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Throughout the report, we have spotlighted the views of each of the Finance Ministers of the euro area Member
States. These quotes relate to the ESM and its role, not to the text of the pages on which they appear.



4 | EUROPEAN STABILITY MECHANISM

INTRODUCTION TO THE ESM

The European Stability Mechanism (ESM) is a permanent crisis
resolution mechanism established by the euro area countries. The
ESM's mission is to provide financial assistance to ESM Members
experiencing or threatened by severe financing problems to safeguard
the financial stability of the euro area as a whole and of its Members.

The Luxembourg-based ESM raises funds by issuing debt instruments,
which are purchased by institutional investors. The proceeds enable
the intergovernmental institution, in operation since 8 October 2012,
to provide its Members the following types of financial assistance:

¢ |oans to cover their financing needs;
¢ |oans and direct equity injections to recapitalise financial institutions;
e credit lines to be used as precautionary financial assistance;

e primary and secondary debt market purchases of Member States’
national bonds.

ESM financial assistance is linked to beneficiary Member States
addressing weaknesses in their economies through reforms which
are jointly agreed by that Member, the European Commission, in
limsison with the European Central Bank and, where applicable, the
International Monetary Fund.

More information about the ESM can be found on our website:
WWW.esm.europa.eu.

Note: The 2014 ESM Annual Report contains the Financial Statements for the
financial year ending 31 December 2014, together with the report of
the external auditors in respect of their audit concerning these Financial
Statements, and a report of the Board of Auditors in respect of these
financial statements.

The description of the policies and activities of the ESM includes certain
information available as of 20 May 2015 but all historic financial data is
limited to the period up to 31 March 2015.


http://www.esm.europa.eu
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Message from
the Managing Director

The euro area as a whole put the crisis largely behind
it in 2014. Positive developments were particularly
marked in Cyprus, Ireland, Portugal, Spain and - at
least until autumn 2014 - in Greece, the five euro
area countries that have benefitted from financial
assistance in a European Stability Mechanism (ESM)
or a European Financial Stability Facility (EFSF) pro-
gramme. Between December 2013 and May 2014,
Spain, Ireland, and Portugal successfully exited their
programmes and regained the investor confidence
that they had lost. Greece was able to tap the bond
market in mid-2014. But problems remain, with con-
cerns particularly focused on Greece. Despite achieve-
ments early in the year - an improving economic
performance and policy reforms adopted - by autumn,
Greece had lost cautious recognition from financial
market participants. It must now find a credible way
forward to restore market trust. Overall, however, the
euro area prepared the ground for sustainable growth
in the future.

Klaus Regling
Managing Director
European Stability Mechanism

The ESM and EFSF approach prompted remarkable
improvements in the programme countries: both insti-
tutions provide loans at very favourable conditions to
countries that are no longer able to finance themselves
on the markets at reasonable rates. The assistance is,
however, conditioned on strict reform implementation.
To receive the advantageous ESM and EFSF loans, ben-
eficiary countries must make their economies competi-
tive, consolidate budgets, and stabilise financial sectors.

Independent international assessments confirm that
this strategy is working. According to the Organisation
for Economic Co-operation and Development's Going
for Growth report, Greece, Ireland, Portugal and Spain
were four of the top five most reform-minded countries
in the entire OECD area in 2014. The World Bank’s
Doing Business Survey showed that Greece had made
the biggest leap forward in 2014 among all the coun-
tries examined in a ranking that measures the ease
of starting and operating a local business. Provided



the reform momentum is sustained, the former crisis
countries are thus likely to become reform champions
with excellent economic prospects.

The favourable ESM and EFSF lending conditions
are an impressive act of solidarity among euro area
Member States. The combination of loans at very
low interest rates and with unusually long maturities
ensures significant annual budgetary savings for all
the programme countries. Thanks to these ESM and
EFSF programmes, the other euro area Member
States can show solidarity towards the beneficiary
countries without any direct cost to their taxpayers.

The ESM and EFSF help the beneficiary countries to
improve their ability to service their debt. The ESM
shareholders, for example, twice accepted Spain’s
voluntary early repayment of its loan without burden-
ing the country with any significant cost. In a similar
spirit of long-term partnership, the EFSF shareholders
accepted Ireland’s and Portugal’s decisions to reduce
their debt burden by repaying parts of their more
onerous International Monetary Fund (IMF) loans
early. The EFSF shareholders could have asked for
a simultaneous early repayment of the EFSF loan,
which has much more advantageous terms, from
both countries. It refrained from doing so, however, in
order to continue to support them, thus strengthening
their debt sustainability.

Despite uncertainties about Greece, the euro area
has become a stable and much better functioning
currency union. Lithuania underlined its attractiveness
by joining monetary union in 2015 as the 19 country
to adopt the euro. As a result, Lithuania also became
the 19" Member of the ESM. Since the establishment
of the ESM in October 2012, the Baltic state has
become the second new Member to join, following
neighbour Latvia in 2014.

The euro area’s improved fitness stems from deter-
mined reform implementation in the programme coun-
tries, better economic and fiscal policy coordination at
the European level, a robust monetary policy response
to falling inflation, and a stronger banking system. The
establishment of the Banking Union with a European
supervision of systemic banks under the auspices of
the European Central Bank (ECB) strengthened the
euro area’s foundations.

The crisis both exposed the institutional weaknesses
of the original Economic and Monetary Union and
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prompted policy makers to remedy them. In a particu-
larly important step, they established the ESM as the
euro area’s permanent crisis resolution mechanism. It
has a maximum lending capacity of €500 billion, more
than €450 billion of which is still available.

One of the building blocks of Banking Union is the
ESM Direct Bank Recapitalisation Instrument for
euro area financial institutions. Since its adoption in
December 2014, the ESM can recapitalise systemic
and viable banks directly as a last resort measure
based on a unanimous decision among euro area
Member States. Under specific circumstances, the
ESM could use this instrument with up to €60 billion
to safeguard financial stability in the currency union
and to contribute to severing the vicious feedback-loop
between sovereign debt and the banking sector.

The ESM and EFSF can only grant loans to euro area
Member States in a crisis if the two institutions have
raised the money previously on the markets. In 2014,
as in 2013, the two institutions combined were the
fifth largest issuer of euro bills and bonds in the euro
area after Germany, France, Italy, and Spain. Although
the issuing volumes will decrease, the ESM and EFSF
will remain within the ranks of significant euro area
issuers for a long time.

The ESM and EFSF are long-term partners of the
programme countries. \With the unusually long matur-
ities of our loans at very low interest rates we will
accompany them for decades to come. In the context
of the Early Warning System, the ESM’s shareholders
have tasked it with monitoring its debtors’ ability to
reimburse ESM loans until they have been fully repaid.
As the largest or one of the largest creditors of the
programme countries our interests are aligned with
theirs. Just like the programme countries we are look-
ing for sustainable economic development that allows
for long-term success so that we can be confident
that the ESM will be repaid in full.

While progress at the national and European level has
reduced the vulnerability and increased the robustness
of the currency union, there is still a need to improve
the euro area’s governance further. To drive this
process forward, the Heads of State and Government
have tasked the Presidents of the Commission, the
European Council, the ECB, and the Eurogroup to put
forward proposals. As the sole institution dedicated
to the euro area alone, the ESM fully supports this
initiative to make the monetary union more resilient.
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Letter of Transmittal
to the Board of Governors

18 June 2015

Dear Chairperson,

| have the honour to present to the Board of Governors the Annual Report in respect of the
financial year 2014, in accordance with Article 23 (2) of the By-Laws of the European Stability
Mechanism (By-Laws).

The Annual Report includes a description of the policies and activities of the European Stability
Mechanism (ESM) during 2014. It also contains the audited Financial Statements as at
31 December 2014, as drawn up by the Board of Directors on 25 March 2015 pursuant to
Article 21 of the By-Laws which are presented in Chapter IV. Furthermore, the report of the
external auditor on the Financial Statements is presented in Chapter V and the report of the
Board of Auditors on the Financial Statements in Chapter VI. The independent external audit was
monitored and reviewed by the Board of Auditors as required by Article 24 (4) of the By-Laws.

Klaus Regling
Managing Director
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What have we learned
from the euro area crisis?

Today, the worst of the crisis is over and Europe is
making its way along a slow, yet sustainable, path
to recovery. This is a good time to reflect on what
lessons can be drawn from the crisis, to understand
whether the economic policies deployed are enough to
prevent future crises.

The great European recession revealed economic and
financial vulnerabilities and institutional weaknesses in
the monetary union’s design. National and European
policy makers reacted to the erupting crisis by rapidly
devising solutions. When rescue measures failed to
achieve the desired result, policy makers fine-tuned
and complemented them, eventually reversing market
sentiment and starting the recovery. As we reach the
middle of 2015, the recovery, which still needs to
gain pace, faces downside risks, mostly geopoalitical.
In addition, Europe must address the crisis’ remaining
fallout, especially the high unemployment rates a num-
ber of countries face.

Still, with the worst behind it, now is a good point
for Europe to take stock of the lessons learned and
consider the next steps to build a yet more robust
monetary union able to withstand future shocks.

KEEPING COMPETITIVENESS ALIGNED

A crucial lesson from the crisis is that countries in
a monetary union cannot sustain large divergences
in competitiveness over an extended period. As the
development of unit labour costs in the five countries
that later entered into an EFSF or an ESM programme
shows, costs rose significantly in comparison to the
rest of the euro area. This resulted in a significant
loss of competitiveness in the programme countries
that translated into large current account deficits
and an increasingly negative international investment
position. This needed to be reversed, either on the
back of macroeconomic reforms linked to financial
assistance programmes or, as in the case of Spain,
through a reform agenda developed independently to
tackle past imbalances.

In economies outside a monetary union, exchange
rate adjustments can resolve these misalignments. In
the euro area, such an adjustment had to be achieved
in part domestically through socially and politically
painful expenditure cutting. Opening and liberalising
product and labour markets to increase and improve
labour productivity has proven to be key. Indeed,

the countries with programmes in place have imple-
mented substantial reforms. In its Going for Growth
survey, the Organisation for Economic Co-operation
and Development (OECD) ranks the reform efforts of
its 34 member states. Among the top five countries,
four underwent an EFSF or ESM programme. The
crisis experience has amply demonstrated that
a comprehensive reform of product and labour mar-
kets supports investment and exports, and therefore
facilitates rebalancing and growth.

Pursuing structural reforms is a difficult process,
as governments need to take on vested interests.
The European experience also shows that internal
adjustments through wage and price corrections are
feasible, contrary to what many observers argued
at the time. All countries under EFSF and ESM pro-
grammes have dramatically reversed the previous
trend of decreasing competitiveness and are closing
the gap vis-a-vis core countries.

ENSURING PRUDENT FISCAL POLICY
IN GOOD TIMES

Another important lesson concerns fiscal policy. The
crisis underscored the need to pay sufficient ongoing
attention to the sustainability of public finances, even
as economies are growing strongly. When the crisis
worsened, the market had already discounted earlier
consolidation efforts as insufficient, with a resulting and
instantaneous widening in market interest rate spreads
to those of core country debt. Although Greece faced
the most severe fiscal problems, all programme coun-
tries reined in public spending, changed tax legislation,
and tightened administrative procedures to increase
revenues. Thus, sound fiscal policies and constant
budgetary development monitoring are fundamental,
especially during the expansionary part of the cycle.

A corollary from the previous two lessons is that
prudent fiscal policy and structural reforms are com-
plementary. In the face of fears of low future growth,
so-called secular stagnation, budgetary sustainability
will result in higher and more stable long-run growth
only if accompanied by structural reforms.

DEEPENING EUROPEAN GOVERNANCE

The crisis revealed that euro area economic govern-
ance was not strong enough, particularly for crisis



Jeroen Dijsselbloem
The Netherlands

As the Chairman of the Board of
Governors | can confidently say that
the ESM has become an effective
crisis resolution mechanism and

I am convinced that the ESM will
play animportantrole in the
financial stability of the euro area in
the years to come.

prevention and financial crisis management. As an
example, it became evident early on in the crisis that
Greek fiscal statistics were not reliable. Member
States reacted by increasing Eurostat’s powers to
scrutinise national statistics. More broadly, they found
it necessary to create stricter debt and deficit rules,
curb the room for political interference, and, in the
absence of joint decision making, introduce balanced
budget rules in the national legal systems. These
procedures, designed to correct macroeconomic
imbalances, also significantly improved economic
policy coordination in the currency union.

All'in all, the euro area leaders treated the crisis as
an opportunity to take a quantum leap in European
integration. They strengthened the fiscal rules, initi-
ated surveillance of macroeconomic imbalances, and
established advance coordination of economic policy
through the ’European Semester’. These changes
allow for a comprehensive crisis response without
altering the EU Treaties. With them, Europe embarks
on a new model of economic governance character-
ised by better policy coordination.

CREATING A LENDER OF LAST
RESORT FOR CRISIS RESOLUTION

Another important lesson from the crisis concerns
the lack of a lender of last resort for governments
within monetary union. When the euro area was set
up, it was taken for granted that Member States
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would not lose market access or investor confidence
and, thus, the ability to roll over maturing debt and
finance additional fiscal expenditures at sustainable
rates. The fiscal framework was seen as sufficiently
strong to prevent such situations.

While the ECB played a very active role during the
crisis, and stepped in through several targeted policy
initiatives, it could not take on the role of a lender
of last resort for governments. According to the EU
Treaties, the ECB is not allowed to engage in monetary
financing of state budgets. This is a crucial ingredient
to preserve independent central bank action, maintain
low inflation in the monetary union, and pre-empt
excessive fiscal largesse. Therefore, a new institution
had to play this role. Here as well, the leaders learned
by doing, and improved upon their initial urgent
response by creating, first, the EFSF as a temporary
crisis resolution mechanism and, subsequently, the
ESM as a permanent institution.

At first, the EFSF and ESM lending toolbox mirrored
that of the IMF and the EC. By drawing ongoing lessons
from the evolving crisis, the EFSF and ESM redefined
their lending terms and approach, leading to a new
paradigm of sovereign lending. They dropped the initial
framework, which included a high margin, because
it undermined sustainability and market access. The
political costs turned out to effectively deter the ‘'moral
hazard’ problem. Financing costs fell to very low levels.
Maturities became very long, stretching from an aver-
age of 12.5 years for the Spanish facility to more than

13
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32 years for the Greek one. (The boxes on the ‘Impact
of EFSF lending on bond markets’ and on ‘How Greece
benefitted from debt relief’ explain these financing
conditions in more detail.) This new approach eased
the programme countries’ fiscal burden and facilitated
their renewed market access at affordable costs.
EFSF lending terms helped programme countries
reduce uncertainty, enabling them to regain access to
capital markets. Today, with over €450 billion available
for support, the ESM continues to help sustain the
confidence of investors and credit agencies, contrib-
uting to the stability of the sovereign bond markets.

Looking back, the EFSF and ESM firewall turned
out to be indispensable to overcoming the crisis.
By end-2014, €233 billion had been disbursed to
five countries in under four years. This is three times
as much as the IMF disbursed globally in the same
period. Without the EFSF and the ESM, some euro
area Member States would today likely no longer be
part of the monetary union. Their departure would not
only have posed a huge risk with enormous potential
cost for the country concerned, it would also have
changed the Europe that we know.

FORTIFYING THE FINANCIAL SYSTEM

Already at a fairly early stage of the crisis, European
policy makers recognised the insufficiency of existing
supervision to stem systemic crises and the need to cre-
ate common supervision standards across Europe and
financial industries. Policy makers created new European
supervisory authorities for banks, insurance companies,
capital market instruments, and rating agencies. The
European Banking Authority drew up a ‘single rule-book’
for European banks, aiming to make the banking system
safer. The European Systemic Risk Board was put in
place to monitor macroprudential risks.

Despite these earlier efforts, lending rates across
countries remained disparate and monetary policy
easing was not effectively transposed into better
lending conditions and credit. Further policy action
was needed, in particular a more comprehensive
approach which ultimately resulted in the multi-layered
Banking Union project.

A European supervisory and resolution structure was
adopted. The Single Supervisory Mechanism (SSM) can
thoroughly supervise banks operating cross-border in
Europe. To assess their strength, the SSM conducted
an initial balance sheet assessment of all the 130 big-
gest banks it supervises. The banks passed the assess-
ment with limited additional capital requirements.

Moreover, policy makers recognised that banks had
to become better capitalised. The EC estimates
that, between 2008 and 2014, overall bank capital
increased by €560 billion, using primarily private but
also public capital.

At the same time, the impact of the direct and indirect
costs of the bank rescues on European taxpayers
forced a change of paradigm in bank resolution. In one
of the crisis’ most visible lessons, it became clear that
future public sector involvement needed to be capped.
Instead, authorities had to create a system under
which bank creditors would systematically share this
burden. The so-called ‘bail-in’ of the private sector in
these operations increasingly became the approach
used to share losses caused by bank failure. Authorities
have already used bail-ins several times, sparing
public resources in bank recapitalisation or resolution
plans. Bail-ins provide greater market discipline and
force investors to scrutinise their decisions more.
In addition, the Single Resolution Mechanism (SRM)
started its work. Depending on the entry into force of
the intergovernmental Agreement on the transfer and
mutualisation of contributions to the Single Resolution
Fund (SRF), the SBRM is expected to be in full force
as of 1 January 2016, when the SRF and the new
bailin regime become fully applicable. Together, the
SSM and the SRM can address problems emerging
in the banking system efficiently and comprehensively.
They will become the backbone of a more integrated
post-crisis European banking market and contribute to
a better functioning monetary union.

DETERMINING THE NEXT STEPS

A policy response to a crisis is often not the result
of standard decision-making procedures. Policy
makers need to take shortterm decisions under
intense pressure. Their challenge was to frame the
immediate crisis response within a wider far-reaching
reform process, which should outlive this crisis and
help prevent the next.

In the end, the policy strategy devised to address the
crisis has proven effective.

It employed structural reforms and growth-enhancing
measures to reduce macroeconomic vulnerabilities.
Additionally, measures to strengthen the resilience of
the banking sector took effect and will create a more
solid and better-integrated European financial system.
Important reforms to reinforce euro area economic
governance were adopted, including strengthening
the fiscal framework and extending surveillance to
macroeconomic imbalances. Last but not least, policy
makers deployed crisis resolution support to ease
economic hardship. Overall, Europe not only suc-
cessfully addressed the crisis, it also enhanced policy
coordination in ways not considered possible before.

In addition, European policy makers provided signif-
icant resources to support investment in long-term
growth. Most recently, the EC launched the ‘Juncker
plan’. Jointly with the European Investment Bank (EIB),
the EC aims to facilitate more than €300 billion in new
investment, and propose policy reforms to overcome



JohanVan Overtveldt
Belgium

For the economic recovery to

be strong and sustainable,
confidence is the overwhelming
determining factor. For
confidence to gain traction within
the euro zone, a well-performing
ESM is of the highest necessity.

investment barriers. Still, a number of challenges
for sustained growth lie ahead. Reducing high debt
levels in the public and private sector and addressing
the effects of an ageing population, likely to constrain
growth, will remain key challenges to be dealt with
in the coming years. Building a resilient European
financial system, able to provide growth financing, will
require further policy action.

The upcoming Four Presidents Report! will discuss the
next steps to improve growth prospects and enhance
the euro area’s resilience, making proposals to the
Heads of State or Government. The ESM, as the sole
euro area institution, will make a contribution to the
subsequent debate.

1 The Four Presidents’ report on Economic and Monetary Union is
being prepared by the Presidents of the European Council, the Eu-
ropean Commission, the European Central Bank and the Eurogroup
for the June 2015 European Council.
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Europe has come a long way, and monetary union is
now more robust and resilient to external shocks.
But not all the lessons of the crisis have yet been
fully addressed. A number of challenges for sustained
growth lie ahead: responding to ageing populations,
unwinding high debt levels, and implementing eco-
nomic reforms to improve low growth prospects. In
the short run, geopoalitical factors, frictions in the euro
area and economic changes can lead to economic and
financial volatility. There is thus scope for the euro
area to further strengthen its resilience.

Europe cannot wait for the next crisis to discover,
again, how it should have been better prepared.

15
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CURRENT EURO AREA
POLICY TOOLBOX
WOULD HAVE MADE
CRISIS MILDER

The recent improvements in euro area governance,
if agreed and implemented before 2007, would not
have prevented the global financial crisis, but they
would have reduced home-made vulnerabilities and
rung the alarm bells much sooner. The following list
of crisis-prompted changes explains how their earlier
adoption would have made the crisis milder and
shorter.

e The rising Greek budget deficit, which ultimately
reached 15.6%, would have been detected much
earlier had Eurestat’s powers been strengthened
sooner, entitling it to examine Member States’
public accounts.

e The real estate bubbles in Ireland and Spain might
have been detected earlier, had the new European
Systemic Risk Board already existed. It could have
provided the relevant authorities with recommenda-
tions for early corrective action.

e The large current account imbalances that
emerged in the middle of the last decade would
have been identified earlier, had the new Excessive
Imbalances Procedure already been introduced.

¢ Financial assistance would have reached beneficiary
Member States faster, had the EFSF and ESM
existed earlier. Investors would then have consid-
ered the crisis response more credible, dissuading
some from short-selling and tempering the resulting
turmoil.

e The problems in certain large institutions, particu-
larly in Ireland and Cyprus, could have been tackled
sooner, had Banking Union already been in place.
It would also have improved crisis coordination.
The new bailin rules of the Bank Recovery and
Resolution Directive would have protected public
accounts better.

e The fiscal rules could have been enforced more
effectively in all Member States, had the Stability
and Growth Pact been reformed earlier. This
would have sent a more decisive signal about their
strictness.

Despite the reforms the euro area will continue to
be affected by external shocks and potential policy
missteps, but the reforms could have shortened and
moderated the crisis that the euro area experienced.




IMPACT OF
EFSF LENDING
ON BOND MARKETS

Since the outbreak of the global financial crisis, fiscal and
monetary authorities have employed a wide range of policies
to overcome it. Central banks embarked on quantitative
easing exercises, while fiscal accommodation helped sus-
tain activity and refloat banks’ balance sheets. In the euro
area, Member States themselves made considerable fiscal
efforts, while the area and the EU as a whole provided signif-
icant funds as fiscal assistance via the EFSF, the European
Financial Stabilisation Mechanism, and the ESM.

To make sense of these measures, central banks and fiscal
authorities have analysed their effects, helping policy makers
understand whether the various policies adopted worked or
not. Remarkably, there has been no systematic analysis to
date of the impact of EFSF financing on the affected econo-
mies. The structure and condition of EFSF loans underwent
various changes over time, with maturities extended and
margins reduced in an attempt to help relieve the beneficiary
Member State’s debt servicing burden. This analysis focuses
on Ireland and Portugal and excludes Greece, whose orig-
inal programme did not include the EFSF. The progressive
changes undertaken modified the countries’ debt servicing
profiles, helping improve market access for both Ireland and
Portugal and reducing sustainability concerns.

EVOLVING TERMS AND CONDITIONS OF
EFSF LOANS TO IRELAND AND PORTUGAL

In December 2010, Ireland agreed a financial package
of €85 billion, made up of €17.5 billion in own resources
and €67.5 billion in external resources. The EFSF provided
€17.7 billion. Originally, the EFSF loan to Ireland carried
a margin of 247 basis points over the EFSF's funding costs
with a maximum average maturity of 7.5 years. Subsequently,
the loan underwent a series of incremental changes. In
July 2011, it was agreed that Ireland would benefit from
a reduction of the loan’s margin to O and an extension of
the average maturity to 15 years. Some two years later,
Member States agreed to lengthen the weighted average
maturity further, to up to 22 years from 15. These measures
aimed at supporting Ireland’s efforts to regain full market
access. Portugal in turn entered its EFSF programme in
May 2011. The size of the financial assistance package
was €78 billion, of which the EFSF disbursed €26 billion. At
the programme’s outset, Portugal agreed to pay a margin
of 208 basis points, with a maximum average maturity of
7.5 years. In parallel with the decisions on Ireland, Members
decided to align Portugal’s loan conditions with those already
granted to Ireland. The maturity was extended to 15 years
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and the margin reduced to O basis points. Finally, Portugal
received an additional seven-year maturity extension, of up to
22 years, in March 2013, also in line with Ireland.

EFFECTING CHANGE: A CASE-STUDY
OF THE IMPACT OF EFSF LOAN TERMS
ON BOND MARKETS

To study, in an informative and simple way, whether the various
changes to the conditions of the EFSF loans to Ireland and
Portugal had a meaningful impact on debt markets, the analy-
sis compares the behaviour of various debt market indicators,
before and after the announcement of the changes in the
terms and conditions of the loans.? More specifically, it looks
at the effect on secondary markets, focusing on the second-
ary market for sovereign debt, and assesses the dynamics of
yields and market liquidity as measured by the bid-ask spreads.
Given that maturity extensions work by shifting repayments
into the future, thus opening a window of opportunity for mar-
ket financing, the effect of the extension should differ across
maturities. This analysis considers the behaviour of 3-, 5- and
10-year maturities to check whether this is the case.

To illustrate the yield curve changes following the contract
amendments, Figure 1 displays the yield curve dynamics
around the set of loan changes. Figure 2 shows the changes
in market liquidity, reflected in the movements of the bid-ask
spreads three months after the announcement. Again, the
information is presented by maturity. Before the July 2011
maturity extension and margin reduction, Ireland was facing
substantial stress, with the yield curve inverted and 3-year
yields averaging 16.47%. The upper-left panel in Figure 1
shows that the change announcement had a strong and
long-lasting positive effect on the yield curve’s evolution. After
just one month, all yields had fallen. After three months,
all yields had declined even further and the yield curve had
flattened. In another sign of the loan amendments’ beneficial
effect, the bid-ask spreads at all maturities narrowed after
the change (Figure 2). As with yields, the largest drops
occurred in the 3- and 5- year maturities. In theory, the relief
should have been felt most at those maturities, given that
the 7.5-year extension’s aim was to provide cash flow relief
beyond that period. The maturities benefiting most were,
indeed, those below the 7-year threshold, indicating that the
measure delivered the expected benefits.

2 There is an important caveat to this approach. One has to control for oth-
er shocks that occur simultaneously and could also explain the observed
dynamics. None of the ECB operations took place at the same time as
the changes on the EFSF loans
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Figure 1. Yield curve dynamics around loan changes

Irish yield curve
(21 July 2011 change)

Yield Basis points

18% 2,000

16% e 1,600

Te- ~ o Pre-announcement

14% == 1,200

12% = 500
Mﬁzer 1 month

10% 400
After 3 months

8% -l 0

6% .I -400

4% -800

3y Sy 10y

== Change in the corresponding yield after 1 month from the announcement (right axis)
== Change in the corresponding yield after 3 months from the announcement: (right axis)

Irish yield curve
(18 March 2013 change)

Yield Basis points
6.5% 220.0
5.5% 176.0
45% 132.0

Pre-announw_
3.5% 880

After 3 months

2.5% 440
After /

1 month ~
B | [ I
0.5% -440
3y S5y 10y

== Change in the corresponding yield after 1 month from the announcement (right axis)
== Change in the corresponding yield after 3 months from the announcement (right axis)

Portuguese yield curve
(21 July 2011 change)

Yield Basis points

18% 2,000

16% N 1,600
After 3months = = «

4% = 1,200

1
\\‘\ - Pre-announcement

12% X 500

After 1 month

10% 400
8% m e )
B =
6% -400
4% -800
3y S5y 10y

== (Change in the corresponding yield after 1 month from the announcement (right axis)
== Change in the corresponding yield after 3 months from the announcement (right axis)

Portuguese yield curve
(16 March 2013 change)

Yield Basis points
6.5% 220.0
After 1 month _ - =

5.5% - 176.0
Pre-announcement ==
45% == 1320
- After 3 months
35% 88.0
25% 440
1.5% ‘-l -. -. 00
05% 440

3y Sy 10y

== Change in the corresponding yield after 1 month from the announcement (right axis)
== Change in the corresponding yield after 3 months from the announcement: (right axis)

Note: Each graph corresponds to the behaviour of the yield curve after specific changes. The July 2011 changes correspond to a maturity extension
and an interest rate reduction. The March 2013 changes correspond to a maturity extension.

Source: Bloomberg

Finally, in March 2013, when the second maturity
extension was approved, Ireland was already enjoying
significantly lower yields. Still, following the announce-
ment, yields on the 3- and 10-year fell further
(lower-left panel in Figure 1). Bid-ask spreads barely
changed, reflecting the successful normalisation of
the Irish bond market.

Similarly, by the time of the first loan modification in
July 2011, Portuguese yields had risen (16.46% on
the 3-year). As the upper-right panel on Figure 1 shows,
following the announcement of the loan changes, the
yield curve shifted down, especially in the shorter
maturity. While the improvement partly reversed in the
subsequent two months, these dynamics confirm that,
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Figure 2. Changes in bid-ask spreads following the loan amendments
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as in the Irish case, the maturity extension provided
a temporary period of reduced sustainability concerns.
Reflecting the limited effect of this first contract
amendment, the bid-ask spreads failed to react pos-
itively to the announcement (Figure 2). At the time of
the last maturity extension in March 2013, Portugal
was already facing lower yields, thanks to its good per-
formance under the programme and the ECB’s policy
measures. While immediately after the announcement
only the 3-year yield fell, after three months, the entire
yield curve was well below the pre-announcement
level (Figure 1, lower-right panel). Moreover, bid-ask
spreads narrowed by about one third of their pre-an-
nouncement value, further evidence of the secondary
market’s return to normal (Figure 2).

The benefits of the maturity extensions also trans-
lated into improved rating agency assessments. The
2013 announcements on EFSF loan maturity changes
exerted the most significant ratings impact. Shortly after

Portugal
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their announcement, Moody's published a dedicated
rating commentary saying that the extensions were
credit positive for the two countries. Later in 2013,
Moody's took positive rating actions on both sovereigns,
identifying the maturity extension explicitly as one of the
reasons for the improved liquidity position, which led to
the favourable assessment. S&P also mentioned the
reduction in near-term financing needs and the overall
improvement of the sovereign’s financing profiles when it
took positive rating actions in 2013 and 2014.

The analysis shows that the changes to the EFSF
loans had a material impact on investors’ and rating
agencies’ perception of the countries’ ability to service
their outstanding debt. This finding has important
implications. By providing cheaper and longer-term
financing, the EFSF operations create room for
market financing. Moreover, the substantially lower
medium-term debt-servicing burden that the EFSF
loans deliver reduces the short-term sustainability risk.
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Macroeconomic and
financial environment

In 2014, euro area economic growth sustained its
slow but steady rise, maintaining the course set out
at the end of the previous calendar year. Domestic
activity bolstered the improvement, with household
spending making the most notable contribution. Still,
the improved average gross domestic product (GDP)
masked Member States’ diverging national growth
rates. And, despite the positive growth trend, inflation
decelerated, driven by falling global energy prices
towards the end of the year. The overall fiscal stance
of the euro area became clearly less restrictive with
monetary policy easing further given low inflation.

The major themes in the financial markets throughout
the year were the divergence in monetary policies
across major economies and future expectations
of such divergence. Escalating geopolitical tensions
and concerns about a potential global health scare
in the early part of the year raised doubts about the
robustness of the recovery. An unexpected collapse
in oil prices in the second half of the year improved
the outlook for oilimporting regions such as the
euro area. As a result of the oil price collapse, lower
inflation set the stage for expectations of additional
ECB measures. Towards year-end, Greece burst to
the forefront of euro area concerns, rekindling old
anxieties.

DIVERGING PATTERNS ACROSS
THE GLOBE

World economic output continued to grow in 2014.
Macroeconomic data showed developed economies
diverging, with the United States (US) and the United
Kingdom (UK) improving while Japan lagged. US con-
cerns on the slack in the economy delayed the timing
of the Federal Reserve’s expected first rate hike in this
cycle, while the Bank of Japan, attempting to foster
economic growth, stepped up its very accommodative
monetary policy stance.

In emerging markets, the fall in oil and commodity
prices undermined the economies of net oil-exporting
nations, like some countries in Latin America and the
Middle East as well as Russia. Geopolitical tensions in
some of these countries, like Ukraine and Russia, also
lowered economic performance over the year. China’s
growth continued its moderate path, mostly due to the
rebalancing of its growth model, which requires some
price declines in real estate, credit, and investment
markets. Ongoing structural reforms, coupled with

lower oil prices and a buoyant US recovery, should
support Chinese domestic consumption and growth
perspectives. In contrast, other emerging economies
such as India performed better than expected in 2014.

ANTICIPATING MONETARY EASING:
EURO AREA FINANCIAL MARKETS

Consumer prices extended their 2013 deceleration
throughout 2014. In June, spurred by concerns about
low inflation rates and in particular low credit growth to
households and non-financial corporations, the ECB cut
its key rates and introduced another easing initiative,
Targeted Longer-Term Refinancing Operations (TLTRO),
which it planned to conduct later in the year.

Later in the summer the spectacular drop in oil
prices propelled already declining inflation rates
yet lower. |Inflation fell into negative territory in
December (Figure 3). In June, the ECB set a negative
deposit rate, an unprecedented step for a major cen-
tral bank. Given the deterioration in medium-term infla-
tion expectations, slow growth, and the unsatisfactory
transmission of credit to the real economy, the ECB
launched several other new measures in September
and October. It embarked on its asset-backed securi-
ties and covered bonds purchase programme in what
would be the first steps towards a full quantitative
easing programme announced in January 2015.
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Wolfgang Schauble
Germany

The European Stability Mechanism,
asour last line of defence against
crises of confidence, is an effective
instrument for safequarding the

SPOTLIGHT

The Finance
Minister's view o
the ESM

financial stability of the euro area.
Itis based on the principle of
solidarity in return for sound public
finances and the implementation

of structural reforms to improve

the competitiveness of programme
countries. This approach has proved
its worth as demonstrated by Ireland,
Portugal and Spain. As we look
towards the future, the ESM will
continue to serve as an integral part
of our efforts to prevent and combat
sovereign debt crises in the euro area.

Figure 3. Contribution to harmonised index of
consumer prices inflation rate (%)
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Given the expectations for, and the implementation of,
the monetary policy easing measures, the yields of all
euro area debt markets ended 2014 lower than they
started it, with the exception of Greece (Figure 4).
These measures also tightened the yield spreads to
the highly rated countries and flattened the yield curve,
with the yields on longer-dated debt instruments declin-
ing more than those on the short end. In particular, the

Figure 4. Selected 10-year yields in the
euro area (%)
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10-year yields in former euro area beneficiary Member
States such as Portugal and Spain declined by around
315 and 240 basis points, respectively, over the year.
As the comparable 10-year German yield declined
around 140 basis points, the Portuguese and Spanish
yield spreads declined by some 175 and 100 basis
points to Germany, respectively.
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Sven Sester
Estonia

The ESM is an important instrument
for safequarding financial stability
in the euro area. The ESM has
already proved its necessity by
helping Cyprus and Spain during
their financial difficulties and

has contributed to the enhanced
credibility of the euro area.

The expectations for monetary policy easing meas-
ures also resulted in a gradual depreciation of the
euro. As of May, the euro started declining against
all major currencies. At year-end 2014, the euro had
depreciated around 30% against the US dollar, and
the nominal effective exchange rate had fallen around
12% since May (Figure 5). The currency drop will
benefit most of the euro area countries, because they
have high trade volumes with countries outside the
euro area. Ireland and Cyprus, which export around
60%-70% of their goods beyond the euro area, will
profit in particular from this trend.

Euro area equity markets held relatively stable in the
first part of the year. Towards the end of the year and
the beginning of 2015, equity prices gained rapidly,
mainly attributed to monetary policy easing expecta-
tions, the corresponding improving economic outlook
and capital inflows from foreign investors. From
early 2014 through the first quarter of 2015, the
EuroStoxx gained around 20%, with regional returns
ranging from around -35% in Greece to around +30%
in Ireland. Despite the rise in stock prices, company
earnings have not followed suit, with the price-earnings
roughly doubling since 2011. Banking sector stocks
also climbed in line with the equities trend, buoyed by
enhanced confidence from the successful Asset Quality
Review (AGQR). In particular, banking stock prices in

Figure 5. Euro effective exchange rate and
euro/US dollar rate
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France, Germany, and ltaly have risen around 20%,
20% and 15%, respectively, since the late October
AQR results. The boost in financial sector confidence
also seemed to support interbank funding in both
secured and unsecured markets.

the ESM



Michael Noonan
Ireland

The establishment of the ESM

is an essential part of the

euro area's crisis resolution
mechanism and in that capacity
it contributes significantly to
economic confidence. The highly
professional approach of the ESM
management and staff has built
an organisation which has the
confidence of its members and
strong credibility in the financial
markets.

ACCELERATING EURO AREA GROWTH

Euro area GDP increased by an annual 0.9% rate in
2014, benefitting primarily from higher consumer
spending, and to a lesser extent from government
spending (Figure B). Towards the end of the year, lower
oil prices and a weaker currency boosted economic
output. Nonetheless, disparities among euro area
Member States remained. A few recorded shrinking

Figure 6. Contribution to annual euro area
GDP growth (% of GDP)
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output while others posted growth of varying degrees.
Export performance improved on the back of the euro’s
sharp depreciation. Investment remained subdued
compared to levels prior to the crisis, both for public
and private investment, and lagged behind investment
rates achieved, for example, in the US (Figure 7).

Figure 7. Investment gap between euro area
and US (2008=100)
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In a stronger growth environment, investment is
expected to improve, but it will take some time to
recover from the current weakness in capital for-
mation. Further improvement in investment remains
critical to securing stable long-term euro area growth.

The depreciation of the euro’s effective exchange rate
further boosted euro area export growth, despite
an initial slowdown of economic activity in traditional
export markets that undercut demand. Euro area
unit labour costs rose as productivity trends failed
to offset the area’s upward wage trend. However,
countries with financial assistance programmes
gained competitiveness. Unemployment fell to 11.3%
in December 2014, with youth unemployment encour-
agingly falling along with it. Consumer confidence
jumped as disposable income rose while economic
sentiment remained positive. In this context, the cor-
rection of external imbalances continued in 2014. The
current account balance is expected to rise further
to 2.8% from 2.4%, with Germany, Ireland, and the
Netherlands in particular putting up strong numbers.

At the same time as these economic developments,
the euro area’s fiscal situation continued to improve.
General government debt levels are set to rise
compared to previous years, peaking at around
94% of GDP. These are then expected to decline
gradually over the next several years (Figure 8).

Figure 8. Euro area public debt (% of GDP)
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Figure 9. Euro area fiscal and structural
budget balance (% of GDP)
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Headline fiscal balances continued to gain ground,
driven by increased economic activity benefitting
from a more neutral fiscal stance as measured by
the structural balance figures. The euro area fiscal
balance in particular showed moderate improvement
as the overall deficit is set to narrow to 2.6% in 2014
from 2.9% of GDP in 2013 (Figure 9).

In 2014, countries that benefited from an EFSF or an
ESM financial assistance programme continued on the
path of fiscal consolidation and partially implemented
further structural reforms. Several euro area Member
States, which until recently were under a financial assis-
tance programme, accessed capital markets. Cyprus,
Ireland, Portugal, and Spain were successful and active
in the market when they tapped existing bonds as well
as issued new series. The case of Portugal is worth
noting as it is the most recent to exit successfully an
EFSF financial assistance programme, in May 2014.
The major rating agencies assessed the situation posi-
tively for most of the euro area programme countries,
in particular Ireland and Spain, which both received
upgrades from all three major rating agencies after
successfully exiting their programmes. Greece repre-
sents an outlier in this respect.

While indicators are moving in the right direction,
improving economic conditions often lead to dimin-
ished pressure to continue with structural reforms.
At the same time the declining level of investment



gives cause for concern; it raises the question as to
whether the recovery can be strengthened to attain
high long-term growth rates. The structural reforms
implemented in programme countries are starting
to bear fruit, and other countries with weak growth
prospects could follow this route. Given ageing pop-
ulations, structural reforms are crucial for unlocking
investment and growth across the euro area. Against
that background there is a strong call for ambitious
structural reforms in many countries.

CONSIDERING THE RISK FACTORS
AHEAD

Overall the risks to a sustained recovery are rather
balanced. The benefits of low energy prices, the large
effective exchange rate depreciation, and lower yields
through the ECB’s asset purchase programme have
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been substantial. Although they have not yet shown
their full impact, these factors could accelerate eco-
nomic growth beyond current market expectations and
official sector forecasts. Several risk factors, however,
have the potential to throw the positive trends off track,
in particular if these factors were to occur simultane-
ously. Geopolitical tensions have led to the imposition
of economic sanctions on Russia, curtailing economic
activity in return. Within the euro area, Greek political
and fiscal developments, if not resolved quickly, could
translate into higher uncertainty and therefore lower
confidence in the euro area as a whole. Reform fatigue
may either leave the implementation of previously
agreed measures unfinished or reverse them, with
potentially negative effects on budget targets and
future growth prospects. Lastly, the lack of investment
spending and growth friendly fiscal policies may result
in growth momentum fading, losing a window of oppor-
tunity to reinforce the recovery.
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Programme
country
experiences

IRELAND

Ireland re-established sustainable and durable market access in 2014, after successfully concluding
its EFSF financial assistance programme at the end of 2013. During 2012 and 2013, it had engaged
in occasional opportunistic funding and liability management exercises. In 2014, Ireland enjoyed
strong growth and the general government deficit fell within required parameters. Maintaining the
programme’s spending cuts and tax increases, and continuing consolidation efforts, will be necessary

to reduce its high public debt.

The Irish economic recovery gathered pace during
2014. Annualised gross domestic product (GDP) grew
at 4.8% in 2014, the fastest growth rate in Europe, on
the basis of current estimates. Gross national product,
which strips out the effect of the multinational sector (or
foreign-owned subsidiaries of larger companies based
abroad), grew by 5.2% on the year. This is a welcome
development given the heavy reliance on net exports to
produce growth since the beginning of the crisis. The
continued improvement in the labour market has facili-
tated this turnaround. Unemployment fell to 10.4% at
the end of 2014 from a peak of 15.1% in early 2012.
The housing market has also started to recover, with
double-digit price increases nationally. House prices,
however, remain far below their previous peaks, and
new house completions are below equilibrium.

The fiscal adjustment process continued apace in
2014. The 2014 general government deficit declined
to 4% of GDP, well within the 5.1% limit set under
the Excessive Deficit Procedure. Higher-than-expected
economic growth increased tax revenues, while positive
financial market developments decreased the cost of
Ireland’s debt interest payments. Definitional changes
in Eurostat’s accounting framework provided a further
reduction of the debtto-GDP ratio as they resulted in
an upward revision of Irish (nominal) GDP by just over
6%. Despite a decrease of approximately 13%, result-
ing from the liquidation of the Irish Bank Resolution
Corporation, the forecast for public debt remains high
at 110% of GDP. Competitiveness gains continued to
bring benefits, as the 2014 current account surplus
was 6.2% of GDP.

While 2013 was the year of the successful exit from
the financial assistance programme, 2014 confirmed
Ireland’s complete return to market access. Irish sov-
ereign bond yields continued their downward trajectory,
with the 10-year bond vyield at 1.25% at the end of
the year. The major ratings agencies upgraded Irish
sovereign bonds in 2014 and awarded them stable
outlooks. These positive market developments have
allowed for the early repayment of a portion of the IMF
loans, facilitated by a waiver by other official creditors,
including the EFSF, of their right to any early repay-
ments. This process could deliver absolute savings of
up to €2.1 bhillion for the period from 2015 to 2020.

Financial sector developments during 2014 were also
positive. A reduction in costs of funding, coupled with
an inflow of customer deposits, allowed Irish banks to
return to profitability. Stress tests showed that the
two major banks were well capitalised and the capital
shortfall identified in a third bank was too small to
require further government assistance.

The continued monitoring of Ireland’s payment ability under
the Early Warning System showed that Ireland currently
faces no difficulty in meeting its loan service payments.
Despite these positive developments, there have been
growing calls to reverse some of the budgetary spending
cuts and tax increases made under the financial assistance
programme. Some reform fatigue has become apparent,
as the EC also noted. To reduce its very high public debt
levels, Ireland will need to maintain a primary balance in
the coming years. Any weakening of the governments
revenue-raising capacity would undermine this goal.



PORTUGAL
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During 2014, Portugal kept to the adjustment path, exited its EFSF financial assistance programme
and regained full market access, including making a return to reqgular bond auctions. GDP expanded
on a yearly basis for the first time since 2010, mostly due to a recovery in domestic demand. Both
the fiscal and external imbalances continued to improve. Further fiscal consolidation and structural
reforms are needed to reduce the still high level of public debt.

After several years of recession, Portugal returned to
growth with a 0.9% GDP expansion in 2014. The com-
position of growth shifted from that of previous years
with domestic demand expanding by 1.4% and private
consumption by 2.1%. Net trade figures undermined
GDP Despite an export increase of 3.4%, buoyant
domestic demand drove a rebound of more than 6%
in imports. The current account balance deteriorated
somewhat but still posted a surplus of 0.6% of GDP in
2014, down from a 1.4% surplus in 2013.

The fiscal adjustment continued, as the budget deficit
declined to 4.5% of GDP from 4.9% in 2013, or,
excluding one-off factors, to 3.4% of GDP in 2014
from 5.2% in 2013. As in previous years, this deficit
decline stemmed mostly from an outperformance in
fiscal revenues, driven by improved domestic demand
and a stepped-up fight against fraud and tax evasion.
Government spending exceeded the initial budget target
due both to negative rulings from the constitutional
court, which again cancelled some of the planned
spending cuts, and to an increase in spending in inter-
mediate consumption.

Government debt increased to 130.2% of GDP at the
end of 2014, up from 129.7% in 2013, under the new
Eurostat economy accounting rules. This stock of debt
included a cash buffer of close to €15 billion (6.6% of
GDP) held by the Portuguese Treasury and Government
Debt Agency.

During the year, financial market perceptions continued
to improve, after Portugal was able to exit the economic

adjustment programme without further assistance.
Portugal succeeded in fully establishing market access.
It used syndicated deals and also returned to regular
auctions. Portugal issued at increasingly longer matur-
ities, even issuing a 15-year bond, the longest maturity
issued since 2010.

The financial sector continued to deleverage while
profitability is slowly normalising in a challenging envi-
ronment. Portuguese banks’ capital position improved,
as shown by the SSM stress tests. This reassured
investors when the Banco Espirito Santo (BES), a major
Portuguese bank, failed in summer. Following its res-
olution, it was split into a good and a bad bank. The
Portuguese government expects to conclude the sale
of the good bank by June 2015. Notwithstanding some
volatility in July 2014, the resolution of BES did not
lead to any contagion either to other banks or to the
sovereign bond market.

The continued monitoring of Portugal's payment ability
under the Early Warning System shows that Portugal
currently faces no difficulty in meeting its loan service
payments. Going forward, despite the positive economic
and financial market developments in 2014, and the
end of the adjustment programme, the sustainability
of government debt remains challenging given its high
level and Portugal's still modest growth prospects.
Most market participants expect a clear commitment to
fiscal discipline. Portugal will need to continue to adhere
to agreed fiscal targets and continue to implement
structural reforms set under the European framework
to reduce its debt level significantly.
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GREECE

Greece's economic adjustment programme was designed to restore the sustainability of public finances,
restructure andstabilise the financial system, and supportlong-term growth through anambitious structural
reform agenda. By autumn 2014, the economy had stabilised, growing again after six years of recession
and a successful adjustment of the external and fiscal balance. However, Greece then lost the cautious
recognition it was getting from market participants on its achievements. The conclusion of its programme
with the EFSF and the IMF was postponed due to a lack of progress since summer 2014. Greece needs to
provide a clear and credible way forward to restore market trust and return to a sustainable growth path.

The latest successful programme review was com-
pleted in April 2014 and the last tranche of the agreed
EFSF disbursement took place in August 2014, after
the completion of agreed milestones. Due to delays in
concluding the final programme review, the Facility has
been extended twice since December 2014 and it is
now set to expire at the end of June 2015.

The economy stabilised in 2014 after six years of reces-
sion, with real GDP growing by a seasonally adjusted
0.7%. The economic growth registered in 2014
was mainly driven by a recovery in domestic demand,
supported by considerable gains in the tourism sector.
The external sector continued to contribute positively to
growth, with exports outpacing imports. But the decline
in public consumption persisted in 2014, albeit at a lower
rate than in previous years. On the supply side, wholesale
and retail trade contributed the most to growth.

Preliminary data suggest that in 2014 the government
missed the primary surplus programme target of 1.5%
of GDP. This fiscal underperformance stemmed primar-
ily from tax revenue slippages, given that overall political
uncertainty ahead of the January 2015 parliamentary
elections influenced taxpayer behaviour during the last
months of 2014.

The external adjustment continued in 2014, with
Greece recording a current account surplus (0.9% of
GDP) for a second consecutive year. The improvement
reflects a substantial increase in the services surplus,
which more than offset an increase in the goods defi-
cit. Price competitiveness has improved notably from
2012 onwards due to labour cost adjustment and

the implementation of competition-enhancing reforms,
which facilitated price and wage flexibility. Ambitious
labour market reforms yielded results, with Greece
more than recovering the cumulative loss in labour cost
competitiveness observed between 2000 and 2008.

Greece’s improving economic performance, policy
reforms and the broadly favourable market conditions
gained investors’ recognition during the first half of 2014.
Greece managed to come back to the markets by placing
new 5-year and 3-year bonds at relatively favourable yields.
By mid-October 2014, however, the confidence Greece
was building in financial markets was rapidly undone, due
to weaker programme implementation. Market partici-
pants made clear that the perception of regained market
access was premature, triggering a sell-off.

Despite the clear progress achieved in fiscal adjustment
and competitiveness so far, the continuous delays in
programme implementation, accompanied by political
uncertainty, have taken their toll on the Greek economy
and budget. The liquidity and funding conditions for the
economy and the financial sector grew very strained
during the first quarter of 2015 as a result of the
ongoing dialogue between the Greek government and
its official sector creditors. For Greece to regain mar-
ket confidence and reap the benefits of the substantial
adjustments made to date, the authorities will need to
demonstrate their determination to continue improving
fiscal sustainability, preserve financial sector health,
and boost growth and employment through robust
implementation of structural reforms. These elements
would be crucial for Greece’'s long-term outlook and
gradual return to accessing market financing.
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EUROPEAN DEBT RELIEF

Euro area Member States have taken several steps
to ease the lending terms for Greece to support its
ability to service its debt burden, principally through
lower financing costs and longer maturities.

The first European assistance instrument, known as the
Greek Loan Facility (GLF), was amended in June 2011,
when the maturity was extended by five years to a total
of 10 years, the grace period was lengthened to 4.5
from three years, and the margin was lowered by
100 basis points, to 2% in the first three years and
3% thereafter. This change was superseded by the
second amendment in March 2012 where maturities
were extended to 15 years, the grace period raised
to 10 years, and the margin reduced further to
150 basis points over the entire period.

In November 2012, the second Greek financial assis-
tance programme included additional debt alleviation
measures. \Worse-than-expected macroeconomic
developments, missed targets and incomplete pro-
gramme implementation meant additional measures
needed to be taken to reduce financing needs and to
support the sustainability of Greek government debt.
Therefore, the Eurogroup approved a broader set of
measures on the GLF and EFSF loans:

e reduction of the GLF interest rate margin by
100 basis points;

cancellation of the EFSF guarantee commitment
fee;

deferral of EFSF interest payments on loans under
the Greek Master Financial Assistance Facility
Agreement by 10 years;3

return of the Securities Markets Programme (SMP)
profits (when the ECB bought Greek government
bonds with a discount in the secondary market and
made a profit at maturity);

extension of the GLF to 30 years and EFSF weighted
average maturities to 32.5 from 17.5 years.

w

Not applied to Private Sector Involvement (PSI) and bond interest
facilities, which correspond to roughly 25% of the overall EFSF loan
to Greece.

The low financing costs of the European facilities
reduced Greece's debt servicing burden, thereby
providing authorities with greater fiscal flexibility. The
GLF and EFSF rates remain well below market rates.
Due to the relief measures and market conditions
for EFSF funding, the EFSF lending rate for Greece,
which reflects the market situation, currently stands
at around 1.35%. The EFSF rate compares favourably
with the current IMF lending rate of 3.6%. It also
remains far below the roughly 5% rates that Greece
has had to pay for corresponding maturities over the
past decade and current market rates. Financing at
EFSF and GLF rates therefore entails an important
support component, because they are alternatives to
other, more costly sources of financing.

The measures correspond to substantial economic
debt relief, with effects that transcend the enhanced
fiscal room for manoeuvre provided to Greece.
Considering these maturity extensions and interest
rate deferrals over the entire debt servicing profile
from a net present value (NPV) perspective shows
a reduction in the overall debt burden and reveals
implicit savings. The NPV approach consists of dis-
counting the difference between the future cash flows
of the loans benefitting from lower financing costs
and debt relief measures and the cash flows of the
same loans had they not benefitted from the relief
measures.“ Stretching out principal repayment sched-
ules over such an extended period of time, along with
interest payment deferral, imply that these payments
account for substantially less in NPV terms when
assessed from the Greek side taking into account the
financial market perspective.®

4  For the calculation of the interest Greece would have paid in the
markets, the historical 10-year German bund rate plus a theoreti-
cal market spread of Greece at the starting date of each EFSF loan
tranche is used. For the calculation of the interest applicable to the
EFSF loans to Greece, projections of the EFSF cost of funding are
based on the estimate of the funding volumes that the EFSF has to
achieve in the future. The NPV gain is derived from the difference
between these two flows of interest payments. The discount curve
is derived from the German bund plus the theoretical market
spread for Greece as of calculation date

5 It should be noted that this does not entail any financial loss or
write-down from an EFSF perspective. The EFSF is fully repaid;
Greece has to cover any financing costs related to the agreed
interest rate deferral in line with the amendment of the Master
Financial Assistance Facility Agreement.
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The economic reduction of the debt burden and
implicit savings from the various relief measures
described above leads to NPV savings equivalent to
49% of Greece’'s 2013 GDP. The overall figure com-
prises an NPV reduction for the EFSF facilities of 34%
of GDP, of which 7% of GDP can be attributed to the
extension of maturities and interest rate deferral, and
27% of GDP can be attributed to the savings from
the financing at EFSF rates compared to market rates
for Greece. To this number, one can add the impact
of the extension of maturities and the lowering of the
margin for the GLF. This adds another 10% of GDP in
NPV reduction. Finally, the return of SMP profits adds
up to 5% of GDP. This overall NPV savings figure as
a percentage of GDP and its breakdown is based on
theoretical assumptions of the interests Greece would

have paid in the markets, compared to estimates of
the future EFSF cost of funding.

From a Greek perspective, the debt relief measures
taken by its European creditors provide a substantive
benefit in fiscal space and overall payment profile. It
cannot be argued that the debt level is unsustainable
by merely looking at the aggregate nominal debt to
GDP ratio. A proper sustainability analysis must con-
sider the structure of Greek debt. Payment obligations
over the years until 2023 are minimal. Thereafter,
the repayment is stretched out over several decades
which, combined with favourable lending rates, results
in an overall high but sustainable debt — provided that
Greece continues its reform agenda.
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The Spanish banking sector remains on a solid path to recovery, following the successful completion
of the ESM financial assistance programme which aimed at repairing the banking system. All
Spanish banks passed the 2014 stress tests showing safe capital ratios. The privatisation of the
banks recapitalised in 2013 is ongoing. In addition, structural reforms are paying off in high output
growth. Reforms and fiscal policies in line with the European framewaork have strengthened fiscal

sustainability and will continue to do so.

Spanish banks further improved profitability in 2014 due
to lower impairment charges and cost reductions, despite
a slight decrease in operating revenues. Although asset
quality remains a challenge, non-performing loans (NPLs)
continued to decline at most banks. The stock of NPLs
decreased by 12.5% from a January 2014 peak to
December 2014. Over the same period, the NPL ratio
declined only slightly to 12.5% from its peak of 13.6% in
January 2014 due to the continued deleveraging of the
banks’ loan books. The economic recovery is expected to
support further improvements in asset quality in 2015.
Banks’ liquidity remains comfortable and loan-to-deposit
ratios have improved to more sustainable levels. While
the reliance on ECB funding has fallen substantially, it still
remains high for some recapitalised banks.

The economy is recovering, the latest macroeconomic
developments show. Growth accelerated steadily
throughout 2014 with fourth-quarter figures at
a healthy 2.0% year-on-year basis. Overall, in 2014,
domestic demand provided strong support, contrib-
uting 2.1% to growth compared to -2.6% in 2013;
however, the contribution of external demand to growth
turned negative to -0.7% compared to 1.5% in 2013.
In 2014, growth in imports outpaced exports (7.6%
vs. 4.2% annual growth), linked to the pick-up in inter-
nal demand. The current account balance remained
positive at 0.6% of GDP, compared to 1.5% in 2013,
and is expected to strengthen further in 2015.

The fiscal consolidation process continued and the overall
fiscal deficit of the general government excluding financial
assistance decreased to 5.7% of GDP in 2014 from
6.3% in 2013. This is slightly below the Excessive Deficit
Procedure target and two decimals above the objective

set in the Stability Programme (5.5% of GDP). The 4.2%
deficit target for 2015 still looks ambitious, albeit within
reach. The government included a number of expansionary
measures in the 2015 budget, mainly reducing personnel
and corporate income tax rates. The lower tax rates
may weigh on fiscal performance. However, if domestic
demand continues to increase its contribution to growth,
positive growth momentum may help to compensate for
the negative effect of lower tax rates.

The Spanish sovereign has always kept access to
capital markets. Since late 2012 financing costs have
been declining. In 2014, the risk premium on Spanish
10-year bonds compressed by over 100 basis points
and the yield declined by over 250 basis points, driven
by a better macroeconomic outlook, falling commodity
prices, and ECB interventions, such as deposit rate
cuts, purchase programmes, and the announcement
and execution of refinancing operations. As a result,
yields on Spanish debt hit record lows across the entire
curve, which is likely to lower debt servicing costs in the
medium to long term.

Since the second post-programme mission carried out
in October 2014, economic and financial developments
have continued to improve. The ESM's Early Warning
System exercise provides a continuously positive assess-
ment of Spain’s ability to honour its ESM loan payments.
Nonetheless, Spain still faces challenges. With debt
approaching 100% of GDP, fiscal performance is critical
given subdued inflation rates and still moderate real
GDP growth. Further structural reform measures to
reduce labour market segmentation and the announced
reform of professional services and associations would
also pave the way for higher near-term growth.
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CYPRUS

Cyprus started reaping the benefits in 2014 of the sound policies it was implementing under the ESM
financial assistance programme agreed in 2013. During 2014, Cyprus exceeded programme targets
in some key areas, such as on the fiscal side. The situation in the banking sector continued to improve
gradually and capital controls were fully withdrawn in April 2015. The implementation of structural

reforms lagged, however, and full implementation is crucial to improve growth prospects further.

The recession continued in 2014 but proved shallower
than expected with the economy contracting by 2.3%.
Internal adjustment also continued but at a slower
pace than previous programme projections. Inflation
was marginally negative as pressures on disposable
income continued and credit conditions remained tight.
Unemployment declined for the first time since 2008,
mainly due to labour force contraction. Debt-to-GDP
reached 107% and is expected to peak at around
116% in 2015, lower than the previous forecast of
126%. This reduction was primarily driven by Eurostat’s
upward revision of GDP by around 10% due to changes
in definition from the implementation of the ESA 2010
accounting framework.

As to public finances, consolidation measures and
improved tax collection coupled with tight expenditure
controls and a reduced wage bill more than offset the
recession’s impact. This resulted in a 