates of labour productivity in the year after entry of new exporters; percentages)

                     
                        
                     

                     Source: ECB staff calculations based on CompNet data.

                     Note: The countries covered in this chart are the 16 EU countries mentioned in footnote 3.

                  

                  
                     
                        Starting with the first channel, trade can alter within-firm productivity for the following main reasons: (i) exporters “learn by exporting”, and (ii) exporters benefit from imports of cheaper and/or higher-quality intermediate goods.
                      Regarding the first reason, empirical evidence documents that exporters are more likely to innovate, shift resources toward the most profitable products and broaden the scope of firm products.
                        [119]
                      As a result, the productivity gap relative to non-exporting firms tends to increase after entry into export markets. Indeed, on average in the sample of EU countries used here, the productivity growth of exporters a year after their entering foreign markets is higher than that of non-exporting firms (see Chart 10).
                        [120]
                      Hence, not only are the most productive firms those that enter into export markets, as discussed in Section 2.1, but export activity boosts their productivity further after entry. Turning to the second reason, importing intermediate goods is empirically found to foster within-firm productivity.
                        [121]
                      This is because importers have access to a broader range of more sophisticated inputs.
                        [122]
                      In particular, participation in global value chains (GVCs) acts as a mechanism of technology diffusion. Recent evidence based on CompNet data reveals, for example, that the productivity growth of the better-performing firms (so-called “national frontier firms”) in 11 EU countries in central and eastern Europe closely mimics the productivity growth of national frontier firms in EU countries outside central and eastern Europe that supply inputs to the former (the so-called “GVC frontier”). Interestingly, the correlation between these two series is higher than that between productivity developments of national frontier firms in central and eastern European EU countries and those of EU countries outside that region which do not have particular GVC links with them (see Chart 11).
                        [123]
                     
                  

                  
                     Chart 11

                     Productivity growth of the most productive (“frontier”) firms and their global value chain partners in 11 central and eastern European EU countries and nine other EU countries

                     (annual growth rates of total factor productivity; percentages)

                     
                        
                     

                     Sources: Chiacchio et al., 2016, based on CompNet and OECD data.

                     Notes: The total factor productivity frontier refers to the unweighted average annual total factor productivity growth of the top 20% of productive firms in each two-digit sector. The global value chain frontier is the weighted average of total factor productivity growth of the most productive firms in non-CEE EU countries, with weights based on the share of imported intermediates of each CEE country-sector pair from each non-CEE EU country. The CEE EU countries are Bulgaria, the Czech Republic, Estonia, Croatia, Latvia, Lithuania, Hungary, Poland, Romania, Slovenia and Slovakia; the non-CEE EU countries are Belgium, Denmark, Germany, Spain, France, Italy, Austria, Portugal and Finland.

                  

                  
                     
                        Turning to the second channel through which trade can enhance aggregate productivity growth, exporting can also foster a better allocation of resources.
                      When trade costs fall, the most productive, exporting firms are likely to expand to the detriment of the least productive firms, thereby improving the allocation of resources across firms (see Box 1 for the theoretical framework). The empirical literature has also found robust evidence that a shift of resources towards producers that are exposed to international trade can boost aggregate productivity. For example, based on US census data for 1983-92, around 40% of aggregate productivity growth was found to result from increasing output shares of the more productive, exporting firms.
                        [124]
                      Similarly, according to CompNet data referring to 14 EU countries, in the period from 1998 to 2011 an increase in export demand was associated with a rise in total manufacturing productivity, about one-third of which accrued from within-sector labour reallocation.
                        [125]
                     
                  

               
            
            
               
                  
                     
                        3 Allocative efficiency and aggregate productivity growth

                     

                  

               

               
                  
                     In addition to trade boosting productivity via the two channels reviewed in the previous section, firm heterogeneity has other, more direct implications for competitiveness, understood as aggregate productivity growth.
                   In the presence of firm heterogeneity, aggregate productivity growth will depend significantly on the degree of allocative efficiency.
                     [126]
                  
               

               
                  
                     All other things being equal, aggregate productivity gains from resource reallocation will be the larger, the more dispersed is the distribution of productivity across firms.
                   Chart 12 shows that the within-sector dispersion between the most and the least productive firms, measured by the ratio of productivity of the top 10% of firms relative to that of the bottom 10% of firms, is substantially larger than the difference in average productivity between firms in the non-tradable and tradable sectors. This fact holds for all countries and time periods.

               
                  
                     The allocation of resources across firms within a sector is often not efficient; the most widely used, albeit imperfect, measure of resource misallocation is the dispersion in the marginal revenue productivity of capital and labour – MRPK(L) – across firms.
                  
                  
                     [127]
                   The idea behind this indicator is that in a given sector, if firms face the same marginal costs, labour and capital should flow across firms until the marginal return of hiring an extra unit of input is equalised across firms. However, the presence of different constraints that affect input allocation (e.g. differing access to financial resources, different degrees of exposure to regulation, etc.) could prevent such reallocation of resources and, therefore, induce firms to employ sub-optimal amounts of inputs compared to their productivity level. The result would be that marginal revenue productivities of inputs are not equalised across firms within a sector, leading to a dispersion in MRPK(L). The higher the dispersion, the higher is the misallocation of inputs.

               
                  Chart 12

                  Productivity differences across tradable and non-tradable sectors versus productivity differences within sectors in 15 EU countries

                  (productivity ratios)

                  
                     
                  

                  Source: ECB staff calculations based on CompNet data.

                  Notes: According to the AMECO classification, tradable sectors include: manufacturing, wholesale and retail trade, transportation and storage, and information and communications technology. Non-tradable sectors include: construction, hotels and restaurants, and professional and administrative services. The within-sector 90th percentile/10th percentile productivity ratio is aggregated to the country level using sector shares in total value added. The “old” EU countries are Belgium, Denmark, France, Italy, Portugal and Finland. The “new” EU countries are the Czech Republic, Estonia, Croatia, Latvia, Lithuania, Hungary, Romania, Slovenia and Slovakia.

               

               
                  
                     Different empirical studies using this indicator have found that capital misallocation has been trending upwards since at least the early 2000s, while developments in labour misallocation have been flatter.
                   Recent cross-country research by ECB staff based on CompNet data has found that capital misallocation, measured by the aforementioned indicator, has been on an upward trend throughout the period from 2002 to 2013 in Belgium, Spain, France and Italy (see Chart 13).
                     [128]
                   Country-specific studies on Spain, Italy and Portugal that are based on different data sources also point to similar results.
                     [129]
                   The rise in capital misallocation has been particularly apparent in services. This could be related to the fact that the tertiary sector is more regulated and less exposed to international competition than, for example, manufacturing, as well as to the fact that it is more dependent on external finance, which increases its exposure to credit constraints. Labour misallocation has instead risen less steeply over the period 2002-13 or has, in the case of Spain, even decreased after the crisis (see Chart 14). Similar capital and labour misallocation trends are also present in other non-euro area EU countries, such as those in central and eastern Europe,
                     [130]
                   as well as in other mature economies such as the United States.
                     [131]
                  
               

               
                  Chart 13

                  Developments in capital misallocation in Belgium, Spain, France and Italy in the period 2002-13

                  (weighted averages of dispersion in the marginal revenue product of capital across firms within a given sector; 2002=1)

                  
                     
                  

                  Source: ECB staff calculations based on CompNet data.

               

               
                  Chart 14

                  Developments in labour misallocation in Belgium, Spain, France and Italy in the period 2002-13

                  (weighted averages of dispersion in the marginal revenue product of labour across firms within a given sector; 2002=1)

                  
                     
                  

                  Source: ECB staff calculations based on CompNet data.

               

               
                  
                     Although the factors behind these trends are not clear-cut, several studies have found that cross-country and sector differences in the misallocation of capital and labour are associated with product and labour market regulation.
                   In the presence of high barriers to entry, unproductive firms can survive more easily, and thus retain productive resources which could otherwise be shifted to the most efficient firms in a given sector.
                     [132]
                   Furthermore, employment regulation that is too stringent may prevent firms from adjusting their workforce to optimal levels, especially in sectors with a higher natural rate of “job churning” (i.e. the ongoing process of job leavers being replaced with new hires) due to their technological characteristics.
                     [133]
                   This is illustrated in Chart 15 for Belgium, Spain, France and Italy. In this chart, country-sectors are split into two groups each year, depending on whether their exposure to regulation is above or below the median regulation indicator across all countries and sectors considered – the “tighter regulation” and the “looser regulation” group respectively. The indicator of factor misallocation is then computed for both sub-groups of country-sectors. The chart shows that capital misallocation in the post-crisis period dropped in the country-sectors with more flexible product market regulation (such as manufacturing, construction and distribution), as a result of the exit of less productive firms and an expansion of more productive ones. In country-sectors with stricter regulation, by contrast, the crisis did not have a similar cleansing effect.

               
                  
                     Capital misallocation dynamics are also found to be correlated with demand uncertainty and credit market frictions.
                   In addition to product market regulation, demand uncertainty
                  
                     [134]
                   is found to be strongly correlated with the observed changes in capital misallocation, as illustrated in Chart 16 by using the same methodology and referring to the same euro area countries as in the previous chart. While it is well-known that demand uncertainty reduces investment, recent empirical evidence documents that it may also affect capital allocation across firms, and thus aggregate productivity dynamics. Heightened uncertainty is indeed conducive to all firms adopting a “wait-and-see strategy”, which means that high-productivity firms do not expand and low-productivity firms do not downsize, thereby stalling efficiency-enhancing reallocation and leading to higher resource misallocation.
                     [135]
                   Moreover, higher uncertainty tends to reduce the productivity growth of firms that are relatively more dependent on external finance, generally small firms, irrespective of their level of productivity, thereby possibly leading to a more inefficient input allocation.
                     [136]
                   
                  Credit market frictions are also associated with an increase in capital misallocation. Indeed, in country-sectors with a cost of credit above the median (see Chart 17) and tighter credit supply standards (see Chart 18), capital misallocation increased significantly more over the whole period considered than in country-sectors with a lower credit cost and looser credit standards. This supports the idea that the existence of frictions in the financial markets may prevent productive firms from obtaining the resources needed to expand, so that input choices differ systematically across firms in ways that are unrelated to their productivity.
                     [137]
                  
               

               
                  Chart 15

                  Developments in capital misallocation within four euro area economies according to the tightness of product market regulation, 2002-13

                  (weighted averages of dispersion in the marginal revenue product of capital across firms within a given sector for country/sectors below and above the time-varying median of product market regulation (PMR); 2002=1)

                  
                     
                  

                  Sources: ECB staff calculations based on CompNet and OECD data.

                  Note: The euro area countries considered are Belgium, Spain, France and Italy.

               

               
                  Chart 16

                  Developments in capital misallocation within four euro area economies according to the demand uncertainty which firms face, 2002-13

                  (weighted averages of dispersion in the marginal revenue product of capital across firms within a given sector for country/sectors below and above the time-varying median of demand uncertainty; 2002=1)

                  
                     
                  

                  Sources: ECB staff calculations based on CompNet and European Commission data.

                  Notes: The euro area countries considered are Belgium, Spain, France and Italy. Demand uncertainty is computed as the dispersion in the responses on demand expectations of firms surveyed in the context of the European Commission’s business surveys, as in Gamberoni et al., 2016.

               

               
                  Chart 17

                  Developments in capital misallocation within four euro area economies according to the cost of credit, 2003-13

                  (weighted averages of dispersion in the marginal revenue product of capital across firms within a given sector for country/sectors below and above the time-varying median of the cost of credit; 2003=1)

                  
                     
                  

                  Sources: ECB staff calculations based on CompNet and ECB data.

                  Note: The euro area countries considered are Belgium, Spain, France and Italy.

               

               
                  Chart 18

                  Developments in capital misallocation within four euro area economies according to credit tightness, 2003-13

                  (weighted averages of dispersion in the marginal revenue product of capital across firms within a given sector for country/sectors below and above the time-varying median of the tightness of credit standards; 2003=1)

                  
                     
                  

                  Sources: ECB staff calculations based on CompNet and ECB bank lending survey (BLS) data.

                  Notes: The euro area countries considered are Belgium, Spain, France and Italy. The credit standards indicator is the first component of a principal component analysis based on the diffusion indices of five BLS questions on credit standards, as in Gamberoni et al., 2016. 

               

            
            
               
                  
                     
                        4 Policy implications

                     

                  

               

               
                  
                     A core implication of the firm heterogeneity addressed in this article is that aggregate competitiveness outcomes vary depending on the distribution of productivity across firms in each economy.
                   As, typically, only the relatively more productive firms are capable of exporting, the sector-specific density of high-productivity firms in a given country affects its international performance. Trade, in turn, positively affects aggregate productivity growth in a virtuous cycle; conversely, trade restrictions would lower productivity growth as a result of weaker productivity growth of individual firms, and of a less efficient input allocation across firms. The dispersion in the distribution of productivity across firms also determines the aggregate productivity gains of a reallocation of capital and labour. In light of this evidence, a set of broad policy recommendations can be identified which would help countries enhance their competitiveness.
                     [138]
                  
               

               
                  
                     First, policy action aimed at lowering trade costs enhances the scope for export-related activities and firms’ ability to switch between domestic and foreign markets.
                   This means, among other things, reducing tariffs and non-tariff barriers, wherever needed. In some countries, it may also be helpful to enhance the activities of export-promotion agencies which provide networks and information to potential exporters and to reduce logistic and trade-related transport infrastructure costs.

               
                  
                     Second, measures designed to support firm productivity make it easier for a larger set of firms to access international markets.
                   Potential reforms include incentives for research and development, enhancing the link between (university) research and (firm) innovation, as well as the liberalisation of closed professions and certain closed sectors, which can have positive downstream effects on manufacturing firms.

               
                  
                     Third, policies aimed at removing distortions that prevent a productivity-enhancing reallocation of capital and labour across firms can significantly increase aggregate productivity, and thus competitiveness.
                   In order to boost aggregate productivity growth and fully reap the gains of international trade, structural reforms aimed at removing barriers to the flow of production inputs from the least to the most productive firms are warranted. Examples of allocative efficiency-enhancing measures include:

               (i) in product markets, lowering the entry barriers for firms and promoting the creation of innovative start-ups, enhancing bankruptcy regulations that facilitate the exit of unproductive firms, removing obstacles that prevent firms from reaching their optimal size (e.g. by redesigning size-contingent regulations that set disincentives above a given employee threshold) and making further progress in the establishment of a fully fledged EU internal market for services;

               (ii) in labour markets, avoiding excessively rigid employment protection legislation that prevents firms from adjusting their workforce to optimal levels, setting incentives for labour mobility (both within countries and intra-EU) and enhancing lifelong education to lower skill mismatches;

               (iii) in financial markets, increasing the opportunities for small and medium-sized enterprises to turn to capital markets (e.g. by promoting equity financing and venture capital markets) and enhancing banks’ selection and monitoring procedures in order to reduce forbearance and cut finance to “zombie” firms.
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               1.1 Main trading partners, GDP and CPI

               
                  
               

               
                  
                     
                  Sources: Eurostat (col. 3, 6, 10, 13); BIS (col. 2, 4, 9, 11, 12); OECD (col. 1, 5, 7, 8).

               1) Quarterly data seasonally adjusted; annual data unadjusted.

               2) Data for Argentina are currently not available owing to the state of emergency in the national statistical system declared by the government of Argentina on 7 January 2016. As a consequence, Argentina is not included in the calculation of the G20 aggregate. The policy regarding the inclusion of Argentina will be reconsidered in the future depending on further developments.

               3) Data refer to the changing composition of the euro area.

            

            
               1.2 Main trading partners, Purchasing Managers’ Index and world trade

               
                  
               

               
                  
                     
                  Sources: Markit (col. 1-9); CPB Netherlands Bureau for Economic Policy Analysis and ECB calculations (col. 10-12).

               1) Global and advanced economies exclude the euro area. Annual and quarterly data are period-on-period percentages; monthly data are 3-month-on-3-month percentages. All data are seasonally adjusted.

               2) Excluding the euro area.
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               2.1 Money market interest rates

               (percentages per annum; period averages)

               
                  
               

               
                  
                     
                  Source: ECB.

               1) Data refer to the changing composition of the euro area, see the General Notes.

            

            
               2.2 Yield curves

               (End of period; rates in percentages per annum; spreads in percentage points)

               
                  
               

               
                  
                     
                  Source: ECB.

               1) Data refer to the changing composition of the euro area, see the General Notes.

               2) ECB calculations based on underlying data provided by EuroMTS and ratings provided by Fitch Ratings.

            

            
               2.3 Stock market indices Yield curves

               (index levels in points; period averages)

               
                  
               

               
                  
                     
                  Source: ECB.

            

            
               2.4 MFI interest rates on loans to and deposits from households (new business) 1), 2)

               (Percentages per annum; period average, unless otherwise indicated)

               
                  
               

               
                  
                     
                  Source: ECB.

               1) Data refer to the changing composition of the euro area. 

               2) Including non-profit institutions serving households. 

               3) Annual percentage rate of charge (APRC).

            

            
               2.5  MFI interest rates on loans to and deposits from non-financial corporations (new business) 1), 2)

               (Percentages per annum; period average, unless otherwise indicated)

               
                  
               

               
                  
                     
                  Source: ECB.

               1) Data refer to the changing composition of the euro area. 

               2) In accordance with the ESA 2010, in December 2014 holding companies of non-financial groups were reclassified from the non-financial corporations sector to the financial corporations sector.

            

            
               2.6  Debt securities issued by euro area residents, by sector of the issuer and initial maturity

               (EUR billions; transactions during the month and end-of-period outstanding amounts; nominal values)

               
                  
               

               
                  
                     
                  Source: ECB.

               1) For the purpose of comparison, annual data refer to the average monthly figure over the year.

            

            
               2.7  Growth rates and outstanding amounts of debt securities and listed shares

               (EUR billions; percentage changes)

               
                  
               

               
                  
                     
                  Source: ECB.

            

            
               2.8  Effective exchange rates 1)

               (period averages; index: 1999 Q1=100)

               
                  
               

               
                  
                     
                  Source: ECB.

               1) For a definition of the trading partner groups and other information see the General Notes to the Statistics Bulletin. 

               2) ULCM-deflated series are available only for the EER-18 trading partner group.

            

            
               2.9  Bilateral exchange rates 

               (period averages; units of national currency per euroEUR billions; percentage changes)

               
                  
               

               
                  
                     
                  Source: ECB.

            

            
               2.10  Euro area balance of payments, financial account 

               (EUR billions, unless otherwise indicated; outstanding amounts at end of period; transactions during period)

               
                  
               

               
                  
                     
                  Source: ECB.

               1) Net financial derivatives are included in total assets.
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               3.1  GDP and expenditure components

               (quarterly data seasonally adjusted; annual data unadjusted)

               
                  
               

               
                  
                     
                  Source: Eurostat and ECB calculations.

               1) Exports and imports cover goods and services and include cross-border intra-euro area trade.

               2) Including acquisitions less disposals of valuables.

            

            
               3.2  Value added by economic activity 

               (quarterly data seasonally adjusted; annual data unadjusted)

               
                  
               

               
                  
                     
                  Source: Eurostat and ECB calculations.

            

            
               3.3  Employment 1) 

               (quarterly data seasonally adjusted; annual data unadjusted)

               
                  
               

               
                  
                     
                  Source: Eurostat and ECB calculations.ECB.

               1) Data for employment are based on the ESA 2010.

            

            
               3.4  Labour force, unemployment and job vacancies

               (seasonally adjusted, unless otherwise indicated)

               
                  
               

               
                  
                     
                  Source: Eurostat and ECB calculations.

               1) Not seasonally adjusted. 

               2) The job vacancy rate is equal to the number of job vacancies divided by the sum of the number of occupied posts and the number of job vacancies, expressed as a percentage.

            

            
               3.5  Short-term business statistics

               
                  
               

               
                  
                     
                  Source: Eurostat, ECB calculations, ECB experimental statistics (col. 8) and European Automobile Manufacturers Association (col. 13).

            

            
               3.6  Opinion surveys

               (seasonally adjusted)

               
                  
               

               
                  
                     
                  Source: European Commission (Directorate-General for Economic and Financial Affairs) (col. 1-8) and Markit (col. 9-12).

            

            
               3.7  Summary accounts for households and non-financial corporations

               (current prices, unless otherwise indicated; not seasonally adjusted)

               
                  
               

               
                  
                     
                  Source: ECB and Eurostat.

               1) Based on four-quarter cumulated sums of both saving and gross disposable income (adjusted for the change in the net equity of households in pension fund reserves). 

               2) Financial assets (net of financial liabilities) and non-financial assets. Non-financial assets consist mainly of housing wealth (residential structures and land). They also include non-financial assets of unincorporated enterprises classified within the household sector. 

               3) The profit share uses net entrepreneurial income, which is broadly equivalent to current profits in business accounting. 

               4) Based on the outstanding amount of loans, debt securities, trade credits and pension scheme liabilities.

            

            
               3.8  Euro area balance of payments, current and capital accounts

               (EUR billions; seasonally adjusted unless otherwise indicated; transactions)

               
                  
               

               
                  
                     
                  1) The capital account is not seasonally adjusted.

            

            
               3.9  Euro area external trade in goods 1) , values and volumes by product group 2)

               (seasonally adjusted, unless otherwise indicated)

               
                  
               

               
                  
                     
                  Source: ECB and Eurostat.

               1) Differences between ECB’s b.o.p. goods (Table 3.8) and Eurostat’s trade in goods (Table 3.9) are mainly due to different definitions. 

               2) Product groups as classified in the Broad Economic Categories.
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               4.1 Harmonised Index of Consumer Prices 1) 

               (annual percentage changes, unless otherwise indicated)

               
                  
               

               
                  
                     
                  Source: Eurostat and ECB calculations.

               1) Data refer to the changing composition of the euro area. 

               2) In May 2016 the ECB started publishing enhanced seasonally adjusted HICP series for the euro area, following a review of the seasonal adjustment approach as described in Box 1, Economic Bulletin, Issue 3, ECB, 2016 (https://www.ecb.europa.eu/pub/pdf/ecbu/eb201603.en.pdf).

            

            
               4.2  Industry, construction and property prices

               (annual percentage changes, unless otherwise indicated)

               
                  
               

               
                  
                     
                  Source: Eurostat, ECB calculations, and ECB calculations based on MSCI data and national sources (col. 13).

               1) Experimental data based on non-harmonised sources (see http://www.ecb.europa.eu/stats/html/experiment.en.html for further details).

            

            
               4.3  Commodity prices and GDP deflators

               (annual percentage changes, unless otherwise indicated)

               
                  
               

               
                  
                     
                  Source: Eurostat, ECB calculations and Thomson Reuters (col. 9).

               1) Deflators for exports and imports refer to goods and services and include cross-border trade within the euro area. 

               2) Import-weighted: weighted according to 2009-11 average import structure; use-weighted: weighted according to 2009-11 average domestic demand structure.

            

            
               4.4  Price-related opinion surveys

               (seasonally adjusted)

               
                  
               

               
                  
                     
                  Source: European Commission (Directorate-General for Economic and Financial Affairs) and Markit.

            

            
               4.5  Labour cost indices

               (annual percentage changes, unless otherwise indicated)

               
                  
               

               
                  
                     
                  Source: Eurostat and ECB calculations.

               1) Experimental data based on non-harmonised sources (see http://www.ecb.europa.eu/stats/intro/html/experiment.en.html for further details).

            

            
               4.6  Unit labour costs, compensation per labour input and labour productivity

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

               
                  
               

               
                  
                     
                  Source: Eurostat and ECB calculations.
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               5.1  Monetary aggregates 1)

               (EUR billions and annual growth rates; seasonally adjusted; outstanding amounts and growth rates at end of period; transactions during period)

               
                  
               

               
                  
                     
                  Source: ECB.

               1) Data refer to the changing composition of the euro area.

            

            
               5.2  Deposits in M3 1)

               (EUR billions and annual growth rates; seasonally adjusted; outstanding amounts and growth rates at end of period; transactions during period)

               
                  
               

               
                  
                     
                  Source: ECB.

               1) Data refer to the changing composition of the euro area.

               2) In accordance with the ESA 2010, in December 2014 holding companies of non-financial groups were reclassified from the non-financial corporations sector to the financial corporations sector. These entities are included in MFI balance sheet statistics with financial corporations other than MFIs and insurance corporations and pension funds (ICPFs).

               3) Including non-profit institutions serving households.

               4) Refers to the general government sector excluding central government.

            

            
               5.3  Credit to euro area residents 1)

               (EUR billions and annual growth rates; seasonally adjusted; outstanding amounts and growth rates at end of period; transactions during period)

               
                  
               

               
                  
                     
                  Source: ECB.

               1) Data refer to the changing composition of the euro area.

               2) Adjusted for loan sales and securitisation (resulting in derecognition from the MFI statistical balance sheet) as well as for positions arising from notional cash pooling services provided by MFIs.

               3) In accordance with the ESA 2010, in December 2014 holding companies of non-financial groups were reclassified from the non-financial corporations sector to the financial corporations sector. These entities are included in MFI balance sheet statistics with financial corporations other than MFIs and insurance corporations and pension funds (ICPFs).

               4) Including non-profit institutions serving households.

            

            
               5.4  MFI loans to euro area non-financial corporations and households 1)

               (EUR billions and annual growth rates; seasonally adjusted; outstanding amounts and growth rates at end of period; transactions during period)

               
                  
               

               
                  
                     
                  Source: ECB.

               1) Data refer to the changing composition of the euro area.

               2) In accordance with the ESA 2010, in December 2014 holding companies of non-financial groups were reclassified from the non-financial corporations sector to the financial corporations sector. These entities are included in MFI balance sheet statistics with financial corporations other than MFIs and insurance corporations and pension funds (ICPFs).

               3) Including non-profit institutions serving households.

               4) Adjusted for loan sales and securitisation (resulting in derecognition from the MFI statistical balance sheet) as well as for positions arising from notional cash pooling services provided by MFIs.

            

            
               5.5  Counterparts to M3 other than credit to euro area residents 1)

               (EUR billions and annual growth rates; seasonally adjusted; outstanding amounts and growth rates at end of period; transactions during period)

               
                  
               

               
                  
                     
                  Source: ECB.

               1) Data refer to the changing composition of the euro area.

               2) Comprises central government holdings of deposits with the MFI sector and of securities issued by the MFI sector.

               3) Not adjusted for seasonal effects.
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                        Fiscal developments

                  

               

            

            
               6.1  Deficit/surplus

               (as a percentage of GDP; flows during one-year period)

               
                  
               

               
                  
                     
                  Source: ECB for annual data; Eurostat for quarterly data.

            

            
               6.2  Revenue and expenditure

               (as a percentage of GDP; flows during one-year period)

               
                  
               

               
                  
                     
                  Source: ECB for annual data; Eurostat for quarterly data..

            

            
               6.3  Government debt-to-GDP ratio

               (as a percentage of GDP; outstanding amounts at end of period)

               
                  
               

               
                  
                     
                  Source: ECB for annual data; Eurostat for quarterly data..

            

            
               6.4  Annual change in the government debt-to-GDP ratio and underlying factors 1)

               (as a percentage of GDP; flows during one-year period)

               
                  
               

               
                  
                     
                  Source: ECB for annual data; Eurostat for quarterly data..

               1) Intergovernmental lending in the context of the financial crisis is consolidated except in quarterly data on the deficit-debt adjustment.

               2) Calculated as the difference between the government debt-to-GDP ratios at the end of the reference period and a year earlier. 

            

            
               6.5  Government debt securities 1)

               (debt service as a percentage of GDP; flows during debt service period; average nominal yields in percentages per annum)

               
                  
               

               
                  
                     
                  Source: ECB.

               1) At face value and not consolidated within the general government sector.

               2) Excludes future payments on debt securities not yet outstanding and early redemptions.

               3) Residual maturity at the end of the period.

               4) Outstanding amounts at the end of the period; transactions as 12-month average1) Net financial derivatives are included in total assets.

            

            
               6.6  Fiscal developments in euro area countries

               (as a percentage of GDP; flows during one-year period and outstanding amounts at end of period)

               
                  
               

               
                  
                     
                  Source: Eurostat.
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