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ECB, euro area and the Eurosystem
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The Eurosystem and the euro area

The Eurosystem comprises the
European Central Bank (ECB)
and the national central banks
(NCBs) of the 19 countries that
have adopted the euro.
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ECB’s monetary policy objective

= Price stability is the primary objective of monetary policy.

— The aim is to maintain annual euro area inflation rates below, but close to, 2% over the
medium term.

= General economic policies in the European Union (EU) are supported.

— Balanced and sustainable growth and employment are fostered without prejudice to the
objective of price stability.
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Our Track record: Harmonised Consumer Price Index

—HICP inflation Core price inflation*
5 HICP and core price inflation in the euro area, % change on previous year
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NB: Annual inflation rate of 2015 is distorted due to the change in methodology.
* HICP excl. energy, food, alcohol and tobacco.
Source: Eurostat. 32426 @YKHI(ENG)
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Current HICP on low side, but continues on a sustainable
path towards the target

Tuomas Valimaki

A

- (Consumer Price Inflation

- =-ECB forecast
0
5 Yo

3.3

1.6 /\r\“"\ 1.4

\\0_3 A NP Y A —
v

RVaVS

2008 2010 2012 2014 2016 2018 2020
*Annual inflation rate of 2015 is distorted due to the change in methodology.
Figures above curve are annual growth rates.

Sources: Eurostat and ECB. 35781@Chart4(en)

Suomen Pankki — Finlands Bank — Bank of Finland



28.3.2019

Yet, underlying inflation has been extremely stable for
quite some time...

—nderlying inflation

Tuomas Valimaki

-=-ECB forecast

%
18

G A : 11 o8 Mlos 10 10 12 RENEESE
2008 2010 2012 2014 2016 2018 2020

Figures above curve are annual growth rates.
Sources: Eurostat and ECB. 35781@Chart5(en)

Suomen Pankki — Finlands Bank — Bank of Finland



...Wwhich has resulted in lower market expectations also for
longer term

Inflation expectations have declined in recent years

Euro area Japan —United States
35 %, market-based inflation expectations: 5-year rate 5 years ahead, 30-day moving average
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Sources: Bloomberg and Bank of Finland.
eurojatalous.fi / bofbulletin.fi
15.3.2019
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Why are we so keen on getting inflation to 2%:
The issue from monetary policy makers perspective
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Euro area and US GDP since 2000
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Euro area —nited States

Real GDP, index 100 = 2000Q1
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Unemployment rates close to the pre-crisis levels

—United States —=Japan Euro area

14 2

12 =

10

8 [
e

4 mw\,\if et \'M-\"‘“
~——

2004 2006 2008 2010 2012 2014 2016 2018
Source: National statistical authorities (Macrobond).

Tuomas Valimaki Suomen Pankki — Finlands Bank — Bank of Finland

12



28.3.2019

Very accommodative monetary policy stance:

short term rates in the euro area
—EURIBOR 3m

EONIA O/N
—Germany, government bond yield, 3m
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Source: ECB, Macrobond. 37019@strates
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Estimated Output Gaps (IMF)

Euro area —United States - Japan
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...and still underlying inflation continues at around 1%
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On Some Structural Issues
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1) Working age population declining in many
industrialized countries

Annual change in the number of 15—-64-year-olds, %, 5-year moving average
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* Europe, North America, Australia, New Zealand and Japan.
Source: UN. 37019@pop3
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2) Also labour productivity has been declining

Annual change in labour productivity*, 5-year moving average, %
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Average of: US, UK, Japan, Germany, France, Finland.
Source: Conference Board.
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1) + 2) = potential growth slower than it used to be

Annual change in the number of 15—64-year-olds, %, 5-year moving average
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* Output per hour worked.
Average of: US, UK, Japan, Germany, France, Finland.
Source: Conference Board.
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Savings are still likely to grow globally:
Growth rate of Chinese working age population

350 Chinese working age population (15-64), index 100 = 1950
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Lower potential output growth together with high saving rates
have resulted in a secular decline in the real interest rates

10-year government bond, real interest rate*
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* Nominal bond yield minus realized annual inflation rate.
Average of: US, UK, Japan, Germany, France, Finland.
Source: OECD, Macrobond. 37019@pop6
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Furthermore, as price stability has been guiding monetary policy
since the 1990s, nominal rates have declined even more rapidly

18 OECD countries, consumer price index, change Y/Y
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Based on the secular trends, ...

= the natural rate of interest, i.e. the real rate that stabilizes economic
growth and inflation is much lower than it used to be.

= nominal interest rates will be closer to zero than previously
expected.

= non-standard monetary policy measures are like to be more
standard in the future.
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A note of caution
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On the Current Economic Situation
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Headwinds in the global economy...
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Purchasing Managers’ Index (manufacturing)
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... are reflected in the global trade
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The euro area has been growing since 2013:
lately growth has slowed down, but it's expected to accelerate again
later this year

- FEuro area real GDP -=-=ECB forecast
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Figures next to the line are annual growth rates.
Sources: Eurostat and ECB.
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Euro area employment
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Monetary Policy has helped to support
Lending and Growth
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ECB monetary policy stance

= Key policy rates: lending rate 0.0%, deposit rate -0.4%

— Rates are expected to be kept at current levels at least until the end of this year

= Net asset purchases discontinue at the end of 2018, but
reinvestments will continue well past the first rate hike

= Quarterly Targeted Longer Term Lending Operations (TLTRO IlI)
will restart in September and will be conducted until March 2021
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Some international policy rates
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Central bank balance sheets

—United States Euro area United Kingdom Japan (LHS)
Central bank balance sheet, % of GDP
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Asset purchase programme — Eurosystem purchasing new
securities with principal payments from maturing securities

m Asset-backed seurities Covered bonds

Public sector securities m Corporate sector bonds
3 000 Purchases under the expanded asset purchase programme, EUR billion
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Dashed line referes to the targer level announced in June 2018.
Source: ECB. 32422@EAPP
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Bank lending rates in some euro area countries
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Growth of the loan stocks
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—Non-financial corporations Households
Annual growth in loan stock, %
\
\ o
— /___Ja/v
\\ // Ne—. A
2008 2010 2012 2014 2016 2018

Sources: ECB and Macrobond.
Adjusted for loan sales securitisation.
32423@lainakannat en

Suomen Pankki — Finlands Bank — Bank of Finland

36



28.3.2019

Increase in wage inflation has not yet led to faster
underlying inflation

Indicator of negotiated wage rates Compensation per employee
Labour cost index —Hourly compensation
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Global Trading System Under Stress
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Brexit next steps

Indicative vote process -
may last several days

On Brexit?

Can MPs choose an option?

B
v v
= Brexit date postponed to 12 April 2019 i i
(was initially 29 March) Doemeresalmymm?
v | v
= |f British parliament passes Theresa May’s i "|°
BreXIt deal’ BreXIt IS delayed untll 22 May ?n"?;;imzrin;;g?jc:: Possible meaningful vote
on Theresa May's deal
|
= |n practice, all options are still possible: s i
Brexit with a deal, Brexit with no deal, | . e
Brexit cancellation, further extension, new oo [12] e ]
. April )
referendum, new general election.. | =
by |
= Prolonged uncertainty affects domestic UK takes part
demand, euro area exports to UK have ; . |
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Integration and disintegration of global trading system

= Further integration:
— EU-Japan Free Trade Agreement into force in February 2019
— Re-negotiated NAFTA, now United States-Mexico-Canada (USMCA) in the pipeline (hopefully)

= Disintegration:
— US tariffs on Chinese goods, Chinese counter-tariffs, and threat of further tariffs — first round in July
2018, second in August 2018...
— US tariffs on steel and aluminium imports (on “national security grounds” 25% tariff on steel and
10% tariff on aluminium; counter-tariffs e.g. from China and the EU)

— Threat of US tariffs on e.g. EU auto imports
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Global impact of the escalation of US fiscal and trade
policy: Alternative calculations from Bank of Finland

= Scenarios

1. United States extends its fiscal stimulus measures
2. United States imposes further tariffs

3. Financial conditions tighten in emerging economies
4. Financial shock expands to global scale

Tuomas Valimaki Suomen Pankki — Finlands Bank — Bank of Finland Unrestricted
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United States extends its fiscal stimulus measures
(scenario 1) and imposes further tariffs (scenario 2)

m Fiscal stimulus extended = Trade war escalation

10 First-year impact on GDP growth, % points
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Financial conditions tighten in emerging economies
(scenario 3)
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m Fiscal stimulus extended = Trade war escalation
Tightening financial conditions (EME)

First-year impact on GDP growth, % points
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Thank you!
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Banking sector recovering all over Europe, albeit
challenges remain

Amount of non-performing loans in large banks in selected
countries
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