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Financial market developments

Since mid-year, financial market develop-
ments have been very largely shaped by
heightened uncertainty over the future
course of the sovereign debt crisis in several
euro-area countries. The measures agreed by
the heads of state or government at the end
of July 2011 to contain the crisis have ulti-
mately failed to dispel market participants’
doubts concerning the sustainability of the
public finances of the peripheral countries.
Moreover, the summit resolutions adopted at
the end of October — which among other
things provide for a voluntary private sector
involvement of 50% in a Greek aid plan yet
to be negotiated, greater capital buffers for
banks and extended powers for the EFSF —
brightened the sentiment on the equity and
bond markets only temporarily. The political
situation in a number of euro-area countries
was assessed as still fragile, notably in Greece,
where there was brief talk of a referendum
and where — as in Italy — the old government
has since resigned and a new one has been
formed. The swift and resolute implementa-
tion of the necessary reforms to strengthen
economic growth and the consolidation
measures aimed at restoring confidence in
the markets did not appear to be assured in
all cases. In particular, financial markets fo-
cused on the problem of high public debt
levels and weak growth prospects in Italy.
Thus, for the first time, investors who had
been observing the problems in the euro area
also turned their attention to member states
with a big economy. Another factor burden-
ing the markets was that, compared with the
second quarter of 2011, the economic pros-
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pects were growing increasingly dim. Surveys
revealed that, besides the renewed escalation
of the sovereign debt crisis, the long-term
growth expectations for the year ahead have
been constantly revised downwards on both
sides of the Atlantic. International organisa-
tions, too, have lowered their growth fore-
casts (see page 13). Overall, the stock mar-
kets of the major industrial countries have
seen substantial price losses since the end of
June and — amid strong safe haven flows into
Bunds and US Treasuries — spreads in euro-
area bond yields have widened further. On
the foreign exchange markets, the euro has
depreciated on balance.

Exchange rates

US dollar since

Since the third quarter, movements on the
foreign exchange markets have to a large ex-
tent been influenced by developments in the
euro area. This is especially true of the euro-
dollar exchange rate. In July and August, in-
vestor uncertainty driven by high government
debt levels on both sides of the Atlantic kept
the euro within a corridor of between
US$1.40 and US$1.45. However, the eco-
nomic outlook in the euro area gradually de-
teriorated, leading the market to expect the
Eurosystem to refrain from further key inter-
est rate increases for the time being. When,
after the ECB Governing Council meeting at
the beginning of September, it was an-
nounced that the growth forecast by ECB
staff had been revised downwards, market
participants increasingly felt interest rate cuts
to be possible also in the euro area.
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Moreover, there was a growing incidence of
negative political news from the euro area
during the third quarter. At the beginning of
August, the Italian government cast doubt
over the implementation of the austerity
measures that had already been announced.
Additionally, the temporary breakdown of
talks in Athens of EU, ECB and IMF represent-
atives as well as the announcement by Greece
that it would probably miss the fiscal deficit
target for 2011 fuelled speculation about a
possibly impending Greek default. The grad-
ual downward revision of interest rate expec-
tations in the euro area paired with investors'’
growing fears of the sovereign debt crisis es-
calating depressed the euro in September. At
the beginning of October, the euro dropped
to US$1.32, its lowest level since January
2011. However, political measures were taken
in the course of the month to contain the
sovereign debt crisis. This led to a temporary
appreciation of the euro against the dollar,
the single currency climbing to a level of
US$1.42 by the end of October.

The euro again depreciated early in Novem-
ber when the Greek government briefly con-
sidered holding a referendum about the aid
measures. The uncertain political situation
further fuelled uncertainty over the develop-
ment of the sovereign debt crisis, with Italy
also attracting greater attention from the fi-
nancial markets. Moreover, further news
pointing to weakening economic activity in
the euro area put the single currency under
additional pressure. As this report went to
print, the euro stood at US$1.35; this is 6/2%
down on its mid-year level.



Euro also down
against the
yen ...

... and against
the pound
sterling

During the period under review, the euro also
depreciated against the yen on balance, de-
spite temporarily regaining some lost ground
in October given the above developments in
the euro area. Latterly it stood at ¥104, or
10%2% below its mid-year value. Among
other things, the yen profited from the mar-
kets’ assessment that investments in the Jap-
anese currency were less risky than in other
currency areas. What is more, it was found
that Japan is recovering more quickly from
the natural and nuclear power plant disaster
in March than many had expected. The ap-
preciation of the yen, notably against the US
dollar, caused the Japanese Ministry of Fi-
nance to resort to unilateral foreign exchange
market intervention at the expense of the do-
mestic currency in early August and at the
end of October. Despite the yen's current
nominal strength against the US dollar and
the euro, the Japanese currency is at present
trading, in real terms, close to its long-term
average, and therefore by no means at ex-
ceptionally high levels. Nor was there any ex-
cessively high nominal exchange rate volatil-
ity vis-a-vis the US dollar or the euro of late
that would have made foreign exchange
market interventions appear necessary.

After the euro came under pressure against
the pound sterling at the beginning of July, it
subsequently proved to be relatively stable,
trading at between £0.86 and £0.89. The
British economic outlook deteriorated on a
scale similar to that in the euro area. Further-
more, the pound sterling was burdened by
extremely strong inflationary pressures which
continued to rise until the end of the third
quarter, and which in combination with the
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very expansionary bias of monetary policy led
to high negative real interest rates. Towards
the end of the reporting period, the euro
stood at £0.85, or 5%2% lower than at mid-
year.

The growing government debt levels in sev-
eral industrial countries and the high degree
of uncertainty felt by investors led to sub-
stantial capital flows to Switzerland into the
third quarter, resulting in a marked deprecia-
tion of the euro against the Swiss franc. For a
time the euro fell to an all-time low of
CHF1.05. After the Swiss National Bank
countered this development first by further
easing monetary policy, it set a minimum ex-
change rate of CHF1.20 per euro in early
September and announced that it would buy
foreign currency in unlimited quantities to
defend it. The Swiss National Bank justified
this intervention by arguing that the Swiss
currency was massively overvalued, which
posed an acute threat to the Swiss economy
and harboured deflation risks. Since then, the
euro has traded within a band of CHF1.20 to
CHF1.24.

Since the middle of the year, the euro has
depreciated by 3% in effective terms vis-a-vis
the currencies of 20 major trading partners. It
is therefore roughly at the same level as at
the start of monetary union.

Securities markets and portfolio

transactions

Demand for safe and liquid investments
dominated activity on the international secu-
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rities markets in recent months,’ causing in-
terest rates on the German and US sovereign
bond markets to drop sharply. Yields on ten-
year US Treasuries declined amid fluctuations
from 3.2% at the end of June to 2.0% of
late. As this report went to print, German
Bunds with the same maturity were yielding
1.7%, which is also more than one percent-
age point lower than at mid-year. During the
course of the third quarter, long-term interest
rates on either side of the Atlantic fell, for a
time, to record lows of around 1.6% for
Bunds and 1.7% in the US. In October there
was only a temporary countermovement,
which reflected also the short-lived relief at
the agreement reached at the EU summit. In
early November, however, the political uncer-
tainty in Greece and Italy paired with gloom-
ier economic forecasts again depressed yields.
The return on ten-year Japanese government
bonds fell slightly, by 14 basis points to just
shy of 1%, from mid-year onwards.

Yield spreads within the euro area widened
sharply again from the middle of the year on-
wards. Up to mid-November, the GDP-
weighted yield spread of long-term sovereign
bonds of the other euro-area countries over
Bunds of the same maturity rose to a new
high of 459 basis points, despite substantial
bond purchases by the Eurosystem under the
Securities Market Programme (SMP). How-
ever, this average conceals considerable het-

1 The increased uncertainty among market participants
was reflected, for example, in the higher implied volatil-
ity of options on Bund futures. At the same time the
spread between Federal government-guaranteed KfW
bonds and Bunds, which can be interpreted as an indica-
tor of investors’ preference for liquidity, widened percep-
tibly. In the US, too; similar figures point to a flight into
the quality and liquidity of US Treasuries.

Economic
worries and
safe haven
flows affect
international
bond markets

Yield spreads
within euro
area reach
record level
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erogeneity among the individual countries.
Among the so-called programme countries,
ten-year Greek bond yields reached a new
high (of more than 33%)2 — in low turnover —
after negative real economic and fiscal news
and in the light of heightened political uncer-
tainty. However, Greece currently does not
need to raise funds on the market. In Italy
and Spain, too, however, which drew greater
attention from the markets in the third quar-
ter, investors’ growing risk aversion as well as
rating downgrades led to an increase in yields
t0 7.2% and just below 6.8% respectively of
late. Even Austrian and French sovereign
bonds, yields on which usually move in fairly
close synchrony with those on Bunds, have
profited only to a limited extent from safe ha-
ven flows since mid-year. The spread be-
tween them and German paper has likewise
widened as a result, to 193 and 207 basis
points respectively. The yield level even in
these countries (3.6% and 3.8% respectively)
is still comparatively low, however. By con-
trast, the long-term yield on Irish sovereign
bonds declined from the third quarter on-
wards; as this report went to print, it stood at
8.4%, compared with more than 14% at the
middle of July.

Since mid-year, strong demand for Bunds has
pushed the German yield curve downwards
largely in parallel across the entire maturity
spectrum by more than one percentage
point. The interest rate differential separating
ten and two-year maturities edged up slightly
from 155 to 158 basis points. The decline in
interest rates at the short end reflects both
the resolved interest rate cut and expecta-

tions of lower rates to come.
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Yields on BBB-rated European corporate
bonds with a residual maturity of seven to
ten years rose to 6.8% in the reporting pe-
riod, which is roughly in line with the five-
year average.? This increase was attributable

2 Yields on short-term Greek bonds are even substan-
tially higher given market participants’ fear of massive
losses under a debt restructuring.

3 Yields on BBB-rated corporate bonds in the iBoxx bond
index serve as a basis. This index covers bonds issued by
banks and non-banks.
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almost exclusively to enterprises of the finan-
cial sector. Given the high risk of losses from
exposures to sovereign bonds, financial insti-
tutions most recently borrowed on the capi-
tal market at 12.9% for longer maturities;
this is considerably higher than what non-
financial enterprises paid (5.1%). This discrep-
ancy is also reflected in the development of
the iTraxx Europe 125 Index, which tracks the
credit risk premiums of big European enter-
prises and which also rose in the reporting
period primarily because of financial enter-
prises. In a number of euro-area peripheral
countries, notably in Italy, financing condi-
tions for non-financial corporations have also
deteriorated since mid-year, however. Never-
theless, there is no indication of develop-
ments in the sovereign debt markets of the
euro-area peripheral states having a stable
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systematic influence on the financing condi-
tions for the respective non-financial corpo-

rations.

In the third quarter of 2011, gross issue vol-
ume in the German bond market amounted
to €347 billion, which was just below the
level for the previous quarter. After deduct-
ing the higher redemptions and taking ac-
count of changes in issuers’ holdings of their
own bonds, net sales of domestic debt secu-
rities came to €12% billion. In addition, for-
eign borrowers placed debt securities worth
€2 billion on the German market.* Thus,
funds totalling €14%2 billion were raised on
the German bond market in the reporting
period.

The public sector raised €15% billion in the
bond market in the third quarter, compared
with €35Y% billion one quarter before. Here,
central government (including FMS Wert-
management) issued mainly Federal notes
(€11 billion), and to a lesser extent 30-year
Federal bonds (€1% billion). By contrast, the
German Federal government redeemed ten-
year bonds and Federal Treasury discount pa-
per (Bubills) totalling €12 billion and €5%2 bil-
lion net respectively. On balance, the German
Lander tapped the capital market in the
amount of €4% billion in the quarter under

review.

Domestic enterprises issued debt securities
worth €% billion net in Germany in the pe-

riod under review. On balance, these were

4 A contributory factor here were securities purchased
by the Deutsche Bundesbank from foreign counterpar-
ties under the SMP.

Higher net
sales in the
bond market

Public sector
borrowing

On balance,
only issues by
non-financial
corporations



Net redemp-
tions by credit
institutions

Purchase of
debt securities

solely bonds running less than one year.
Whereas non-financial corporations, in the
light of virtually unchanged vyields, increased
their market debt by just under €7 billion
overall, non-monetary financial intermediar-
ies redeemed bonds for roughly the same
amount.

Domestic credit institutions reduced their
capital market debt by €4 billion net in the
third quarter, compared with €36%: billion in
the previous three-month period. This takes
into consideration the fact that they scaled
back holdings of their own bonds by €3 bil-
lion; credit institutions’ capital market debt
would have dropped even further without
this adjustment. On balance, they redeemed
primarily public Pfandbriefe (€13 billion) and
mortgage Pfandbriefe (€5%: billion). Special-
ised credit institutions, meanwhile, issued
debt securities to the tune of €16 billion net.

In the third quarter, the Bundesbank and do-
mestic non-banks were the main buyers of
debt securities, adding paper worth €21% bil-
lion and €8 billion respectively to their port-
folios; primarily foreign securities were
bought (€20%: billion in total). The Bundes-
bank mainly bought securities under the SMP,
after the Eurosystem had resumed its pur-
chases at the beginning of August. Given the
high level of uncertainty in Europe, foreign
investors acquired German debt securities
worth €182 billion. They largely invested in
public sector bonds, which are usually in
strong demand in times of crisis because of
the high degree of security and liquidity these
instruments offer. By contrast, German credit
institutions disposed of interest-bearing
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paper in the amount of €34 billion net; they
sold foreign debt instruments totalling €18%-
billion. As was mentioned above, the Bun-
desbank took over, in net terms, a portion of
the debt securities disposed of by domestic
banks.

In the third quarter, too, price movements on

the international stock markets were largely
driven by the high level of investor uncer-
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Investment activity in the German
securities markets

€ billion
2010 |2011
Item Q3 Q2 Q3
Debt securities
Residents -340|-512| - 4.2
Credit institutions -31.9|-175| -339
of which
Foreign debt securities -109]| - 26| -183
Other sectors - 20| -337 29.7
of which
Domestic debt securities | -32.9 | -41.9 9.3
Non-residents 30.6 58.9 18.7
Shares
Residents - 9.2 15.8| - 8.4
Credit institutions - 31|- 03] -12.0
of which
Domestic shares - 14|- 51| - 71
Other sectors - 6.1 16.1 3.6
of which
Domestic shares 0.4 10.3 12.1
Non-residents 2.1 126 | - 47
Mutual fund shares
Investment in specialised funds| 20.2 4.2 5.6
Investment in funds open to
the general public 3.0 0.5 0.2
of which Share-based funds 0.3 1.4 0.7

Deutsche Bundesbank

tainty due to the sovereign debt crisis in Eur-
ope. Moreover, there was a renewed increase
in recessionary fears on both sides of the At-
lantic. This combination of factors led to con-
siderable share price losses, which were ac-
companied by strong fluctuations. Stock
price indices fell to a low in the second half
of September. This was followed by some
easing of tensions as a result of economic
data which were, in part, somewhat better
than anticipated and the expectation that a
solution to the European sovereign debt crisis
would be found at the EU summit at the end
of October. By contrast, the reporting season
for US and European enterprises, which was
fairly favourable of late, did not touch off any
strong positive stimuli: enterprises’ earnings
prospects, which are of greater relevance to
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equity valuation than earnings generated in
the past, became increasingly clouded.

After the outcome of the summit at the end
of October was announced, the stock mar-
kets as a whole, and banking stocks in sev-
eral peripheral countries in particular, regis-
tered pronounced price gains. However,
these gains were quickly lost again when the
Greek government announced a referendum,
causing doubts among market participants
about whether Greece would actually meet
the conditions linked to the rescue package,
and the EU and the IMF put a temporary halt
on further payments under the Greek aid
programme. As measured by the implied vol-
atility of equity options, share price uncer-
tainty rose again substantially, particularly in
Europe. Nevertheless, volatility in November
stayed below the levels recorded one month
before.

On balance, price losses on German and Eu-
ropean equities, measured against the broad-
based CDAX and Euro Stoxx
amounted to 20%:% and 21%2% respectively

indices,

from the end of June. Japanese shares
(Nikkei, -13%2%) and US shares (S&P 500,
-8%) lost less by comparison. European bank
equities suffered even heavier losses than the
market as a whole (-35% since the end of
June); this was true, above all, of the bank
indexes in Greece, Portugal and Italy. Not
least of all, this was the result of banks’ large
exposure to sovereign debt in peripheral

countries.

The risk premium which investors demand

for an investment in European shares (Euro
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Stoxx) as compared to a safe investment, and
which can be calculated using a dividend dis-
count model, at first rose considerably in the
reporting period before receding to 7%2% in
October; this was roughly in line with the
level at mid-year. It therefore remains consid-
erably above the five-year average (around
5%2%). The implied risk premium for expo-
sure to European banking stocks is also, on
balance, roughly at its prior-quarter level. This
means that, compared to the market as a
whole, investors can continue to demand
roughly 1%2 percentage points more as com-
pensation for investing in banking stocks.

Issuing activity in the German equity market
was subdued in the third quarter. Domestic
enterprises issued only €%2 billion worth of
new shares, the majority of which were un-
listed equities. In the same period, the out-
standing volume of foreign equities in the
German market dropped by €13%: billion. Eg-
uities were purchased only by domestic non-
banks (€3%2 billion), which bought only do-
mestic paper in net terms. By contrast, resi-
dent credit institutions sold shares worth €12
billion, with domestic paper again account-
ing for the lion’s share. Foreign investors sold
German equities to the tune of €4%: billion.

During the reporting period, domestic invest-
ment companies recorded inflows of €6 bil-
lion, after raising funds totalling €4%2 billion
in the previous three months. Almost all the
fresh funds benefited specialised funds re-
served for institutional investors (€5%: billion).
Of the mutual funds open to the general
public, bond funds, equity funds and money
market funds in particular sold new shares
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totalling €Y billion in each case. By contrast,
mixed securities-based funds and mixed
funds repurchased shares worth €1 billion
and €Y billion respectively. Foreign funds ac-
tive in the German market recorded outflows
totalling €3%: billion. Foreign investors were
the sole net purchasers, adding mutual fund
shares in the value of €4 billion to their port-
folios. On the other hand, domestic credit
institutions sold fund shares in the amount of
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Major items of the balance of

payments
€ billion
2010 2011
Item Q3 Q2 Q3
| Current account 1.2 +308 | +27.2| + 300
Foreign trade 1.3 r+389|r+383| + 398
Services 1 -71] - 24| - 66
Income 1 +129 ) + 07| + 134
Current transfers 1 -109] - 56| - 103
Il Capital transfers 1.4 + 00| - 03|+ 0.1
Il Financial account 1
(Net capital exports: -) -257| -292| - 176
1 Direct investment +155] + 37| + 22
German investment
abroad + 75 + 09| - 56
Foreign investment
in Germany + 79 + 28| + 78
2 Portfolio investment + 710 +552| + 312
German investment
abroad -249| -163| + 1238
Shares + 28 -84+ 114
Mutual fund shares - 77| -23| + 36
Debt securities -200| - 56| - 22
Bonds and notes 5 -17.2| + 25| + 22
of which
Euro-denominated
bonds and notes -120| + 56| + 33
Money market
instruments - 27| - 81| - 43
Foreign investment
in Germany +320 +715| + 184
Shares + 20 +11.7] - 42
Mutual fund shares - 05| + 09|+ 39
Debt securities +306 | +589| + 187
Bonds and notes 5 +2151 +376| + 47
of which
Public bonds and
notes +236| +307| + 9.0
Money market
instruments + 90 +21.3] + 140
3 Financial derivatives 6 - 79| - 53| - 68
4 Other investment 7 -408 | -823| - 437
Monetary financial
institutions 8 +424 1 -524| + 56.2
of which short-term +155| -476| + 666
Enterprises and
households -257| - 66| - 80
of which short-term - 99| + 08| - 73
General government + 33| - 72| + 181
of which short-term + 25| - 86| + 154
Bundesbank -60.7 | -16.2| -110.0
5 Change in reserve assets
at transaction values
(increase: -) 9 + 03] - 04| - 06
IV Errors and omissions - 511 + 231 - 124

1 Balance. — 2 Including supplementary trade items. — 3 Special
trade according to the official foreign trade statistics (source:
Federal Statistical Office). — 4 Including the acquisition/disposal
of non-produced non-financial assets. — 5 Original maturity of
more than one year. — 6 Securitised and non-securitised options
as well as financial futures contracts. — 7 Includes financial and
trade credits, bank deposits and other assets. — 8 Excluding the
Bundesbank. — 9 Excluding allocation of SDRs and excluding

changes due to value adjustments.

Deutsche Bundesbank
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€1%2 billion. Buyers included almost no do-
mestic non-banks on balance in the period

under review.

Direct investment

As in cross-border portfolio transactions (€31
billion), Germany also recorded net inflows in
direct investment between July and Septem-
ber (€2 billion). This mainly resulted from di-
rect investment by foreign enterprises in Ger-
many (€8 billion, after €3 billion in the previ-
ous quarter), which provided their German
affiliates with additional funds, particularly
through intra-group loans (€4% billion), as
well as in the form of equity capital and rein-
vested earnings (together €3% billion). The
main investors were enterprises from Euro-
pean countries (€5%2 billion), with those pri-
marily from the euro area and Switzerland
investing more heavily in Germany. German
private equity firms received a large portion
of funds (€7 billion), while €2 billion flowed
to domestic credit institutions.

Domestic owners, too, provided their foreign
subsidiaries with capital in the third quarter
(€5% billion). In particular, they (re)invested
earnings previously generated abroad (€82
billion). Furthermore, they increased their eg-
uity capital abroad. Conversely, resident par-
ent enterprises recorded an inflow of funds
via intra-group credit transactions (€5 billion)
which —in line with the standard international
methods for compiling the balance of pay-
ments — have to be offset. Borrowing from
foreign subsidiaries played an important role
in this context. Emerging market and devel-

Inflows in
direct
investment
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oping countries were the geographical focus third quarter, whereas capital was withdrawn
of German direct investment abroad in the in net terms from the US in particular.
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