
 

 

Eurozone Monetary Policy – July 2006 
ECB Governing Council decides to leave the July 
key ECB interest rate unchanged at 2.75%, 
having raised rates by 25 basis points in June.  
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Monetary and credit growth have recently 
accelerated.  Surveys continue to post strong 
results — pointing to above potential growth this 
year.  Headline inflation remains high at 2.5%. 

Trichet said that the Council thought that ‘a 
progressive withdrawal of monetary 
accommodation remains warranted’ and hinted 
that the next rate rise could come in August.  
This signals an increase in the pace of monetary 
tightening from the once-a-quarter pace 
established since December of last year. 

We expect the ECB to tighten with 25 bps rises 
in August, October and December to take rates 
to 3½% by year’s end — in line with estimates of 
‘neutral’. 

Further rate hikes in early 2007 would not be 
surprising, but the ECB risk tightening into a 
slowdown.  Indeed, they are adding to the 
downside risk for 2007: the Euro is stengthening, 
the world is slowing, fiscal policy is constrained, 
and the Germans intend to raise their VAT by 
3%.  And, in that sense, their renewed ‘viligence’ 
may be seen as myopic. 

Inflation is expected to remain above the 
ECB’s desired rate.    Year-on-year CPI inflation 
rose to 2.5% in May — well above the ECB’s target of 
‘below, but close to 2%’.  This is in contrast to core 
inflation, which is around 1.3% and has been around 
that rate for over 12 months.  The substantial 1¼ 
percentage point difference between the two 
measures reflects strong energy inflation, due to the 
oil price rises.   

The two main drivers of core inflation are both acting 
to keep it low.  Unit labour costs are rising at an 
extraordinarily low rate of around 1%.  Wages are rising 
by around 2%, and this is being partially offset by 
productivity growth of around 1%.  Added to this, the 
Euro/USD appreciated slightly over the past year. 

Looking forward, the June Eurosystem Staff Projections 
for 2007 inflation remain around 2.2%.  Core inflation 
is likely to rise slightly from its current low , with an 
added risk that currently high inflation will feed into 

inflationary expectations and wages.  Indeed, the ECB 
sees core inflation as a lagging indicator.  The 
contribution from oil price inflation is expected to 
wane; however, the introduction of additional indirect 
taxes will add to inflation in that year. 

Chart 1: Headline and Core Inflation 
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Table 1: Eurosystem staff CPI projections 
Year-average percentage change 

 2006 2007 

 Mar Jun Mar Jun 

High 2.5 2.5 2.8 2.8 

Average 2.2 2.3 2.2 2.2 

Low 1.9 2.1 1.6 1.6 

 

Monetary aggregate and credit growth 
continue to accelerate.  
M3 is up by almost 9% — well above the ECB’s 
reference rate of 4.5%.  This strong rate of growth is 
all the more alarming for the ECB’s monetarists as it 
has been reached without the ‘portfolio shifts’ that 
explained the peaks in 2001-03.   

Credit growth is galloping ahead with loans to the 
private sector rising by over 11% in the past year.  This 
has largely been driven by loans to households for 
house purchases, which is up by almost 14%.   

These developments point to upside risks to inflation 
over the medium term and the possibility of a boom-
bust cycle evolving in the Eurozone housing sector —  if 
it hasn’t already in some member-nation’s markets, 
such as Spain and Ireland.   
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But downside risks are accumulating, 
which will close the window to tighten.    

Chart 2: Monetary and credit growth 
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The Eurosystem staff expect GDP to rise by around 
1.8% in 2007, with the additional 3% VAT in Germany 
expected to have an effect in the March quarter.   

The principal driver of the current upturn  — exports — 
will come under pressure, with the rising Euro and 
slower world growth.  The Eurosystem Staff Projections 
are based on an assumption for the Euro exchange rate 
that is now 0.7% higher than the average for 2005.   

Table 3: Exchange rate assumption (constant) 

Economic growth will be at or above 
potential in the short term. 

 Mar change Jun change 

Eur/USD 1.21 -1.2% 1.27 0.7% 

 *Change from the average for 2005 
GDP rose by a robust 0.6% in the March quarter, to be 
2.0% higher over the year.  Looking forward, growth is 
likely to be strong in the June quarter as the various 
surveys, including the PMIs, continue to post strong 
results.  The exports and investment-driven upturn is 
being supplemented with demand associated with the 
World Cup and ahead of the 3% increase to the German 
value-added tax in early 2007.   

Additionally, the Eurosystem Staff have assumed that 
the world economy will slow in 2007, with the effects 
of higher oil prices and higher world interest rates.    

Table 4: External growth assumptions 
Year-average percentage change 

 2006 2007 

 Mar Jun Mar Jun 

World      
Ex-Eurozone 

4.9 5.0 4.5 4.5 

Export 
markets  

7.3 7.6 6.9 6.7 

Chart 3: PMI and GDP 
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Looking to the domestic side, there should be enough 
momementum to carry investment and employment 
and thus real incomes and consumption growth for 
some time.  However, the exports slowdown will 
eventually have en effect, as will the oil price and past 
interest rate rises. 

Table 5: Interest rate assumptions  
The Eurosystem staff GDP projections expect GDP 
growth to average 2.1% this year, with 0.5 percentage 
point rises for each quarter of the year.  This profile 
may be pessimistic given the strong survey results for 
the June quarter. 

Year-average (%) 

Table 2: Eurosystem staff GDP projections 
Year-average percentage change 

 2006 2007 

 Mar Jun Mar Jun 

High 2.5 2.4 2.5 2.3 

Average 2.1 2.1 2 1.8 

Low 1.7 1.8 1.5 1.3 

 2006 2007 

 Mar Jun* Mar Jun* 

Short-term 
3m EURIBOR 

2.55 3.1 2.55 3.9 

Long-term 
10y Bond 

3.6 4.0 3.7 4.3 

It is interesting to note that the Eurosystem 
projections are now based on the technical assumption 
that short-term market interest rates move in line with 
market expectations rather than, as previously 
assumed, remain constant over the projection horizon.
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DISCLAIMER: “[While care has been taken in preparing this material,] National Australia Bank Limited (ABN 12 004 044 937) does not warrant or represent that the information, recommendations, opinions or conclusions 
contained in this document (“Information”) are accurate, reliable, complete or current.  The Information has been prepared for dissemination to professional investors for information purposes only and any statements as to 
past performance do not represent future performance.  The Information does not purport to contain all matters relevant to any particular investment or financial instrument and all statements as to future matters are not 
guaranteed to be accurate.  In all cases, anyone proposing to rely on or use the Information should independently verify and check the accuracy, completeness, reliability and suitability of the Information and should obtain 
independent and specific advice from appropriate professionals or experts. 
To the extent permissible by law, the National shall not be liable for any errors, omissions, defects or misrepresentations in the Information or for any loss or damage suffered by persons who use or rely on such Information 
(including by reasons of negligence, negligent misstatement or otherwise).  If any law prohibits the exclusion of such liability, the National limits its liability to the re-supply of the Information, provided that such limitation is 
permitted by law and is fair and reasonable.  The National, its affiliates and employees may hold a position or act as a price maker in the financial instruments of any issuer discussed within this document or act as an 
underwriter, placement agent, adviser or lender to such issuer.” 
 
UK Disclaimer: So far as the law and the FSA Rules allow, National Australia Bank Limited (“the Bank”) disclaims any warranty or representation as to the accuracy or reliability of the information and statements in this 
document.  The Bank will not be liable (whether in negligence or otherwise) for any loss or damage suffered from relying on this document.  This document does not purport to contain all relevant information.  Recipients 
should not rely on its contents but should make their own assessment and seek professional advice relevant to their circumstances.  The Bank may have proprietary positions in the products described in this document.  
This document is for information purposes only, is not intended as an offer or solicitation nor is it the intention of the Bank to create legal relations on the basis of the information contained in it.  No part of this document 
may be reproduced without the prior permission of the Bank. This document is intended for Investment Professionals (as such term is defined in The Financial Services and Markets Act 2000 (Financial Promotion) Order 
2001) and should not be passed to any other person who would be defined as a private customer by the rules of the Financial Services Authority (“FSA”) in the UK or to any person who may not have experience of such 
matters. Issued by National Australia Bank Limited A.C.N. 004 044 937, 88 Wood Street, London EC2V 7QQ. Registered in England BR1924. Head Office: 500 Bourke Street, Melbourne, Victoria. Incorporated with limited 
liability in the state of Victoria, Australia. Regulated by the FSA in the UK. 
 
U.S DISCLAIMER: This information has been prepared by National Australia Bank or one of its affiliates or subsidiaries (collectively, “NAB”).  If it is distributed in the United States, such distribution 
is by National Australia Capital Markets, LLC (NACM) which accepts responsibility for its contents.  Any U.S. person receiving this information wishes further information or desires to effect 
transactions in the securities described herein should call or write to NACM, 200 Park Avenue, New York, NY  10166 (or call (877) 377-5480).  The information contained herein has been obtained 
from, and any opinions herein are based upon sources believed to be reliable and no guarantees, representations or warranties are made as to its accuracy, completeness or suitability for any 
purpose.  Any opinions or estimates expressed in this information is our current opinion as of the date of this report and is subject to change without notice.  The principals of NACM or NAB and/or 
its affiliates may have a long or short position or may transact in the securities referred to herein or hold or transact derivative instruments, including options, warrants or rights with securities, or may 
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purchase or sale of the securities described herein or for any other action.  It is intended for the information of clients only and is not for publication in the press or elsewhere.   
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