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EDITORIAL

At its meeting on 1 December 2005, the
Governing Council of the ECB decided to
increase the minimum bid rate on the main
refinancing operations of the Eurosystem by 25
basis points to 2.25%. The interest rates on the
marginal lending facility and the deposit facility
were also increased by 25 basis points to 3.25%
and 1.25% respectively. In line with the
changes in the ECB’s monetary policy
framework in March 2004, these decisions
came into effect at the start of the new reserve
maintenance period on 6 December.

On the basis of its regular economic and
monetary analyses, the Governing Council
decided to increase the key ECB interest rates
by 25 basis points after two and a half years of
maintaining rates at historically low levels. The
decision to increase interest rates was
warranted so as to adjust the accommodative
stance of the ECB’s monetary policy and thus
take into account the risks to price stability
identified in the economic analysis and
confirmed by cross-checking with the monetary
analysis. The Governing Council’s decision
will contribute to keeping medium to long-term
inflation expectations in the euro area solidly
anchored at levels consistent with price
stability. Such anchoring of inflation
expectations is a prerequisite for monetary
policy to make an ongoing contribution towards
supporting economic growth in the euro area. In
fact, interest rates across the entire maturity
spectrum continue to remain very low in both
nominal and real terms. Thus, the monetary
policy of the ECB remains accommodative and
continues to lend considerable support to
sustainable economic activity and job creation.
The Governing Council will continue to monitor
closely all developments with respect to risks to
price stability.

Starting with the economic analysis underlying
the Governing Council’s assessment, recent
data and survey evidence indicate that economic
activity has strengthened in the second half of
this year. According to Eurostat’s first
estimate, real GDP growth was 0.6% quarter on
quarter in the third quarter of 2005, after 0.3%

in the first and 0.4% in the second quarter.
Moreover, the information on Dbusiness
confidence broadly remains consistent with
continued economic growth towards the end of
the year. Looking ahead, on the external side,
ongoing growth in global demand should
support euro area exports, while on the
domestic side, investment should benefit from
continued favourable financing conditions and
the robust growth of corporate earnings. Private
consumption should grow broadly in line with
expected developments in real disposable
income. At the same time, the outlook for
economic activity remains subject to downward
risks, relating mainly to higher than expected
oil prices, concerns about global imbalances
and weak consumer confidence.

This assessment is broadly consistent with the
December 2005 Eurosystem staff projections.
Euro area real GDP is projected to grow at rates
of between 1.2% and 1.6% in 2005, and
between 1.4% and 2.4% in 2006 and 2007.
Most recent forecasts by international
organisations give a similar picture. In
comparison with the September 2005 ECB staff
projections, the ranges projected for real GDP
growth in 2005 and 2006 have been revised
slightly upwards.

Turning to price developments, recent increases
—mainly in energy prices — have lifted headline
inflation rates to levels significantly in excess
of 2%. According to Eurostat’s flash estimate,
annual HICP inflation was 2.4% in November
2005, compared with 2.6% and 2.5% in the two
preceding months. It is likely that annual HICP
inflation rates will remain elevated in the short
term.

In interpreting current inflation rates, it is
important to make a clear distinction between
temporary, short-term factors, on the one hand,
and factors of a more lasting nature, on the
other. In that respect, it is of crucial importance
to take a strictly forward-looking perspective,
which does not allow much comfort to be drawn
from the current, comparatively lower rates for
measures of inflation that exclude certain
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components, such as energy or certain
categories of food. Such measures of “core”
inflation have, at least in the past, been shown
to lag behind, rather than lead, the
developments in headline inflation. In addition,
the increase in energy prices to a large extent
reflects higher global demand for energy. While
it is difficult to quantify precisely this effect, it
would appear inappropriate to exclude energy
from the price index and at the same time retain
other items, such as internationally traded
manufactured goods. Owing to the same forces
of globalisation, these goods currently exhibit
little upward movement in prices and even
suggest a downward trend. All in all, in line
with the monetary policy strategy of the ECB, a
comprehensive and forward-looking analysis of
the main underlying developments driving the
outlook for price stability is warranted. This
comprehensive assessment encompasses the
information contained in various measures of
inflation.

An important input into the Governing
Council’s analysis is provided by the
Eurosystem staff projections. The projections
indicate average HICP inflation to lie between
2.1% and 2.3% in 2005, and between 1.6% and
2.6% in 2006. These results constitute an
upward revision to the ECB staff projections of
September 2005. They mainly reflect the fact
that the effects of the statistical treatment of the
2006 health reform in the Netherlands are no
longer expected to distort the inflation figures
for 2006. For 2007 an average inflation rate of
between 1.4% and 2.6% is projected.
Underlying these projections is the assumption
that wage increases will remain contained, as
has been the case over recent quarters. Most
recent forecasts by international organisations
give a broadly similar picture.

In the view of the Governing Council, the main
scenario for price stability emerging from the
economic analysis remains subject to upside
risks. Such risks relate to uncertainties arising
from oil market developments, the pass-through
of previous oil price increases to consumers via
the domestic production chain, the possibility
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of second-round effects in wage and price-
setting behaviour, as well as further increases
in administered prices and indirect taxes.

Evidence pointing to increased upside risks to
price stability over the medium to longer term
comes from the monetary analysis. Liquidity in
the euro area is ample by all plausible measures.
The strengthening of monetary growth
observed since mid-2004 has gained further
momentum over the past months. Growth in the
monetary aggregate M3 has been driven by its
most liquid components, confirming the
increasingly dominant impact of the low level of
interest rates. Furthermore, the growth of
borrowing — especially mortgage loans —
remains very robust. In this context, price
dynamics in a number of housing markets need
to be monitored closely.

To sum up, increased risks to price stability
identified by the economic analysis have been
confirmed by cross-checking with the monetary
analysis. An adjustment of the ECB’s monetary
policy stance was therefore warranted. The
decision of 1 December will contribute to
keeping medium and long-term inflation
expectations in line with price stability.
Keeping inflation expectations firmly anchored
at levels consistent with price stability will
permit monetary policy to continue to make a
significant contribution towards a sustainable
recovery in economic growth and job creation in
the euro area. To this end, the Governing
Council will continue to monitor closely all
developments relevant to the medium-term
outlook for price stability.

As regards fiscal policies, euro area countries
are now finalising their 2006 budgets and
stability programmes. Plans in some countries
to foster sound public finances and to undertake
fiscal reforms that boost economic growth and
prepare for the challenges related to population
ageing are welcome. However, in countries with
fiscal imbalances, the speed of consolidation is
disappointingly slow and there is a high risk
that commitments are not being met. It is,
therefore, essential that fiscal consolidation is



prioritised again as part of a comprehensive and
growth-friendly reform programme. This would
build confidence in the proper functioning of
the Stability and Growth Pact and be the best
way in which fiscal policies in the euro area can
underpin economic growth.

With respect to structural reforms, the
Governing Council welcomed the 2005-2008
Lisbon National Reform Programmes that were
submitted by EU Member States in October and
November 2005, in line with the renewed
Lisbon Strategy. These programmes present
key country-specific challenges and structural
reform measures to increase growth and
employment. A parallel Community Lisbon
Programme was adopted by the Commission in
July 2005 to complement the national
programmes with actions to be taken at the
European level. Taken together, the
programmes show a welcome political
commitment on the part of the Member States
and the Community, which could give renewed
impetus to the implementation of structural
reforms. To this end, it is important to match
ambitious objectives with concrete policy
measures and take new reform initiatives, and to
monitor, evaluate and communicate the reform
process effectively. Achieving the goals of the
Lisbon Strategy is critical in the face of the
triple challenge of accelerating globalisation,
rapid technological change and ageing
populations.
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ECONOMIC AND MONETARY
DEVELOPMENTS

| THE EXTERNAL ENVIRONMENT
OF THE EURO AREA

The global economy is continuing to expand at a relatively robust pace, supported in particular
by activity in the United States and Asia. While the rise in energy prices has continued to push up
headline inflation, underlying inflationary pressures remain generally contained. The outlook
for the external environment of the euro area remains fairly favourable.

1.1 DEVELOPMENTS IN THE WORLD ECONOMY Chart | Price developments in the OECD

countries

The global economy is continuing to expand at
a relatively robust pace. Global activity is
being supported in particular by growth in the
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UNITED STATES

In the United States, economic activity expanded at a brisk pace in the third quarter. According to
preliminary estimates, real GDP growth increased to an annualised rate of 4.3%, up from 3.3% in
the second quarter. Personal consumption, fixed residential and non-residential investment, and
federal government spending were the main contributors to the increase in real GDP. Small
negative contributions came from private inventory investment and also from net trade, since real
exports decelerated while real imports picked up.

A number of recent economic activity indicators have shown significant improvement. Industrial
production rebounded in October after a sharp drop mostly related to disruptions to production in
the regions hit by the recent hurricanes. Similarly, manufacturing output has more than recovered
the previous losses, underscoring the strong momentum of manufacturing activity.
Notwithstanding some signs of weakness mainly owing to the negative effect of the hurricanes,
the overall employment situation remains firm.

Consumption spending has continued to be robust despite the elevated energy prices and the
significant decline in confidence. Likewise, business fixed investment has remained high and
contributed to strong productivity gains.

Annual consumer price inflation excluding energy and food increased slightly to 2.1% in October,
while annual headline inflation declined to 4.3% due to a slight moderation in energy prices.
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growth and inflation for the fiscal years 2005 and 2006.

With regard to price developments, downward pressures on consumer prices have recently
weakened. In October the CPI excluding fresh food remained stable on an annual basis. Although
headline CPI continued to decline on an annual basis (-0.7%), this was mainly a reflection of a
base effect. Meanwhile, producer prices — as measured by the domestic corporate goods price
index (DCGPI) — continued to rise, on account of the elevated prices of oil products and raw
materials. In October the DCGPIrose by 1.9% year on year. Higher producer prices have so far not
been passed on to consumers, partly reflecting limited pricing power.
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At its meeting on 18 November, the Bank of Japan decided to keep its target for the outstanding
balance of current accounts unchanged at around JPY 30 to 35 trillion. At the same time, it
indicated that — should economic developments over the next few quarters conform to its Policy
Board members’ projections — it might, in the course of the fiscal year 2006, end its quantitative
easing monetary policy that has been in place since March 2001.

UNITED KINGDOM

In the United Kingdom, economic activity remains subdued. According to the latest figures on
national accounts, real GDP rose at a quarterly rate of 0.4% in the third quarter of 2005, broadly
unchanged from the first two quarters of the year (0.3% and 0.5% respectively), but significantly
weaker than throughout 2004. Household consumption accelerated moderately in the third quarter
but still remains lacklustre compared with previous years. In the last two quarters business
investment also picked up somewhat on the back of the sound corporate financial position and low
interest rates. Meanwhile, exports slackened compared with the extraordinarily strong growth
observed in the second quarter, which was deemed erratic. Consequently, the contribution of net
exports to growth was negative. Looking ahead, economic activity is expected to regain
momentum as domestic demand recovers.

In October annual HICP inflation fell for the first time in more than a year, reaching 2.3%. After
an extended period of decline, there are some indications (e.g. the Halifax House Price Index) of
a modest increase in the annual growth rate of residential property prices.

OTHER EUROPEAN COUNTRIES

Available activity indicators suggest that in most of the other non-euro area EU countries output
growth has remained rather robust and the economic outlook continues to be favourable. As for
HICP inflation, the October figures confirm that inflation developments are following somewhat
different trends across countries.

In Denmark, real GDP growth remained robust in the third quarter (1.4% quarter on quarter).
Private consumption and investment remained the main drivers of the economy, while the
contribution of external demand to output growth continued to be slightly positive. In Sweden,
most activity indicators point to the maintenance of relatively robust output growth in the same
period. Annual HICP inflation decreased in October to 1.9% in Denmark and 0.9% in Sweden.
Overall, strong competition in food and clothing retailing, moderate wage increases and high
productivity growth indicate a favourable inflation outlook in these two economies.

In the three largest new EU Member States, activity indicators suggest that output growth remained
rather strong in the third quarter. In the Czech Republic, where real GDP grew by 5.1% in annual
terms in the second quarter, industrial production and construction output continued to increase
vigorously in September. Moreover, export growth has remained relatively robust. In Hungary,
annual output growth, which was 4.0% in the second quarter, is likely to have maintained momentum
in the third quarter, based on the robustness of industrial and manufacturing output. Finally, in
Poland, improved developments in manufacturing output and export growth are expected to have
contributed to an increase in real GDP growth in the third quarter. Annual HICP inflation declined in
October in Hungary and Poland (to 3.1% and 1.6% respectively), partly reflecting favourable
developments in food prices and lower growth in transport prices. In the Czech Republic, however,
annual HICP inflation increased to 2.5% in October, mainly on account of administered price
changes.
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In most of the other non-euro area EU countries, the outlook for output growth remains very
favourable. This is particularly true for the Baltic States, where annual real GDP increased at rates
close to or above 10% in the second quarter of this year, and for Slovakia, where the
corresponding figure was 6.2%. Annual HICP inflation picked up in many of these countries in
October and remains particularly high in Latvia.

Turning to European countries outside the EU, in Switzerland the economic situation has
improved gradually since the beginning of the year. Recent survey data indicate that economic
activity is currently accelerating further, supported in particular by solid growth in exports, which
are benefiting from an improved global and regional economic situation. Annual inflation was
1.3% in October, slightly down from 1.4% in September.

In Russia, economic activity continues to expand at a fairly robust rate. In the third quarter of 2005
industrial production grew by 4.1% year on year, unchanged from the previous quarter, supported
in particular by manufacturing activity. Consumer price inflation, while easing somewhat,
remained at elevated levels, reflecting especially strong service price increases. In October
annual CPI inflation stood at 11.7%, compared with the temporary peak of 13.8% reached in
April-May of this year.

NON-JAPAN ASIA

In non-Japan Asia, economic growth continued at a robust pace in the third quarter of 2005. In
most major economies in the region, export growth showed further upward momentum, owing
partly to a pick-up in IT product exports. Meanwhile, domestic demand continued to strengthen.
High oil prices and a reduction in government fuel subsidies in some South-East Asian countries
have pushed up consumer price inflation.

In China, the economy continues to expand rapidly, with GDP growing by 9.4% year on year in the
third quarter of 2005, after 9.5% in the first half of the year. Both robust domestic demand and
rising exports contributed to this performance. Exports continued to expand rapidly, growing by
29.7% year on year in October 2005, while imports rose by 23.4%. Year-on-year growth in
industrial production and retail sales remained high, at 16.1% and 12.8% respectively in October.
With regard to price developments, inflationary pressures continued to be subdued, with annual
consumer price inflation rising slightly to 1.2% in October.

In South Korea, the economy expanded robustly in the third quarter of the year. Real GDP grew by
4.4% year on year in that quarter, up from 3.3% in the second quarter. Growth in industrial
production rose to 8% year on year in October. The expansion in economic activity can be
attributed to some improvement in domestic demand and exports.

Economic prospects for non-Japan Asia remain favourable, bolstered by steady growth in
domestic demand and a further revival in export growth. Strong growth in the Chinese economy is
likely to support regional trade, while high oil prices remain a major risk to the region.

LATIN AMERICA

In Latin America, the latest data releases indicate that the economic expansion is continuing,
although probably at a slower pace than in previous months. Real output growth remains driven by
exports, while domestic demand has gained some momentum. The increase in industrial production
moderated in September to 0.2% and 1.0% (year on year) in Brazil and Mexico respectively. In
contrast, industrial production remained buoyant in Argentina, where it rose by 9.5% (year on year)
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Chart 3 Main developments in commodity during October. Economic prospects for the
markets region are favourable. Domestic demand is
expected to firm over the rest of the year and into
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Sources: Bloomberg and HWWA. warm weather as well as hurricane-related

disruptions to economic activity in the US Gulf
Coast region. Strong demand growth in China has only partly offset weakened OECD demand
growth. Increasing global oil production and rising oil inventories in the United States added to the
downward pressure on prices in October and November. On 30 November the price of Brent crude oil
stood at USD 54.7, 19% lower than the peak of early September but still 37% higher than at the start
of 2005. Nonetheless, limited spare capacity all along the oil supply chain, and therefore high
sensitivity to unanticipated changes in the supply-demand balance, are bound to keep oil prices both
relatively high and volatile in the near term. By 30 November futures contracts for December 2007
delivery were being traded at around USD 57.

After remaining broadly stable over the previous six months, non-energy commodity prices rose
in November as the prices of both industrial raw materials and food increased. Expressed in US
dollar terms, non-energy commodity prices were approximately 11% higher in November than
one year earlier.

1.3 OUTLOOK FOR THE EXTERNAL ENVIRONMENT

The outlook for the external environment and for euro area external demand remains fairly
favourable, as global activity should continue to benefit from low financing costs and a relatively
robust profit situation. This assessment is supported by the further increase in the six-month rate of
change of the OECD composite leading indicator in September, which reached a one-year high.
While the most recent increase mainly reflects improvements in the indicators for some euro area
countries, it also reflects improvements for a number of important euro area trading partners, with a
particularly strong rise in the case of Japan. At the same time, the decreases in the indicators for the
United States and Canada are likely to be hurricane-related and, thus, temporary. Although the prices
of oil and refined products remain at elevated levels, the recent price decline may reduce the risks of
more pronounced negative effects on global prices and activity. Nonetheless, the risks to the global
outlook emanating from oil markets and from global imbalances remain substantial.
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2 MONETARY AND FINANCIAL DEVELOPMENTS
2.1 MONEY AND MFI CREDIT

Monetary dynamics continued to strengthen in the period up to October 2005, before showing
some signs of moderation in that month. The low level of interest rates remained the dominant
force driving M3 developments, reflected on the components side in the dynamism of the most
liquid components of M3 contained in M1 and, on the counterparts side, in the further
strengthening of credit growth. The normalisation of portfolio allocation behaviour by euro area
residents, which has a dampening impact on M3 growth, slowed over recent quarters, although it
showed signs of having possibly regained some momentum in October. Overall, the available
evidence suggests that the stock of liquidity in the euro area remains more than ample, thereby
confirming the assessment of upside risks to price stability over the medium to longer term.

THE BROAD MONETARY AGGREGATE M3

Overrecent months monetary growth has generally continued the upward trend observed since the
middle of 2004. In the third quarter of 2005 the annual growth rate of M3 stood at 8.0%, up from
7.1% in the second quarter. However, in October the annual growth rate decreased somewhat, for
the first time since March 2005, to 8.0%, from 8.4% in September. The three-month moving
average of the annual growth rates of M3 over the period from August to October stood at 8.2%,
unchanged from that observed in the period from July to September (see Chart 4).

The decline in the annual rate of growth in
October reflects a fall in the month-on-month
rate of growth, to 0.2%, after a succession of
relatively strong monthly increases over the
summer. As a result, the annualised six-month

Chart 4 M3 growth and the reference value

(percentage changes; adjusted for seasonal and calendar effects)

rate of growth of M3, which in September had = M3 (threc-month centred moving average

. . . of the annual growth rate)
reached its highest level since the start of Stage «ees M3 (anmual growth rate)
Three of EMU’ moderated somewhat in = = = M3 (annualised six-month growth rate)

. N reference value (4'/2%)

October but nonetheless remained at a high H H
level.
Notwithstanding the moderation of annual M3 i h 10
growth in October, the prevailing low level of A -
interest rates, which implies a low opportunity b '-Lr;. '
cost of holding money, remains the main factor 3 A i 'f 3

driving monetary developments. The impact of

low interest rates remains visible both in the
continued strong growth of the most liquid 6
components of M3, which are included in the
narrow monetary aggregate M1, and in the
further strengthening of annual growth in loans 4
to the private sector.

U

“=ma,
-

P — (=
—
PP il
N o
-.t"'
T—
R
e

.

[

LN
LI
U
L1

The normalisation of the portfolio allocation
behaviour of euro area economic agents —
which had dampened monetary growth in the
aftermath of the exceptional preference for
liquidity observed between 2001 and mid-

1999 © 2000 © 2001 ' 2002 2003 ' 2004 ' 2005

Source: ECB.

ECB
Monthly Bulletin
December 2005



Chart 5 M3 and M3 corrected for the Chart 6 Contributions to annual M3 growth
estimated impact of portfolio shifts

(annual percentage changes; adjusted for seasonal and (contributions in percentage points; M3 growth in
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article entitled “Monetary an