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Interest rate policy and the money market

Given increased risks for price stability and a
tendency towards rising inflation expect-
ations, in early July the Governing Council of
the ECB decided to tighten the reins of mon-
etary policy somewhat and therefore raised
each of the Eurosystem’s central bank rates
by Vs percentage point. The minimum bid
rate for the Eurosystem’s main refinancing
operations in the form of variable rate ten-
ders has since stood at 4.25%. The credit in-
stitutions will now have to pay 5.25% to use
the marginal refinancing facility, while credit
balances under the deposit facility are remu-
nerated at 3.25%. The money market rates
increased correspondingly in July. Apart from
transient and short-lived fluctuations towards
the end of the month, the EONIA overnight
rate stood at around 4.3% compared with
around 4% in the preceding months. The
longer-term money market rates had risen
already in June in anticipation of the ECB
Governing Council’s interest rate adjustment
in early July. On average, the three-month
rates, at just under 5%, were up around
0.1 percentage point on the month in June.
In the run-up to the latest interest rate deci-
sion, further interest rate hikes were factored
into forward rate agreements up to the end
of this year and further beyond. These ex-
pectations have already receded, however.

As earlier, the rates for uncollateralised three-
month money and for longer-term money
still contain high premiums over comparable
collateralised loans. Even a year after the
onset of the financial market turmoil in
August 2007, the situation in the euro money
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Money market management and liquidity needs

During the three reserve maintenance periods from
16 April 2008 to 8 July 2008, euro-area credit institu-
tions’ need for central bank liquidity determined by
autonomous liquidity factors fell by €6.8 billion in
net terms. Although banknotes in circulation rose
sharply, as is usual for the time of year, by a total of
€15.5 billion, the overall liquidity needs were re-
duced throughout the reporting period owing to
the development of the remaining autonomous
factors, with general government deposits with the
Eurosystem falling by a net total of €5.3 billion. In
addition, if the net foreign reserves and the other
factors are taken together, a move which eliminates
liquidity-neutral valuation effects, an additional de-
cline in the liquidity needs of €17.0 billion is appar-
ent. This was caused particularly by the sharp rise in
net foreign reserves. The increase in the minimum
reserve requirement caused the demand for central
bank liquidity to rise by a total of €4.9 billion.

In the three reserve maintenance periods during
the reporting period, the Eurosystem continued its
policy, introduced in August 2007, of providing
ample liquidity to credit institutions in order to en-
able the money markets to function with a min-
imum of friction and to hold the EONIA close to the
minimum bid rate. To this end, the Eurosystem con-
tinued to give institutions the opportunity to fulfil
their minimum reserve requirements at an early
stage within the reserve maintenance periods.
However, overall, no more liquidity was provided
than the amount necessary to enable banks to
exactly meet their reserve requirements. With re-
gard to the maturity of monetary policy operations,
the percentage of longer-term operations fell
slightly on balance in the three reserve mainten-
ance periods during the reporting period. Although
two supplementary three-month refinancing oper-
ations were renewed, at the same time the intend-
ed operation volume for both of these special ten-
ders was reduced by €10.0 billion.

In the first main refinancing operation (MRO) of
the April-May maintenance period, the ECB allotted
credit institutions €35.0 billion more than the calcu-
lative liquidity need (i.e. the benchmark), thereby
providing them with a generous supply of liquidity.
In the subsequent MROs of the period, the ECB con-
tinued this policy, albeit progressively reducing the
auctioned amounts above the benchmark to €4.0
billion in the last MRO. In that particular mainten-
ance period, the EONIA was somewhat more vola-
tile; on most days, it was within a band of 10 basis
points on either side of the 4.00% minimum bid
rate. The April end-of-month effect and the abun-
dance of liquidity at the end of the maintenance
period caused a respective increase to 4.21% and
decrease to 3.73% in the EONIA. However, a
liquidity-absorbing fine-tuning operation of €23.5
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billion on the last day of the period led to this main-
tenance period closing with an EONIA fixing of
4.00%.

In the subsequent May-June maintenance period,
the ECB stayed on its chosen track and continued to
allot abundant liquidity above the benchmark in its
MROs, albeit in successively smaller excess amounts.
The ECB progressively reduced the above-
benchmark allotments from €25.0 billion in the first
MRO of the period to €3.5 billion in the last. From
having been fixed very close to the minimum bid
rate at the beginning of the period, the EONIA
gradually climbed to 4.11% by the end of May. In
early June, however, the EONIA spread (the differ-
ence between the EONIA and the minimum bid
rate) fell back down, totalling not more than four
basis points in the subsequent days. It was only on
the last day of the maintenance period that the
EONIA once again went up to 4.18%, although a
liquidity-absorbing fine-tuning operation conduct-
ed by the ECB of €14.0 billion had the proper vol-
ume and this desired volume was absorbed com-
pletely.

The end-of-semester provision of liquidity to credit
institutions was the focal point of the June-July
maintenance period. In its announcement of the
first MRO of the period on 9 June, the ECB stated
that it “continues to closely monitor liquidity condi-
tions and notes some tensions in money market
rates for maturities over the end-of-semester”, and
that it “remains ready, if needed, to smooth condi-
tions around the end-of-semester”. The ECB accord-
ingly allotted €20 billion above the benchmark in
each of the first two MROs. During this period, the
EONIA spread was not more than four basis points.
In the third MRO of the maintenance period, which
covered the end of the semester, the ECB increased
the above-benchmark amount to €35.0 billion in
order to ensure an ample supply of liquidity at the
end of the month and the semester simultaneously.
Owing to the abundance of liquidity, EONIA initial-
ly fell distinctly to rates of 3.71% before then going
back up to 4.27% on the last day of the month. At
the beginning of July, the EONIA once again fell to
eight basis points below the minimum bid rate and
held firm at this level on nearly all the remaining
days in the reserve period. It was only on the last
day of the period in which the EONIA once again
fell somewhat more sharply, to 3.79%, after the in-
tended volume of €21.0 billion had been underbid
by €6.4 billion during a liquidity-absorbing fine-
tuning operation.

In the first MRO of the July-August maintenance
period, the minimum bid rate of 4.25% adopted at
the 3 July meeting of the Governing Council of the
ECB took effect for the first time.
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markets has not returned to normal. In the
past few months, however, the situation has
eased slightly. Unlike during the first quarter
of 2008, which had still been dominated by
negative reports on European and US banks,
some credit institutions initially issued surpris-
ingly positive news during the second quarter.
The risk premium on uncollateralised three-
month money, which more than doubled by
0.4 percentage point to just over 0.8 percent-
age point between mid-February and mid-
May, subsequently shrank again distinctly.
Even the publication of news in July of the
difficulties encountered by two major US
mortgage financing agencies did not cause
this interest rate differential to increase any
further. The vyield spread between the un-
collateralised three-month Euribor and the
collateralised Eurepo of the same maturity is
currently just under 0.6 percentage point.
This makes it, however, still much higher than
its long-term average prior to the onset of
tension on the money markets (0.06 percent-
age point). It must be noted, however, that
this interest rate spread is probably of only
limited value for assessing risk in the money
market given that interbank market turnover
has been small.

The distinct decline in the gap between the
marginal allotment rate and the minimum bid
rate for main refinancing operations (MROs)
can be regarded as a further cautious signal
of an easing of the tensions in the euro
money market. This differential, after having
stood at up to 25 basis points prior to the
meeting of the ECB Governing Council
in June, subsequently fell to below 10 basis
points before then stabilising somewhat

DEUTSCHE
BUNDESBANK

Monthly Report
August 2008

Money market interest rates
in the euro area

500 Three-month Euribor

A . . Basis
Minimum bid rate for main points

refinancing operations
SRS 100

75

50

| Difference Y
| between uncollateralised 25
/ and collateralised three-month money

0
A S ONDIJ FMAMIJ J A

2007 2008

1 Three-month Euribor less three-month
Eurepo.

Deutsche Bundesbank

above that level as this report went to press.
Generous liquidity allotments during MROs
once again gave credit institutions the option
to fulfil their minimum reserve requirements
at an early stage in the minimum reserve
maintenance period (frontloading). In add-
ition, the Eurosystem continued to fulfil
banks’ requests for longer-term liquidity and,
alongside the additional three-month refinan-
cing operations, once again conducted a six-
month operation in July." At the end of the
reserve maintenance period, the Eurosystem
disposed of surplus liquidity through liquidity-
absorbing fine-tuning operations; therefore,
on average over the minimum reserve period,

1 The ECB also once again provided US dollar-denomin-
ated liquidity under a Term Auction Facility. In early
August, an 84-day operation was also conducted for the
first time (in addition to the 28-day operation).
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Factors determining bank liquidity *

€ billion; changes in the daily averages of the reserve
maintenance periods vis-a-vis the previous period

2008

16 April | 14 May 11 June
to to to
Item 13May |10June |8lJuly

I Provision (+) or
absorption (-) of
central bank
balances due to
changes in auto-
nomous factors
1 Banknotes in

circulation
(increase: -) - 59 - 38 - 58
2 General govern-
ment deposits
with the
Eurosystem
(increase: -) + 1.3 + 1.6 + 24
3 Net foreign
reserves 1 +15.4 +10.5 1.4
4 Other factors 1 -16.3 - 08 + 6.8

5

Total = 55 + 7.5 + 4.8

Il Monetary policy
operations of the
Eurosystem
1 Open market

operations
(a) Main
refinancing
operations - 71 - 16 +12.6
(b) Longer-term
refinancing
operations
(c) Other
operations - 3.0 + 0.3 - 0.0
2 Standing
facilities
(a) Marginal
lending
facility - 0.0 + 0.2 - 0.2
(b) Deposit
facility
(increase: -)

Total

+16.4 = 7. =25

0.3 + 0.1 - 0.2
6.6 - 8.1 0.3

o

a

Ill Change in credit in-
stitutions’ current
accounts (I + 1) + 1.1 - 05 + 4.6

IV Change in the
minimum reserve
requirement
(increase: -) - 09 + 0.5 - 45

* For longer-term trends and the Deutsche Bundes-
bank’s contribution, see pages 14* and 15* of the Statis-
tical Section of this Monthly Report. — 1 Including end-
of-quarter valuation adjustments with no impact on
liquidity.

Deutsche Bundesbank
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no more liquidity was provided than that ne-
cessary to meet reserve requirements.

On average, the overnight interest rate in the
European interbank market (the EONIA) was
also successfully stabilised during the report-
ing period at a rate close to the minimum bid
rate for MROs. However, the EONIA still re-
mained highly volatile up until the first MRO
after the increase in the key monetary policy
interest rates. Since then, however, interest
rate fluctuations have receded back to the
usual levels prior to the onset of the money
market turmoil.

Monetary developments in the euro area

... continued
to stabilise the
overnight rate

Euro-area money holdings rose again sharply
in the second quarter of 2008. The broad
monetary aggregate M3 grew at a seasonally
adjusted and annualised rate of just under
8% compared with 7% in the first quarter.
As in the preceding quarter, it was primarily
the components remunerated close to market
rates which increased. The reporting period
saw a rise in deposits with an agreed maturity
of up to two years, which for some time now
have been popular not just among house-
holds but also among non-financial enter-
prises, and in repo transactions. This invest-
ment form, which is economically compar-
able to a securitised bank deposit, has been
traditionally preferred by other non-bank
financial intermediaries. Increases in higher-
yielding investment forms were accompanied
to a greater extent than in earlier quarters by
portfolio shifts away from less well-remuner-
ated but more liquid M3 components, with

Strong
monetary
growth
continues
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Open market operations of the Eurosystem *

Deviation Marginal
Type of Actual from the rate/fixed |Allotment |Weighted

Value trans- Maturity |allotment benchmark |rate ratio rate Cover Number
date action 1 in days in € billion |in €billion |% % % ratio 2 of bidders
16.04.08 MRO 7 204.5 35.0 4.21 13.91 4.26 1.22 310
23.04.08 MRO 7 173.0 20.0 4.21 67.67 4.25 1.26 302
30.04.08 MRO 7 170.0 20.0 4.26 76.18 4.29 1.46 316
02.05.08 LTRO 90 50.0 = 4.67 59.49 4.75 2.02 177
07.05.08 MRO 7 150.0 4.0 4.26 79.83 4.29 1.53 304
13.05.08 FTO (-) 1 =235 - 4.00 72.39 - 1.38 29
14.05.08 MRO 7 191.5 25.0 4.18 40.52 4.26 1.09 287
21.05.08 MRO 7 176.5 18.0 4.15 78.94 4.22 1.15 326
22.05.08 S-LTRO 84 50.0 - 4.50 92.66 4.68 1.73 138
28.05.08 MRO 7 170.0 15.0 4.19 56.47 4.23 1.32 330
29.05.08 LTRO 91 50.0 - 4.51 63.41 4.62 1.95 171
04.06.08 MRO 7 153.0 3.5 417 28.70 4.22 1.37 516
10.06.08 FTO (-) 1 -14.0 - 4.00 75.66 - 1.32 15
11.06.08 MRO 7 191.0 20.0 4.03 57.92 4.18 1.06 343
12.06.08 S-LTRO 91 50.0 - 4.60 72.62 472 2.00 128
18.06.08 MRO 7 188.0 20.0 4.03 28.65 413 1.19 425
25.06.08 MRO 7 208.0 35.0 4.07 47.34 4.25 1.17 439
26.06.08 LTRO 91 50.0 - 4.50 40.26 4.67 1.80 174
02.07.08 MRO 7 154.5 3.0 4.10 64.53 4.15 1.65 433
08.07.08 FTO (-) 1 -14.6 - 4.00 100.00 - 1.00 12

* For more information on the Eurosystem’s operations
from 16 January 2008 to 15 April 2008, see Deutsche Bun-
desbank, Monthly Report, May 2008, p 29. — 1 MRO:
main refinancing operation, LTRO: longer-term refinan-

Deutsche Bundesbank

not just short-term savings deposits but also
overnight deposits being reduced during the
reporting period. The latter caused the M1
money stock, which comprises not just over-
night money but also currency in circulation,
which had grown further, to fall from April to
June by a seasonally adjusted and annualised
rate of 1.7%.

The strong growth of M3 was fostered anew
by a sizeable expansion of credit to the pri-
vate sector. Although borrowing by enter-
prises and individuals weakened, especially
compared with the second half of 2007,
loans to the private sector once again rose
visibly, at a seasonally adjusted and annual-
ised rate of just over 7%. This is all the more
striking considering that, in June, loan securi-
tisations led to extensive selling of loans to

cing operation, S-LTRO: supplementary longer-term refi-
nancing operation, FTO: fine-tuning operation (+: liqui-
dity providing operation, —: liquidity absorbing opera-
tion). — 2 Ratio of total bids to the allotment amount.

non-bank financial intermediaries, which in
isolation caused those banks’ reported stocks
of loans to the private sector to decline by
around "%, with the amount of funds pro-
vided to the relevant borrowers remaining

constant.

The unabated strong loan dynamics in the
euro area were supported once again by non-
financial enterprises’ borrowing. However,
the further tightening of credit standards in
the second quarter, the renewed rise in bank
lending rates and the imminent economic
downturn in the euro area are likely, in future,
to put a damper on enterprises’ willingness to
borrow additional funds from banks. Loan dy-
namics have already fallen in those countries
which had until recently shown particularly
high rates of expansion; for the euro area ex-
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cluding Germany, the annual growth rate of
loans to non-financial enterprises last stood
at 14.7% after a record high of 16.6% in
March.

By contrast, the growth of bank lending to
households was sluggish as this report went
to press; this was, however, due not only to
the visibly slumping real-estate markets in
some euro-area countries but also to exten-
sive securitisation. Growth of loans to house-
holds for house purchase, which are a prime
target for securitisation, stood at a mere an-
nualised rate of 4.4% at the end of June; at
the end of March, the 12-month rate had
been as high as 6.1%. This was mirrored by a
strong increase in credit institutions’ seasonal-
ly adjusted holdings of fixed-income securities
issued by the private sector in the quarter
under review since the banks took on the
newly created instruments in their books.
Banks' holdings of government bonds, by
contrast, stagnated, whereas institutions vis-
ibly increased their loans to euro-area public
sector entities. Taken together, euro-area
banks’ lending to domestic public-sector
entities therefore was up again noticeably for
the first time since the end of 2006 — by an
annualised rate of 4% in the second quarter.

Monetary capital formation in the euro area
was up noticeably in the second quarter from
the first quarter of 2008 yet, in a long-term
comparison, remained muted during the re-
porting period. In the period under review,
the seasonally adjusted and annualised
growth rate still managed to return to 5%
after having dwindled just below the 2%
mark in the January-March period. Among

Extensive
securitisation,
especially of
housing loans

Demand for
banks’ longer-
term liabilities
up slightly of
late



Large outflows
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Inflation risks
remain from
monetary
perspective

the components of monetary capital forma-
tion, longer-term time deposits (with an
agreed maturity of over two years) and
longer-term bank debt securities grew visibly
again, unlike in the previous quarter.

In the second quarter of 2008, too, the euro-
area non-bank sector, on balance, was a net
sender of large amounts of funds to foreign
countries. The attendant drop in the net ex-
ternal asset position of euro-area banks, in
isolation, dampened euro-area monetary
growth, as in the first three months of the

year.

The risks to medium and long-term price
developments in the euro area resulting from
monetary developments remain high. Al-
though the sharp monetary growth has tailed
off from its 2007 levels, the longer-term infla-
tion forecasts based on monetary variables
remain well above the level that is associated
with price stability by the Governing Council
of the ECB. This verdict also holds if one con-
siders that the price risks emanating from
monetary developments might have been
distorted upwards by the financial market
turmoil. Monetary policy has the job of ensur-
ing that the higher price risks do not lead to
permanently higher inflation rates.

Deposit and lending business of German
banks with domestic customers

Growth rate
of short-term
bank deposits
subsiding

Monetary developments in Germany have
been marked by varying trends in banks’
lending and deposit business. Whereas insti-

tutions active in the German market once

DEUTSCHE
BUNDESBANK

Monthly Report
August 2008

Lending and deposits of monetary
financial institutions (MFls)
in Germany *

€ billion
2008 2007
April to | April to
Item June June
Deposits of domestic non-MFils 1
Overnight - 14| +137
With agreed maturities
of up to 2 years +37.6 | +36.0
of over 2 years + 07| + 55
Redeemable at agreed notice
of up to 3 months - 68| -124
of over 3 months - 35| + 06
Lending
to domestic enterprises and
households
Unsecuritised +188| + 1.2
Securitised - 55| -16.9
to domestic government
Unsecuritised - 17| - 638
Securitised - 641 - 42

* As well as banks (including building and loan associ-
ations, but excluding the Bundesbank), monetary finan-
cial institutions (MFIs) here also include money market
funds; see also Table IV.1 in the Statistical Section of the
Monthly Report. — 1 Enterprises, households and gov-
ernment excluding central government.

Deutsche Bundesbank

again saw relatively lively credit demand from
the corporate sector, their deposit business
growth subsided distinctly. The seasonally ad-
justed and annualised growth rate of domes-
tic non-banks’ deposits with domestic credit
institutions fell in the second quarter of 2008
to 22% following just over 4% in the previ-
ous quarter. Short-term bank deposits, which
in the first quarter still managed to grow at a
seasonally adjusted annual rate of 6'2%, saw
their growth in the April-June period fall to
merely just under 4%2%. In the month under
review the only net additions were in short-
term time deposits (with an agreed maturity
of up to two years), whereas overnight de-
posits and short-term savings deposits (re-
deemable at notice of up to three months)
were, in some cases, reduced noticeably.
Shifts within short-term bank deposits, espe-
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Loans to domestic enterprises
and households

Seasonally adjusted
€bn
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Deutsche Bundesbank

cially by households, were also a contributory
factor. This was also the case with those
banks that traditionally remunerate overnight
money at relatively near-market rates.

On the whole, longer-term bank deposits
were reduced in the second quarter, a devel-
opment which is probably attributable mainly
to the very flat or even inverted yield curve in
the reporting months. Although longer-term
savings deposits (redeemable at notice of
over three months) only grew at a seasonally
adjusted and annualised rate of 8% in the re-
porting quarter, following just under 11% in
the previous quarter, at the same time the
growth of the quantitatively much more im-
portant longer-term time deposits (with an
agreed maturity of over two years) continued
its slide. The second-quarter growth of these

28

deposits was a paltry seasonally adjusted an-
nual rate of just under '2%. It was particularly
insurance companies, traditionally the most
significant group of holders, which grew their
longer-term time deposits visibly less exten-
sively than over the same time period of the
preceding years.

Banks' lending to their domestic private cus-
tomers once again grew strongly in the
second quarter of 2008 following years of
stagnation up until the autumn of last year.
Although lending to domestic enterprises and
households only grew at a seasonally adjust-
ed, annualised rate of just over 3%2%, loans
to non-financial enterprises again experi-
enced particularly dynamic growth. Lending
to other financial intermediaries likewise
grew strongly of late, a development due par-
ticularly to large volumes of reverse repos.
The situation was different for households,
which once again were reluctant to borrow
additional funds from domestic banks. On
balance, housing loans were even reduced
slightly. This also impacted on the maturity
structure of lending to the private sector.
Whereas longer-term unsecuritised lending,
in which housing loans feature heavily, grew
at a seasonally adjusted and annualised rate
of only 12% during the period under review,
the annualised growth rate of short-term
loans stood at just under 16% in the second
quarter.

In addition to loans, domestic banks in-
creased their holdings of securities issued by
domestic private sector entities at a seasonal-
ly adjusted annual rate of 6%2%. By contrast,
they reduced their net holdings of domestic

Further increase
in loans to
private sector
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Banking conditions in Germany
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Effects of financial market turbulence on credit standards*

Loans" to enterprises
by firm size
Small and medium-sized enterprises

Large enterprises

by purpose
Fixed investments

Inventories and working capital

Mergers/acquisitions and
corporate restructuring

Loans to households
Housing loans

Consumer credit and other lending

significant ...

minor ... n
... contribution to easing

2
2008 Q1 / ‘

2008 Q2 —e—|
—e— 2008 Q3 expected
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minor ... significant ...
... contribution to tightening

* Selected results of the quarterly Bank Lending Survey for Germany. Full survey results can be viewed
at www.bundesbank.de/volkswirtschaft/vo_veroeffentlichungen.en.php. — 1 Including credit lines. —
2 e = mean; — = the range shown includes one standard deviation.

Deutsche Bundesbank

public sector securities. They elected instead
to increase their loans to domestic central,
state and local government slightly for the
first time in three years.

According to the Bank Lending Survey (BLS)
results for Germany, the expansionary trend
in domestic lending to the private sector has
also been supported by the surveyed banks'’
lending behaviour. Despite the persistent ten-
sion in the money and credit markets during
the quarter under review, institutions left
their standards in commercial banking busi-
ness, on the whole, virtually unchanged.
However, they perceptibly grew their margins
in this area of business — albeit at a signifi-
cantly slower pace than in the preceding
quarter. All in all, they were once again visibly
less restrictive than those in other euro-area
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countries in how they adjusted their credit
conditions. This applied to lending to house-
holds for house purchase and consumption
purposes — for which German BLS banks, by
their own account, largely even eased their
lending conditions — much more strongly
than it did to commercial banking business.

As has already been the case since the third
quarter of last year, the round of surveys for
the second quarter of 2008 contained some
additional questions on the isolated impact of
the financial market turmoil on the participat-
ing banks’ lending policies. The respondents
stated that the tension once again failed to
have a noticeable impact on the terms and
conditions for loans to households. In lending
to enterprises, however, the survey revealed
that, during the quarter under review as well,



Bank lending
rates increased
in second
quarter of 2008

the surveyed banks’ problems in refinancing
in the money and capital markets tended to
contribute to stricter credit standards.

Bank lending rates for lending business with
non-banks largely rose during the quarter
under report in connection with the develop-

ment of banks’ refinancing costs across all
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maturity bands. This was especially the case
with longer-term lending to households and
enterprises as a result of capital market rates
going back up after bottoming out in spring.
Consumer loans, for which the German BLS
banks have been reporting persistently high
competitive pressure for quite a long time
already, are the sole exception.
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