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EDITORIAL

At its meeting on 6 April 2006, on the basis of
its regular economic and monetary analyses,
the Governing Council decided to keep the key
ECB interest rates unchanged, following the
increase of 25 basis points on 2 March 2006.
The information which has become available
since the March decision confirms the
Governing Council’s assessment that the further
adjustment of the accommodative monetary
policy stance in March was warranted to address
upside risks to price stability. It remains
essential to ensure that medium to long-term
inflation expectations in the euro area are kept
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 and job creation in
the euro area. With interest rates across the
whole maturity spectrum still at very low levels
in both nominal and real terms, and monetary
and credit growth remaining strong and liquidity
ample, monetary policy remains accommodative.
The Governing Council will continue to monitor
very closely all developments to ensure that
risks to price stability over the medium term do
not materialise.

Starting with the economic analysis, recent
information has confirmed the Governing
Council’s assessment of an improved outlook
for economic growth in the euro area, following
the more subdued developments in late 2005.
On the basis of the latest data, survey releases
and various indicator-based estimates, it appears
that growth is strengthening and broadening in
the first half of 2006. Indeed, the conditions
remain in place for solid growth over the coming
quarters. Activity in the world economy remains
strong, providing support for euro area exports.
Investment activity is expected to remain solid,
benefiting from an extended period of very
favourable financing conditions, balance sheet
restructuring, and accumulated and ongoing
gains in earnings and business efficiency.
Consumption growth should also strengthen
over time, in line with developments in real
disposable income, as the labour market
situation continues to gradually improve. This

outlook for economic activity is also confirmed
by available forecasts from international
organisations and private sector institutions.

The risks to economic growth appear to be
broadly balanced over the shorter term. Further
ahead, downside risks still relate to potential
increases in oil prices and concerns about global
imbalances.

In relation to price developments, according to
Eurostat’s flash estimate, annual HICP inflation
was 2.2% in March 2006, compared with 2.3%
in February and 2.4% in January. In the short
run, inflation rates are likely to remain above
2%, with the precise levels depending largely
ondevelopments in the more volatile components
of the index. Beyond the short term, changes in
administered prices and indirect taxes are
expected to significantly affect inflation in
2006 and 2007, and an upward impact may also
be expected from the indirect effects of past oil
price increases. At the same time, wage
dynamics in the euro area have remained
moderate over recent quarters and growth in
wages is expected to remain contained, partly
reflecting strong global competitive pressures
particularly in the manufacturing sector. Over
the recent past, moderate wage trends have
helped to dampen domestic inflationary
pressures; looking ahead, it is crucial that the
social partners continue to meet their
responsibilities in this regard, also in the context
of a more favourable economic environment.

Risks to the outlook for price developments
remain on the upside and include further
increases in oil prices, a possibly stronger pass-
through of oil price rises into consumer prices
than currently anticipated, additional increases
in administered prices and indirect taxes,
and — more fundamentally — stronger wage and
price developments than expected due to
second-round effects of past oil price
increases.

Turning to the monetary analysis, the latest
developments confirm that the stimulative
impact of the low level of interest rates remains
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the dominant factor behind the high trend rate
of monetary expansion. Moreover, the annual
growth rate of credit to the private sector has
continued to increase over recent months, with
borrowing by households — especially loans for
house purchase — and non-financial corporations
rising rapidly. Overall, strong monetary and
credit growth in an environment of ample
liquidity in the euro area continues to point to
upside risks to price stability over the medium
to longer term.

To sum up, annual inflation rates are projected
to remain elevated in 2006 and 2007, and the
economic analysis indicates that the risks to
price stability remain on the upside. Given the
strength of monetary growth and the ample
liquidity situation in a context of improving
economic activity, cross-checking the outcome
of the economic analysis with that of the
monetary analysis supports the assessment that
upside risks to price stability over the medium
to long term prevail. It is essential that medium-
term inflation expectations remain firmly
anchored at levels consistent with price stability.
Accordingly, the Governing Council will
continue tomonitor very closely all developments
to ensure that risks to price stability do not
materialise, thereby making an ongoing
contribution to sustainable economic growth
and job creation.

As regards fiscal policies, while the budgetary
results reported for 2005 are mostly better than
anticipated a few months ago, the budget
balances planned for 2006 imply no significant
progress in fiscal consolidation for the euro
area as a whole. Given the economic outlook, a
faster pace of deficit reduction is necessary.
Delaying fiscal consolidation in times of
improving economic activity implies risks for
the medium term, as has been observed in the
past. Speeding up deficit reduction on the basis
of credible and fully specified measures as part
of a comprehensive reform programme would
help to enhance confidence in the medium-term
prospects of the euro area and prevent a repeat
of past experiences, when complacency in good
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times contributed to persistent budgetary
disequilibria.

Withrespect to structural reforms, the Governing
Council welcomes the call by the European
Council, which met in Brussels on 23-24 March
2006, to maintain the momentum of the
relaunched Lisbon strategy for growth and
employment. As emphasised by the European
Council, the focus should now be on ensuring
the effective, timely and comprehensive
implementation of the measures agreed in the
national reform programmes presented by
Member States and, if necessary, on
strengthening them. These measures are
designed to, among other things, enhance the
sustainability and quality of public finances,
promote flexible labour and product markets,
support a favourable business environment, and
ensure a fully operational EU internal market,
including the markets for energy and services.
Applying comprehensive structural reforms is
of particular importance for the euro area
countries, in order to increase wage and price
flexibility and the resilience to shocks, facilitate
structural adjustment, raise potential output
growth and job creation, and reduce price
pressures, thereby facilitating the task of the
single monetary policy.

This issue of the Monthly Bulletin contains
three articles. The first article focuses on the
importance of public expenditure reform for
economic growth and stability in the euro area.
The second article reviews the main operational,
IT and legal aspects of portfolio management at
the ECB. The third article provides an overview
of the existing monetary and exchange rate
arrangements of the euro area with third
countries.



ECONOMIC AND MONETARY
DEVELOPMENTS

| THE EXTERNAL ENVIRONMENT
OF THE EURO AREA

The global economy continued to expand at a relatively strong pace in early 2006 and the
underlying growth momentum appears to be fairly healthy. Over the same period, changes in
energy prices had a considerable impact on consumer price inflation, which rose in a number of
countries in January, before falling slightly in February. Overall, the outlook for the external
environment, and thus for euro area external demand, remains positive. Financing conditions
continue to be relatively favourable and, together with improved corporate balance sheets and
strong profits, should support firms’ investment spending in some of the major economies. Qil
prices and the persistence of global imbalances remain sources of risk to the global economic
outlook.

1.1 DEVELOPMENTS IN THE WORLD ECONOMY

Chart | Price developments in the OECD

countries

The global economy has continued to expand at
arelatively robust pace. In the OECD countries,

(annual percentage changes; monthly data)
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in oil prices at the turn of the year. In February,
annual CPI inflation for the OECD countries
was 2.8%, down from 3.0% in January. Excluding food and energy, inflation stood at 1.8% in
February, compared with 1.9% in January (see Chart 1).

Source: OECD.

UNITED STATES

In the United States, economic activity slowed sharply in the last quarter of 2005. Part of this
slowdown, however, might have been temporary, owing to the effects of hurricane Katrina.
According to final data, real GDP grew at an annualised quarterly rate of 1.7% in the fourth
quarter, down from 4.1% in the third quarter. This development reflected primarily a slowdown in
personal consumption expenditure, a downturn in federal government spending and a deceleration
in equipment, software and residential fixed investment, which were partly offset by an upturn in
private inventory investment and an acceleration in exports.

Data available for early 2006 suggest that domestic economic activity has bounced back from its
period of weakness at the end of 2005. In particular, real personal consumption expenditure was
strong. At the same time, industrial production, with the exception of the utility sector, was weak
in February after several months of very strong gains. Indices of business sentiment in the
manufacturing sector, however, continued to improve at the beginning of 2006.
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by 1.3% on a quarterly basis. 2) HICP for the euro area and the United Kingdom; CPI for the
United States and Japan.

Overall, the latest data confirmed the role of
private domestic demand as the main driver of the ongoing economic revival. Looking forward,
the outlook for the economy is favourable, supported by past structural reforms in the labour

markets and in the corporate and banking sectors, as well as by the renewed strength of regional
trade.

With regard to price developments, in February 2006 annual CPI increased by 0.4% on an annual
basis, while the CPI excluding fresh food rose by 0.5%. In the case of CPI excluding fresh food,
this represented the fourth consecutive month of positive figures.
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As aresult of the rise in consumer prices in recent months and of expectations of further increases,
on 9 March the Bank of Japan announced the end of its quantitative easing policy, the monetary
policy framework that had been in place since March 2001. The Bank of Japan has now returned
to using the overnight uncollateralised call rate as the operating target for its money market
operations, which is currently set at zero.

UNITED KINGDOM

In the United Kingdom, a modest economic recovery took place in the last quarter of 2005. Real
GDP increased by 0.6% quarter on quarter, driven mainly by more buoyant private consumption
and net trade, while investment contracted. At the same time, the labour market weakened somewhat.
Despite the increase in output growth, unemployment picked up and average wages (excluding
bonuses) moderated somewhat. Preliminary estimates indicate that economic expansion in the first
quarter of 2006 was broadly similar to that in the previous quarter. Real GDP growth is expected
to strengthen in the remainder of the year, with private consumption being the main driver.

HICP inflation increased to 2% in February, up from 1.9% in January, and is expected to remain
close to the inflation target of 2% in the medium term. Various indicators suggest that the housing
market has continued to recover. According to the Halifax index, house prices were up by 6.8%
year on year in January.

OTHER EUROPEAN COUNTRIES

In most other EU Member States outside the euro area, output growth increased or remained strong
in the fourth quarter of 2005 and the outlook remains favourable. HICP inflation is mostly expected
to increase gradually in the medium term, while remaining relatively subdued in some
countries.

In Denmark and Sweden, economic activity remained favourable despite some moderation in the
fourth quarter of 2005, particularly in Denmark. In both countries, real GDP growth was supported
mainly by domestic demand and the short-term growth outlook remains favourable. HICP inflation
in Denmark and Sweden remained broadly unchanged in February compared with January (2.1%
and 1.1% respectively). Inflationary pressures remained relatively muted owing to intense
competition in retailing, moderate wage increases and strong growth in labour productivity.

In the Czech Republic, Hungary and Poland, the three largest central European economies, output
growth continued to be strong during the last quarter of 2005 and the available indicators suggest
that the underlying dynamics were also favourable in the first quarter of 2006. Output growth in
these countries has been increasingly supported by net exports as external demand has gradually
recovered. While HICP inflation remained unchanged in February in the Czech Republic and
Poland (2.4% and 0.9% respectively), it fell to 2.3% in Hungary, due mainly to a deceleration in
energy prices.

EMERGING ASIA

In emerging Asia, economic activity continued to expand at a rapid pace at the beginning of 2006.
Domestic demand strengthened further in all major economies in the region, more than offsetting
amild slowdown in net exports. In Indonesia, South Korea, Singapore and Thailand, weaker export
performance has been accompanied by a significant appreciation of the nominal and real exchange
rates since November 2005. Overall, leading indicators of business activity have continued to
improve in recent months, suggesting a robust economic outlook for the region in the near term.
Inflationary pressures remained broadly muted in the region in February.
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In China, the expansion of domestic demand continued to be driven by investment, which remained
robust even in sectors already confronted with problems of excess capacity, such as the steel and
automotive industries. The trade surplus narrowed at the beginning of 2006 from the record highs
seen in 2005. Chinese CPI inflation fell to 0.9% year on year in February and producer prices also
moderated somewhat. Upward pressure on input prices in a context of low pricing power for
producers has caused a squeeze in corporate profitability. This development may help contain
investment growth over the coming quarters.

LATIN AMERICA

The latest indicators continue to suggest an incipient acceleration in economic activity in the
major Latin American economies. In Brazil, real GDP expanded by 1.5% in the fourth quarter of
2005 compared with a year earlier. Although real GDP growth remained sluggish, the rebound in
the investment component was noticeable. More recent indicators continue to point to an improved
outlook, with industrial production rising by 3.2% year on year in January. In Mexico, GDP
expanded by 2.7% in the fourth quarter of 2005 compared with a year earlier, while industrial
production rose by 6% year on year in January. As inflation continued to edge down in Brazil and
Mexico, the monetary authorities cut official interest rates further, to 16.5% and 7.25% respectively,
in March. In Argentina, economic activity remains very robust, with real GDP expanding by 9.1%
year on year in the fourth quarter of 2005 and industrial production rising by an average of 6.8%
year on year during the first two months of 2006. However, inflationary pressures remain
entrenched, with annual inflation growing by 11.5% in February. Prospects for the region as a
whole continue to remain favourable in the near term, with an expected consolidation of domestic
demand in the large economies in the context of a benign external environment.

1.2 COMMODITY MARKETS

After surging in December and January and
declining in February, oil prices increased again
in March and early April, despite a recent
downward revision of expected oil demand

Chart 3 Main developments in commodity

markets
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Prices of non-energy commodities have risen considerably in recent months, peaking in early
February. Expressed in US dollar terms, non-energy commodity prices were approximately 7%
higher in March than one year earlier.

1.3 OUTLOOK FOR THE EXTERNAL ENVIRONMENT

Overall, the outlook for the external environment, and thus for euro area external demand, remains
positive. Financing conditions remain relatively favourable, with long-term interest rates and
corporate and emerging market spreads at fairly moderate levels. At the same time, improved
corporate balance sheets and profits provide support to firms’ investment spending in major
economies. This assessment is supported by the fact that the six-month rate of change in the OECD
Composite Leading Indicator rose further in January, continuing the upward trend observed since
April 2005. Against a background of continuing volatility in oil markets, energy prices remain
one of the main sources of risk to the global outlook. The persistence of global economic imbalances
also continues to pose a downside risk.
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2 MONETARY AND FINANCIAL DEVELOPMENTS
2.1 MONEY AND MFI CREDIT

In February 2006 annual M3 growth rose to 8.0%, after having shown some signs of moderation
in the fourth quarter of 2005. The low level of interest rates remained the key driver of underlying
monetary and credit dynamics, while signs of a continued unwinding of past portfolio shifts
remained evident in the February data. In an environment of already ample liquidity, improved
economic sentiment and an ongoing recovery of the real economy, the strong growth of money and
credit points to upside risks to price stability over the medium to longer term. Moreover, these
developments imply a need to monitor asset price dynamics carefully, given the potential for price
misalignments to emerge.

THE BROAD MONETARY AGGREGATE M3

The annual growth rate of the broad monetary aggregate M3 increased further to 8.0% in February
2006, from 7.6% in January, partly reversing the moderation observed in the fourth quarter of
2005. The three-month average of the annual M3 growth rates stood at 7.6% in the period between
December 2005 and February 2006, compared with 7.5% in the period between November 2005
and January 2006 (see Chart 4). The renewed strength of M3 growth was particularly visible in
its shorter-term dynamics, as measured, for example, by the annualised three-month rate of growth,
which rose by 1.2 percentage points in February.

The monetary data for February continue to suggest that the key factor driving M3 growth is the
prevailing low level of interest rates. This assessment is supported by the high contribution of the
narrow aggregate M1 to annual M3 growth and g TR BT T A P TS
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MAIN COMPONENTS OF M3

The rise in the annual growth rate of M3 in February reflects an increase in the contributions from
short-term deposits other than overnight deposits and from marketable instruments. The contribution
of the most liquid components contained in M1 declined slightly, although it was still far greater
than that of the other components (see Box 1 for an analysis of the factors underlying the robust
contribution of M1 to M3 growth). The decline in the contribution from M1 in February is
attributable to a decrease in the annual growth rate of overnight deposits, while the annual growth
rate of currency in circulation remained broadly unchanged in comparison with the previous
month. In contrast to overnight deposits, the annual rate of growth of short-term deposits other
than overnight deposits increased further on account of a substantial strengthening of the growth
of time deposits (i.e. deposits with an agreed maturity of up to two years). Overall, the growth of
holdings of short-term deposits remained robust, reflecting the low opportunity cost of holding
these assets in an environment of low interest rates (see Table 1).

The annual growth rate of marketable instruments included in M3 increased somewhat further in
February. This concealed different developments in individual instruments. On the one hand, the
annual growth rate of debt securities with a maturity of up to two years, although declining
slightly, remained at a remarkably high level of around 30%, which may be related both to dynamic
demand for structured products in an environment of relatively positive equity market performance
and to some substitution for longer-term debt securities. On the other hand, the annual rate of
growth of money market fund shares/units rose somewhat, but remained negative. The subdued
development of money market fund shares/units — assets which are held by households and firms
to “park” liquidity at times of heightened uncertainty — supports the view of an unwinding of past
portfolio shifts in recent months.

The annual growth rate of the private sector’s short-term deposits and repurchase agreements held
with MFIs (excluding the Eurosystem) — which represent the broadest aggregation of M3

Table | Summary table of monetary variables

(quarterly figures are averages; adjusted for seasonal and calendar effects)

Annual growth rates

Outstanding t
as a percentage 2005 2005 2005 2005 2006 2006
of M3 Q1 Q2 Q3 Q4 Jan. Feb.
M1 48.4 9.6 9.8 11.2 10.9 10.2 9.9
Currency in circulation 7.5 18.0 17.3 16.0 14.8 13.5 13.6
Overnight deposits 41.0 8.1 8.5 10.4 10.2 9.7 9.2
M2 - M1 (= other short-term deposits) 37.7 4.5 5.1 5.5 5.9 6.4 7.3
Deposits with an agreed maturity of up to
two years 15.9 0.5 2.7 4.6 6.5 8.5 11.1
Deposits redeemable at notice of up to
three months 21.8 7.1 6.6 6.0 5.3 4.8 4.6
M2 86.1 7.1 7.5 8.4 8.5 8.4 8.6
M3 - M2 (= marketable instruments) 13.9 4.1 4.4 5.5 3.8 3.3 4.0
M3 100.0 6.6 7.1 8.0 7.8 7.6 8.0
Credit to euro area residents 6.4 6.6 7.0 7.9 8.5 8.8
Credit to general government 3.4 2.1 1.2 2.7 34 2.3
Loans to general government -0.4 -0.8 -1.1 0.4 0.9 1.0
Credit to the private sector 7.3 7.8 8.6 9.3 9.9 10.6
Loans to the private sector 7.3 7.6 8.4 8.9 9.6 10.3
Longer-term financial liabilities
(excluding capital and reserves) 9.5 9.6 10.0 94 8.8 8.5
Source: ECB.

1) As at the end of the last month available. Figures may not add up due to rounding.
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components for which information is available by holding sector — rose in February. This increase
reflected, to a large extent, a rise in the contribution from other non-monetary financial
intermediaries, which had previously been moving downwards since September 2005. The
contributions from non-financial corporations and households remained unchanged in February.
Overall, the household sector remained the largest contributor to growth in short-term deposits
including repurchase agreements.

MAIN COUNTERPARTS OF M3

On the counterparts side, the annual growth rate of MFI loans to the private sector strengthened
further to 10.3% in February, from 9.6% in the previous month. The strong demand for loans was
broadly based across the private sector, reflecting the stimulative impact of the low level of interest
rates and possibly also an improved economic outlook.

Developments in MFI loans to households continued to be driven mainly by strong borrowing for
house purchase, which grew at an unchanged annual rate of 11.8% in February, but also by a
further strengthening of the growth of consumer credit (see Table 2). The strong borrowing for
house purchase reflects the low mortgage lending rates prevailing in the euro area as a whole and
the robust housing market dynamics in many regions. The annual growth rate of MFI loans to
non-financial corporations rose further in February, continuing the upward trend observed since
early 2004. This increase, although spanning the maturity spectrum, was mainly attributable to
particularly strong growth in loans with a maturity of over one year. As a result of these
developments, the gap in the pace of growth between loans to households and loans to non-
financial corporations closed in February.

Among the other counterparts of M3, the annual growth rate of MFI longer-term financial
liabilities (excluding capital and reserves) declined slightly further to 8.5% in February, from
8.7% in January, but the short-term dynamics remained strong. This supports the view that there
is a continued inclination of the euro area money-holding sector to invest in longer-term euro area
financial instruments. Looking at the components of longer-term financial liabilities, the annual

Table 2 MFI loans to the private sector

(quarterly figures are averages; not adjusted for seasonal and calendar effects)

Outstanding amount Annual growth rates
as a percentage 2005 2005 2005 2005 2006 2006
of the total Q1 Q2 Q3 Q4 Jan. Feb.
Non-financial corporations 41.1 5.7 6.1 7.0 7.6 8.4 9.5
Up to one year 30.3 3.2 4.6 5.8 53 5.7 7.0
Over one and up to five years 17.6 6.7 6.5 6.4 8.2 9.1 11.9
Over five years 52.1 6.9 6.9 7.9 8.9 9.8 10.2
Households? 50.1 8.1 8.2 8.6 9.0 9.5 9.4
Consumer credit? 13.1 6.4 6.7 6.9 7.8 8.0 8.2
Lending for house purchase? 70.0 10.1 10.2 10.7 11.0 11.8 11.8
Other lending 16.9 22 2.1 22 2.3 1.8 1.4
Insurance corporations and pension funds 0.9 23.0 14.4 16.5 29.2 359 324
Other non-monetary financial intermediaries 7.9 10.5 11.3 15.5 14.1 15.7 18.8

Source: ECB.

Notes: MFI sector including the Eurosystem; sectoral classification based on the ESA 95. For further details, see the relevant technical notes.

1) As at the end of the last month available. Sector loans as a percentage of total MFI loans to the private sector; maturity breakdown
and breakdown by purpose as a percentage of MFI loans to the respective sector. Figures may not add up due to rounding.

2) As defined in the ESA 95.

3) The definitions of consumer credit and lending for house purchase are not fully consistent across the euro area.
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Summing up the information from the fabilities of the ME sector.
counterparts, the low level of interest rates
fostered the increasing dynamism of MFI loans to the private sector, which continued to account
for the strengthening of annual M3 growth. In this respect, the robust demand for MFI longer-term
financial liabilities and the subdued development of the MFI net external asset position only partly

offset the credit-driven monetary dynamics.

FACTORS EXPLAINING THE ROBUST GROWTH OF MI

An important feature of monetary developments in the euro area over the past few years has
been the strong growth of the narrow monetary aggregate M 1. Although the annual rate of M1
growth declined slightly in February 2006, it nonetheless remained at a high level of 9.9%.
With a contribution of more than 4 percentage points, M1 has been the main contributor to
strong annual M3 growth in recent years. The robust expansion of the most liquid part of M3
may be of particular concern in a situation where liquidity is already ample and continuing to
increase. This box reviews the growth of M1 from different angles.

Continued robust growth of both currency in circulation and overnight deposits

Insight into M1 dynamics can be gained by looking at the two components of M1, namely
currency in circulation and overnight deposits. Despite having a share of only around 15% in
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the total M1, developments in currency in
circulation have accounted for, on average,
around one-quarter of annual M1 growth over
the past three years (see Chart A). Even after
four years, the unwinding of effects related to
the cash changeover is still ongoing. The
annual growth rate of currency in circulation
has gradually declined, but, at 13.6% in
February 2006, it is still higher than what
could have been expected on the basis of
developments in euro area legacy currencies
prior to the changeover.

Overnight deposits also show continued strong
dynamism, with an annual rate of growth of
9.2% in February 2006. This is consistent with
the view that the low level of interest rates in
the euro area implies a low opportunity cost of
holding assets that are poorly remunerated, on
the one hand, but have favourable liquidity
features, on the other. Moreover, there is some
evidence that the growth of overnight deposits
may, in part, have been boosted by financial
innovation. This relates, in particular, to the
increasing popularity in some countries both
of internet accounts and of other high-yielding
deposits. These are recorded under overnight
deposits on account of their liquidity features
but may be used for saving/investment
purposes rather than transaction purposes on
account of their higher yield.

Households as the main holders of the
liquid components contained in M1

The second angle from which M 1 developments
can be reviewed relates to the holding sectors.
As regards currency in circulation, owing to
the anonymity of currency, no official statistics
are available on the breakdown by domestic
holding sector, or on the split between resident
and non-resident demand. At the same time,
estimates suggest that between 10% and
20% of the euro banknotes in circulation
reflect demand from outside the euro area.
This could be part of the explanation why the
growth of currency in circulation has declined
more slowly in recent years than would
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Chart A Contributions to annual MI growth
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have been expected on the basis of domestic factors or of effects related to the cash
changeover.

Concerning the origin of demand for overnight deposits, two points are worth emphasis.
First, the contribution of other financial intermediaries to the annual growth of overnight
deposits has now been more than 1 percentage point for the ninth consecutive month. Given
that these sectoral data are only available for the period since 2003, it is difficult at this stage
to assess whether this contribution is due to prevailing market conditions — driven, for instance,
by the portfolio policies of investment funds — or, partly, to more structural phenomena such
as regulatory changes. Second, the contributions of households and non-financial corporations
to the growth of overnight deposits have been on a slight upward trend since early 2005, with
the former’s contribution amounting to more than 4 percentage points and that of the latter to
more than 3 percentage points (see Chart B). Overall, the largest contribution to annual M1
growth has thus come from households.

The low level of interest rates as the main driver of recent M1 developments

Finally, M1 developments can also be reviewed
in terms of their main economic determinants. | LS TTEN S L0 T B aTRS
In most money demand models, these are e A A
prices, real GDP and the opportunity CoSt Of i o seascnal ond oe i sfieeiy 1 1 pereentages:
holding money. The latter is usually measured
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As shown in Chart C, in 2005 the contribution

of developments in real GDP to annual M1 growth was about 1.5 percentage points, whereas
that of the interest rates was about 7 percentage points. The latter contribution has been
increasing on account of the dynamic features of the model, which captures the lags in the
transmission of changes in the monetary policy stance to monetary macro-developments,
throughout 2004. The lower the interest rates, the higher the impact of their variation and the
longer the time of adjustment.

1 For a detailed description of the methodology used, see L. Stracca, “The functional form of the demand for euro area M1, Manchester
School, Vol. 71(2), 2003, pp. 172-204.
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2.2 SECURITIES ISSUANCE

In January 2006 the annual growth rate of debt securities issued by euro area residents remained
high at 7.6%, broadly unchanged as compared with the previous month. While the annual growth
rate of debt securities issued by MFIs and non-monetary financial institutions was strong, issuance
by non-financial corporations remained subdued. The annual rate of growth of quoted shares
issued by euro area residents remained low.

DEBT SECURITIES

The annual growth rate of debt securities issued by euro area residents remained broadly unchanged
in January 2006, at 7.6% (see Table 3). The strong level of growth continues to be largely driven
by robust growth in long-term debt securities, although the latter decreased slightly, to 8.1%, in
January. The annual growth rate of short-term debt securities issued increased to 3.2%, albeit
remaining at a relatively low level. As in previous periods, the relatively high annual growth rate
of long-term debt securities was mainly driven by the strong issuance of long-term debt securities
at variable rates, the rate of growth of which increased from 18.4% in December 2005 to 19.0%
in January 2006. During the same period the rate of growth of fixed-rate long-term debt securities
remained moderate, standing at 4.5% in January 2006, compared with 4.7% in December 2005.
However, in terms of gross issuance, there has been a strong increase in this instrument since
December 2005. This may indicate an increasing preference on the part of borrowers for raising
long-term funds at a fixed rather than variable rate in the more recent period.

As regards sectoral issuance activity, the annual growth rate of debt securities issued by non-
financial corporations remained unchanged in January 2006, at 3.5% (see Chart 6). Potential
factors behind the moderate growth in net issuance of debt securities in a period of otherwise very
favourable financing conditions are the historically high level of redemptions of papers issued in
1999-2001, i.e. during a period in which the euro area corporate bond market was booming, and

Table 3 Securities issued by euro area residents

Amount outstanding Annual growth rates"
(EUR billions)
2006 2005 2005 2005 2005 2005 2006
Issuing sector Jan. Q1 Q2 Q3 Q4 Dec. Jan.
Debt securities: 10,321 7.6 7.7 7.6 7.5 7.6 7.6
MFIs 4,143 10.1 9.8 10.0 9.2 8.4 9.1
Non-monetary financial corporations 928 11.7 17.1 19.2 21.6 23.7 24.4
Non-financial corporations 618 2.8 4.6 2.2 3.4 3.5 3.5
General government 4,632 5.5 4.9 4.5 4.4 4.7 4.1
of which:
Central government 4,347 5.1 4.5 4.1 3.9 4.2 3.7
Other general government 285 13.7 12.0 12.1 12.2 12.9 11.3
Quoted shares: 5,290 1.1 1.0 1.1 1.2 1.2 1.3
MFIs 885 2.7 2.2 2.7 22 0.8 1.2
Non-monetary financial corporations 536 1.0 2.2 2.6 3.2 3.5 3.5
Non-financial corporations 3,869 0.8 0.6 0.6 0.7 1.0 1.0
Source: ECB.

1) For details, see the technical notes for Tables 4.3 and 4.4 of the “Euro area statistics” section.
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the abundant availability of internal funds. At the same time, the rate of growth of variable-rate
long-term debt securities issued by non-financial corporations continued to increase.

The annual growth rate of debt securities issued by MFIs increased to 9.1% in January 2006, from
8.4% in the previous month. This development was mainly the result of continued strong issuance
of both short-term and long-term debt securities at variable rates (which represented around two-
fifths of the total amount outstanding of debt securities issue by MFIs), while issuance of securities
at fixed rates remained subdued. The strong growth in debt issuance is likely to reflect the financing
needs of MFIs resulting from the fairly robust growth of MFI loans to the private sector, in
particular in countries experiencing high growth in loans to households for house purchase.

Direct issuance of debt securities by non-financial corporations may to some extent also have been
substituted by indirect financing through non-monetary financial corporations, such as special
purpose vehicles, which continued to issue debt securities at a rapid pace. The annual growth rate
of debt securities issued by non-monetary financial corporations increased to 24.4% in January
2006 (from 23.7% in December 2005). However, it is likely that a major part of the net issuance
of the non-monetary financial corporate sector can be attributed to the MFI sector, which is
increasingly using this financing channel to securitise part of its loan portfolio. The annual growth
rate was particularly high for the issuance of long-term debt securities at variable rates (47.0% in
January 2006).

Chart 6 Sectoral breakdown of debt Chart 7 Sectoral breakdown of quoted
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The annual growth rate of debt securities issued by the general government decreased slightly to
4.1% in January 2006, from 4.7% in December 2005. As in the past, long-term debt securities at
fixed rates continued to dominate the issuance activity of the general government.

QUOTED SHARES

The annual growth rate of quoted shares issued by euro area residents remained almost unchanged
at 1.3% in January 2006. As regards non-financial corporations, which account for around three-
quarters of outstanding quoted shares, the annual growth rate of quoted shares issued remained
unchanged at 1.0%, which is among the highest growth rates observed since the end of 2001 (see
Chart 7). One of the main factors behind this growth in equity issuance has been the development
of gross issuance of both initial and secondary public offerings, which have benefited from
relatively buoyant equity markets. In the same period, the annual growth rate of quoted shares
issued by MFIs increased to 1.2%, from 0.8% in December 2005.

2.3 MONEY MARKET INTEREST RATES

In March 2006 and early April, money market interest rates across all maturities increased, with
the largest increases being observed for longer-term rates. As a result, the slope of the money
market yield curve steepened significantly over the month.

Over the period from the end of February to 5 April 2006, money market rates at the one-, three-,
six- and twelve-month maturities rose by 5, 16, 21 and 27 basis points respectively. On 5 April
the one-, three-, six- and twelve-month EURIBOR rates stood at 2.65%, 2.82%, 3.00% and 3.26%
respectively. Consequently, the slope of the money market yield curve steepened significantly over
the review period. The difference between the twelve- and the one-month EURIBOR increased
from 39 basis points at the end of February to 61 basis points on 5 April (see Chart 8).

The interest rates implied by the prices of three-month EURIBOR futures contracts maturing in
June, September and December 2006 stood at 3.09%, 3.32% and 3.49% respectively on 5 April.
Compared with the levels observed at the end of February, this represented an increase of 17, 22
and 27 basis points respectively.

In connection with end-of-February effects, the EONIA rose to 2.40%, before retreating again in
early March, in line with market perceptions that liquidity conditions had become looser. The size
of the liquidity surplus foreseen both by the ECB and market participants at the end of the
maintenance period made it clear that a liquidity-absorbing fine-tuning operation would be
necessary on 7 March. Thus, the ECB launched a liquidity-absorbing operation of €5 billion in
which market participants offered only €2.6 billion. Consequently, the underbidding had a marked
impact on the overnight rate and the EONIA, which declined to 1.45% and 2.08% respectively on
that day.

During the maintenance period beginning on 8§ March 2006, the EONIA rate rose in line with the
25 basis point increase in key ECB interest rates to a level of 2.58%, implying a spread over the
minimum bid rate in the Eurosystem’s main refinancing operations of 8 basis points. This suggested
that the gradual increase in the spread between the EONIA and the minimum bid rate observed in
2005 halted in the first quarter of 2006. On 31 March the EONIA rose to 2.62% due to end-of-
quarter effects and remained slightly above the levels observed earlier in March during the first
days of April (see Chart 9).
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Chart 8 Short-term money market Chart 9 ECB interest rates and the
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During March 2006 the marginal and average rates in the Eurosystem’s main refinancing operations
remained stable at 2.56% and 2.57% respectively, before rising by one basis point in the last
operation in March due to end-of-month effects. In the Eurosystem’s longer-term refinancing
operation conducted on 29 March, which was the third such operation with the higher allotment
volume of €40 billion, the marginal and the weighted average rates rose to 2.73% and 2.75%
respectively, i.e. 16 and 18 basis points higher respectively than in the previous operation.
Compared with the three-month EURIBOR prevailing on that date, tender rates were lower by
6 and 4 basis points respectively.

2.4 BOND MARKETS

Long-term government bond yields in the major markets increased further in March and early
April. The higher yields in global bond markets reflected increases in real interest rates which, in
turn, partly emanated from a more favourable outlook for economic growth, as perceived by
market participants. All in all, the information from the euro area bond market seems to confirm
indications of an imminent improvement in economic activity, while, at the same time, inflation
expectations remain broadly stable.

Ten-year government bond yields in both the euro area and the United States rose by around
35 basis points between the end of February and 5 April, to 3.9% and 4.9% respectively (see
Chart 10). As a result, the differential between US and euro area ten-year government bond yields
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case of ten-year index-linked bonds, rose by Note: Long-term government bond yields refer to ten-year
around 35 basis points between end-February bonds or to the closest available bond maturity.
and 5 April 2006. These increases in nominal
and real bond yields seemed to reflect stronger
confidence among investors about the short to medium-term prospects for US economic activity,
particularly following the Federal Reserve Chairman’s most recent assessment that the inverted
yield curve in the United States — the spread between ten-year government bond yields and three-
month money market rates amounted to -10 basis points on 5 April — should not be interpreted as
a signal of a weakening of future economic activity. At the same time, market participants’ inflation
expectations in the United States — as measured by break-even inflation rates — decreased somewhat
across all maturities, reflecting the market’s view that inflationary pressures are, for the time
being, being contained. In contrast, in previous months break-even inflation rates contributed
significantly to the increases in nominal bond yields. As expected, the Federal Open Market
Committee (FOMC) raised the federal funds rate by 25 basis points on 28 March. Furthermore,
the statement accompanying this decision increased market participants’ expectations of at least
one additional rise in the funds rate. This also exerted upward pressure on long-term interest
rates.

In Japan the increase in long-term government bond yields was more pronounced following the
announcement by the Bank of Japan that it will end its quantitative easing policy over the next
few months and keep its policy rate close to zero “for some time”. Long-term government bond
yields increased to a 19-month high after this decision. However, the comments by the Bank of
Japan’s Governor that the Bank of Japan will continue to buy long-term Japanese government
bonds despite ending its quantitative easing policy may have contributed to moderating the upward
pressure on bond yields.

In the euro area, long-term government bond yields increased further in March and early April.
Market participants’ perception of the outlook for economic activity in the euro area seems to have

ECB
Monthly Bulletin

April 2006



Chart 11 Break-even inflation rates in the Chart 12 Implied forward euro area
euro area and the United States overnight interest rates
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improved somewhat, probably as a response to a number of survey indicators which have provided
positive signals over recent weeks. Reflecting this, long-term index-linked bond yields increased
over the course of March. Box 2 reviews which type of indicators significantly influence euro area
long-term government bond yields. In addition, the rise in real yields may also be regarded as a
further normalisation of embedded risk premia from the very low levels reached in 2005. As
regards euro area inflation expectations, the ten-year break-even inflation rate, derived from the
difference between the yields on French nominal and index-linked government bonds maturing in
2015, rose slightly during the review period and stood at close to 2.15% on 5 April.

Generally favourable data releases on economic activity and the business climate are likely to have
contributed to the upward shift in the implied forward overnight rate curve for the euro area across
all maturities (see Chart 12). However, the Governing Council’s decision on 3 March to raise the
key ECB interest rates by 25 basis points had only a very muted effect on the term structure of
interest rates, since it had been well anticipated by market participants.
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HOW IS NEWS ABOUT MACROECONOMIC FUNDAMENTALS INCORPORATED INTO THE EURO AREA
BOND MARKET?

Central banks in general, and the ECB in particular, monitor closely the long-term segments of
the bond market, as long-term interest rates contain information about both expected inflation
and the economy’s growth prospects as anticipated by market participants. Over the past few
months long-term bond yields in the euro area have risen, despite the lower than expected GDP
outcome for the last quarter of 2005. The upturn in bond yields instead seems to have mirrored
more positive readings of “soft” data on economic activity, i.e. survey-based business cycle
indicators, which support the view that euro area economic growth will strengthen over the
course of 2006. In fact, it appears that such macroeconomic data announcements influence
financial markets in general, and that the importance of these announcements can change over
time. This box examines a wide range of macroeconomic indicators released in the euro area
and reports upon which types of announcement have significantly influenced long-term euro
area bond markets over the past six years.

One common stylised fact in the literature on announcement effects is that many US
macroeconomic announcements tend to induce strong financial market reactions, across both
asset classes and economies.! It is likely that such strong asset price sensitivity can be attributed
to the view that the US economy is being perceived by investors as an engine for global growth.
In addition, the sensitivity of euro area financial markets to US news may also reflect the timing
of the releases. Since US news is generally released before the corresponding news for the euro
area, it may function as a leading indicator for euro area financial markets. Thus, the co-
movements between US and euro area financial asset prices may, over time, be stronger than
the real economy links would suggest.

The US releases that tend to have the greatest influence on euro area markets are those on real
activity and employment, such as the advance releases on US GDP and on non-farm payroll
data. In addition, more forward-looking survey-based indicators also tend to affect euro area
financial market prices, as they may alter market participants’ views about the future course of
the economy. Among the myriad of available confidence indicators, the manufacturing
confidence index released by the Institute for Supply Management (ISM) tends to receive most
attention.

It is also interesting to examine, apart from the above-mentioned US releases, the question of which
euro area announcements tend to move euro area long-term interest rates significantly. In theory, a
better than expected announcement for economic activity or a higher than expected inflation outcome
should exert upward pressure on long-term bond yields. The table shows a number of national and
euro area-wide aggregated macroeconomic announcements covering real activity, unemployment,
business cycle survey indicators and aggregate price and monetary indicators. The plus signs in the
table indicate whether the announcements significantly influenced German long-term government

1 See the box entitled “The impact of recent employment data releases in the United States on global bond markets” in the May 2004
issue of the Monthly Bulletin. For more empirical evidence, see, among others, T. G. Andersen, T. Bollerslev, F. X. Diebold and
C. Vega, “Micro effects of macro announcements: Real-time price discovery process”, American Economic Review, 93, 38-62, and
M. Ehrmann and M. Fratscher, “Equal size, equal role? Interest rate interdependence between the euro area and the United States”,
The Economic Journal, 115 (506), pp. 928-948.
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Selected euro area and national macroeconomic announcements and their impact on German

long-term bond yields

Euro area activity and employment releases National activity and employment releases

Industrial production + Industrial production (DE) +
Retail sales Industrial production (FR) +

Unemployment Industrial production (IT)

Euro area survey indicators National survey indicators
Business climate ZEW Y index (DE) +
Consumer confidence IFO? index (DE) +
Purchasing Managers’ Index Business® (FR) +
Business® (IT) +

Euro area price and monetary releases National price releases

Flash HICP Consumer price index (DE)
HICP Consumer price index (FR) o

Producer price index Consumer price index (IT)

M3

Note: The plus signs indicate that the announcements significantly influence the prices of German long-term bond futures.
1) Centre for European Economic Research, Mannheim.

2) IFO institute, Munich.

3) National Institute for Statistics and Economic Studies.

4) Institute for Studies and Economic Analyses.

bond yields in line with theory over the sample period 1999-2005.2 Given the fairly small and
relatively stable spreads between government bond yields within the euro area since 1999, German
bond yields can be regarded as providing a fairly sound illustration of interest rate developments for
the euro area as a whole over the last couple of years.

Several notable features emerge from the table. First, relatively few of the euro area aggregate
announcements significantly influence German bond markets. This is probably linked to the
fact that they are published after the countries participating in EMU have published their
domestic data releases, with the result that the added informational value of these releases may
generally be considered small. Second, the generally muted bond market reaction to German
consumer price index data may be attributable to the fact that regional data have already been
published, meaning that national data contain less “new news” for market participants. Third,
national survey-based sentiment indicators in general have a significant impact on German
long-term bond yields. In theory, asset prices are inherently forward-looking, thereby
incorporating, among other things, the expected future macroeconomic environment, such as
investors’ perception of the outlook for growth and inflation. Thus, it cannot be excluded that
these indicators will cause investors to revise their expectations, thereby having a significant
impact on bond markets.

The importance of macroeconomic announcements may change over time. Changes in news
sensitivity may occur for several reasons. First, if readings of survey-based “soft” data differ
significantly from the information stemming from backward-looking “hard” data, it may be the
case that market participants attach more importance to the former, as they may provide more
forward-looking information than macroeconomic announcements summarising past developments
in economic activity. Especially in periods of uncertainty regarding the pace of growth of economic
activity, the release of key forward-looking indicators of economic activity may influence the

2 This is determined on the basis of regressing the intraday five-minute percentage changes of the German long-term bond future
contract on the surprise components of the respective announcements, the latter calculated as the difference between actual and
expected outcome. The significance threshold is set at 90%.
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German intraday bond market returns and surprise component in the IFO survey

(correlation coefficient 1999-2005: -0.5)

mmmm  intraday bond return (left-hand scale; in percentages)
«++<+ IFO surprise (right-hand scale; inverted)
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Note: The surprise component is defined as the difference between the monthly IFO outcomes and the figures expected by market
participants surveyed by Bloomberg, divided by the standard deviation. The bond return is calculated as the percentage price changes
10 minutes before to 15 minutes after the IFO releases. The horizontal line of numbers in the upper section of the chart represents the
yearly correlation coefficient between the two variables. Given the inverse relationship between prices and yields, a positive intraday

number means that bond yields have declined. The May 2000 figure is not included because the IFO release took place at the opening
of the German bond market, meaning that a proper price change could not be calculated.

market more than in other situations. Second, policy-makers can sometimes signal a preference
for one or more macroeconomic indicators as input for their policy decisions at certain periods
of time, which may lead to temporarily stronger responses of financial prices to those
announcements. The chart attempts to reflect occurrences of such changes in news sensitivity.

The chart shows, on the one hand, the difference between the actual and expected outcome of
the closely monitored IFO business sentiment survey and, on the other, the immediate intraday
percentage price change in the German ten-year government bond immediately surrounding the
release (with a positive sign indicating that bond yields have declined and vice versa). The
horizontal line of numbers in the upper section of the chart represents the yearly correlation
coefficients between the two variables. The chart indicates that over the last two years of the
sample period, a higher than expected IFO release generally triggered a significant negative
(positive) reaction of German bond prices (yields), in line with what theory suggests. However,
such a significantly negative relationship cannot always be observed.

2.5 INTEREST RATES ON LOANS AND DEPOSITS

In January 2006 MFI short-term interest rates tended to increase, while most long-term rates
remained broadly unchanged, in line with market rates.

In January 2006 most short-term deposit and lending rates to households and non-financial
corporations increased as compared with the preceding month, following the increase in the key
ECB interest rates in December 2005 (see Table 4 and Chart 13). The rate on loans to non-financial
corporations of over €1 million with a floating rate and an initial rate fixation of up to one year,
which decreased slightly in the same period, constituted an exception. Overall, the increase in
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Table 4 MFI interest rates on new business

(percentages per annum; basis points; weight-adjusted?:?)
Change in basis points
up to Jan. 2006

2004 2005 2005 2005 2005 2006 | 2005 2005 2005
Q4 Q1 Q2 Q3 Dec. Jan. | Jan. Sep. Dec.

MFTI interest rates on deposits

Deposits from households

with an agreed maturity of up to one year 1.95 192 194 197 2.14 231 37 34 17

with an agreed maturity of over two years 231 238 221 2.06 221 244 2 38 23

redeemable at notice of up to three months 2.00 196 2.17 2.02 198 198 0 -4 0

redeemable at notice of over three months 252 247 238 229 230 231 -18 2 1
Overnight deposits from non-financial corporations 092 094 092 096 1.02 1.05 12 9 3
Deposits from non-financial corporations

with an agreed maturity of up to one year 2.08 2.00 201 2.04 226 227 23 23 1

with an agreed maturity of over two years 346 334 3.63 298 3.53 3.4l 18 43 -12

MFI interest rates on loans
Loans to households for consumption

with a floating rate and an initial rate fixation of up to one year 6.74 6.62 6.61 696 6.73 7.03 6 7 30
Loans to households for house purchase

with a floating rate and an initial rate fixation of up to one year 344 342 335 332 348 357 14 25 9

with an initial rate fixation of over five and up to ten years 4.50 435 415 3.99 4.02 4.11 -32 12 9
Bank overdrafts to non-financial corporations 525 526 513 513 513 523 -11 10 10
Loans to non-financial corporations of up to €1 million

with a floating rate and an initial rate fixation of up to one year 398 391 388 3.81 3.99 4.07 9 26 8

with an initial rate fixation of over five years 444 433 420 4.04 4.07 4.10 -35 6 3
Loans to non-financial corporations of over €1 million

with a floating rate and an initial rate fixation of up to one year 3.05 3.01 294 294 320 3.18 16 24 -2

with an initial rate fixation of over five years 4.06 4.04 3.89 3.87 395 395 -1 8 0
Memo items
Three-month money market interest rate 2,17 2.14 211 2.14 247 251 36 37 4
Two-year government bond yield 236 249 207 221 2.80 2.86 47 65 6
Five-year government bond yield 293 3.08 258 2.60 3.07 3.10 18 50 3
Source: ECB.

1) The weight-adjusted MFI interest rates are calculated using country weights constructed from a 12-month moving average of new
business volumes. For further information, see the box entitled “Analysing MFI interest rates at the euro area level” in the August 2004
issue of the Monthly Bulletin.

2) Quarterly data refer to the end of the quarter.

most short-term MFI interest rates in January was greater than that observed for the three-month
money market rate during the same period. This was particularly the case for the rate on loans to
households for consumption with a floating rate and an initial rate fixation up to one year, which
increased by around 30 basis points.

Looking back over a somewhat longer period, most short-term deposit and lending rates to
households and non-financial corporations have increased somewhat since September 2005,
mostly in line with the increase in money market interest rates. The rate on deposits from households
redeemable at notice of up to three months, which has decreased slightly, has been a notable
exception.

In January 2006 most long-term MFI interest rates remained broadly unchanged or increased
slightly, in line with market rates. There were two notable exceptions, namely the rate on deposits
from households with an agreed maturity of over two years, which increased by around 23 basis
points, and the rate on deposits from non-financial corporations with an agreed maturity of over
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Chart 13 Short-term MFI interest rates and

a short-term market rate

(percentages per annum; rates on new business;
weight-adjusted”)
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1) For the period from December 2003 onwards, the weight-
adjusted MFI interest rates are calculated using country weights
constructed from a 12-month moving average of new business
volumes. For the preceding period, from January to November
2003, the weight-adjusted MFI interest rates are calculated
using country weights constructed from the average of new
business volumes in 2003. For further information, see the box
entitled “Analysing MFI interest rates at the euro area level” in
the August 2004 issue of the Monthly Bulletin.

Chart 14 Long-term MFI interest rates and
a long-term market rate

(percentages per annum; rates on new business;
weight-adjusted”)
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1) For the period from December 2003 onwards, the weight-
adjusted MFI interest rates are calculated using country weights
constructed from a 12-month moving average of new business
volumes. For the preceding period, from January to November
2003, the weight-adjusted MFI interest rates are calculated
using country weights constructed from the average of new
business volumes in 2003. For further information, see the box
entitled “Analysing MFI interest rates at the euro area level” in
the August 2004 issue of the Monthly Bulletin.

two years, which, although decreasing by 12 basis points, remains within the fluctuation range
observed for this rate in recent months (see Chart 14).

Since September 2005 most long-term interest rates to households and non-financial corporations
have increased in a range of between 5 and 40 basis points. The most significant increase was
recorded for rates on deposits from both households and non-financial corporations with an agreed
maturity of up to one year. As these increases have in general been smaller than those observed
in comparable market rates, spreads of long-term MFI interest rates have tended to decrease since
September 2005.
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Chart 15 Stock price indices

(index: 1 January 2006 = 100; daily data)
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Sources: Reuters and Thomson Financial Datastream.

Note: The indices used are the Dow Jones EURO STOXX broad
index for the euro area, the Standard & Poor’s 500 index for the
United States and the Nikkei 225 index for Japan.

Chart 16 Implied stock market volatility

(percentages per annum; ten-day moving average of daily data)
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Note: The implied volatility series reflects the expected standard
deviation of percentage stock price changes over a period of up
to three months, as implied in the prices of options on stock
price indices. The equity indices to which the implied volatilities
refer are the Dow Jones EURO STOXX 50 for the euro area, the
Standard & Poor’s 500 for the United States and the Nikkei 225
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for Japan.

2.6 EQUITY MARKETS

Prices in the global stock markets continued to increase in March and early April amid strong
corporate earnings and improved economic growth prospects for the major economies. Stock
market uncertainty, as measured by implied volatility, remained virtually unchanged in the euro
area, the United States and Japan.

In March and early April equity prices in the major economies continued their upward movement
(see Chart 15). Stock prices in the euro area, as measured by the Dow Jones EURO STOXX index,
rose by around 3% between the end of February and 5 April, while stock prices in the United States
and Japan, as measured by the Standard & Poor’s 500 index and the Nikkei 225 index, rose by 2%
and 6% respectively. At the same time, stock market uncertainty in those major markets, as
measured by the implied volatility extracted from stock options, decreased somewhat and remained
at relatively low levels by historical standards (see Chart 16).

In the United States stock prices continued to be supported by the relatively strong growth of
reported earnings in the course of March, which, from the point of view of investors, more than
offset the effects of the increase in real long-term bond yields over the review period. In March,
Thomson Financial Datastream reported that analysts expected 12% growth in earnings per share
over the next 12 months for corporations included in the Standard & Poor’s 500 index. The
decision by the Federal Reserve on 28 March to further increase the federal funds target rate had

only a limited impact on US stock prices.
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In March and early April euro area stock prices continued to display the relatively strong
performance of the preceding months, proving fairly resilient to the concomitant increase in real
long-term bond yields. Stock prices in the euro area seemed to benefit from market participants’
perception of a more favourable outlook for the euro area economy than previously anticipated.
In addition, the still relatively strong actual and expected earnings growth of euro area corporations
continued to support stock prices. In March Thomson Financial Datastream reported a growth rate
of around 18% in actual earnings for corporations included in the Dow Jones EURO STOXX
index. The strong corporate profitability during recent quarters might in part also be linked to
merger and acquisition (M&A) activity, as some corporations have used cash to finance their
activities. In this regard, the increase in actual and anticipated M&A activity also had an impact
on stock market prices in the euro area, as aggregate stock prices tend to benefit from announcements
of companies’ acquisitions.

As regards sectoral stock price performance, the healthcare sector benefited most from the
increased M&A activity referred to above. In addition, the technology, telecommunications,
consumer goods and industrial sectors also outperformed the broad Dow Jones EURO STOXX
index. Survey data pointing to an improvement of the outlook for the euro area economy had a
particularly positive effect on stock prices in the consumer goods and industrial sectors.
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3 PRICES AND COSTS

Euro area inflation was estimated at 2.2% in March 2006. While domestic inflationary pressures
remain subdued at present, pressures from commodity prices remain strong and are expected to
continue to have an impact on the short-term inflation outlook. In addition, changes in administered
prices and indirect taxes are expected to affect inflation significantly in 2006 and 2007. Risks to
the inflation outlook are judged to be on the upside and are mainly related to commodity prices
and their pass-through to consumer prices, especially as some impact has already started to
become visible in the later stages of the production chain. Further risks include additional
increases in administered prices and indirect taxes and — more fundamentally — stronger wage
and price increases as a result of second-round effects related to past hikes in oil prices.

3.1 CONSUMER PRICES

FLASH ESTIMATE FOR MARCH 2006

According to Eurostat’s flash estimate, HICP inflation declined to 2.2% in March, from 2.3% in
February (see Table 5). Although no detailed breakdown of the HICP components in March is yet
available, the decline in the annual growth rate of the headline index may have been partly due to
developments in energy prices.

HICP INFLATION UP TO FEBRUARY 2006

Overall HICP inflation eased somewhat to 2.3% in February, compared with 2.4% in the previous
month. This mainly reflected an easing of energy price inflation, but — to some extent — also a
decline in the annual growth rate of unprocessed food prices.

In February the annual growth rate of energy prices fell by 1.1 percentage points to 12.5%,
following a fall in oil prices during the month. A decline of the annual rates of change was broadly
shared across most of the components of energy prices. Unprocessed food prices increased, month
on month, in February, but to a lesser extent than in January in year-on-year terms. Developments
in both of these components of the overall index were favourably influenced by base effects. With
regard to unprocessed food prices, there seems to be no evidence thus far that avian influenza may
have had a direct impact on euro area food prices. This notwithstanding, it is possible that some
effect may be observed in the next few months, so that it may represent a small upward risk,
particularly for unprocessed food prices.

Table 5 Price developments

(annual percentage changes, unless otherwise indicated)

2004 2005 2005 2005 2005 2006 2006 2006
Oct. Nov. Dec. Jan. Feb. Mar.

HICP and its components

Overall index " 2.1 2.2 2.5 2.3 22 2.4 2.3 2.2
Energy 4.5 10.1 12.1 10.0 11.2 13.6 12.5
Unprocessed food 0.6 0.8 1.1 1.5 1.5 2.0 1.7
Processed food 3.4 2.0 2.4 2.6 1.8 1.8 1.9
Non-energy industrial goods 0.8 0.3 0.3 0.4 0.4 0.2 0.3
Services 2.6 2.3 2.2 2.1 2.1 2.0 2.0

Other price indicators

Industrial producer prices 2.3 4.1 4.2 4.2 4.7 5.2 5.4 .

Oil prices (EUR per barrel) 30.5 44.6 49.3 47.9 48.5 52.5 51.8 52.6

Non-energy commodity prices 10.8 9.4 17.4 22.5 29.8 23.1 23.1 17.7

Sources: Eurostat, HWWA and ECB calculations based on Thomson Financial Datastream.
1) HICP inflation in March 2006 refers to Eurostat’s flash estimate.
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consequence, the annual rate of growth of

producer prices excluding energy and

construction continued to rise, to 1.7%, from 1.6% in the previous month. As intermediate goods
producer prices are closely related to developments in the prices of industrial raw materials and
as the latter have been on an upward path since late 2004, further upward pressure on intermediate
goods producer prices may occur in the coming months.

Energy producer prices declined slightly to 19.7% in year-on-year terms, from 19.8% in January.
Month on month, they grew at a much slower rate of 1.0% in February, compared with the record
increase of 4.0% in the previous month. This was consistent with the easing in oil prices registered
in February.

Producer prices in the consumer goods industry increased by 0.2%, month on month, while their
annual growth rate remained unchanged at 1.5% in comparison with January. The recent slight
pick-up in the annual growth rate suggests that energy price pressures may have started to feed
through in part to the later stages of production. Moreover, the above-mentioned pressure on
intermediate goods producer prices could in turn also exert upward pressure on producer prices
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Chart 18 Breakdown of industrial producer Chart 19 Producer input and output price
prices surveys
(annual percentage changes; monthly data) (diffusion indices; monthly data)
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Sources: Eurostat and ECB calculations. Source: NTC Economics.
Note: An index value above 50 indicates an increase in prices,
whereas a value below 50 indicates a decrease.

for consumer goods. Finally, increases in producer prices for capital goods have remained
contained. Their annual growth rate stood at 1.0% in February, at the same level as in the previous
month.

In March price-related survey indicators suggested that input price inflation decreased in the
services sector and, especially, in the manufacturing sector (see Chart 19). The Eurozone
Manufacturing Input Price Index decreased to 62.5 in March, possibly reflecting stable energy
prices in February and March. However, the level of the index remained high, pointing to a
significant increase in input prices that is likely to be associated with the recent upsurge in prices
of industrial raw materials. The respective indicator for services decreased further from the peak
observed in December, to 58.1 in March. The level of this indicator remained close to 60, suggesting
that input price increases have remained relatively stable in recent months, but clearly above the
(no-change) value of 50. Selling price indicators pointed to an upward movement of increases in
prices charged in both the manufacturing and the services sector for three successive months,
suggesting that firms are passing on higher input costs to their final output prices.

3.3 LABOUR COST INDICATORS

The annual growth rate of euro area hourly labour costs in the non-agricultural business sector
was 2.4% in the fourth quarter of 2005, slightly up from 2.3% in the previous quarter (see
Table 6). On the whole, and discounting the temporary upswing in the first quarter of 2005, the
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picture that emerges is one of a levelling-off of the annual rate of change in the series at around
2.5% since the second half of 2004. In terms of developments across the different sectors, hourly
labour cost growth eased slightly in industry in the final quarter of 2005, while it picked up
somewhat in market services. A more detailed analysis of the latest developments in euro areca
sectoral wages and labour costs can be found in Box 3.

LATEST DEVELOPMENTS IN SECTORAL WAGES AND LABOUR COSTS IN THE EURO AREA

In the context of monitoring wage and labour cost developments in the euro area, it is also
useful to examine wage pressures at a sectoral level. To the extent that spill-overs across sectors
exist, a sectoral approach may provide early signals of a possible build-up of economy-wide
wage pressures, or at least a more precise picture of parts of the economy where second-round
effects and/or more general wage pressures could be building up.

Developments in hourly labour costs and compensation per employee

There is a need to cross-check the information provided by any individual indicator of wage
developments with that offered by other indicators in order to avoid drawing false conclusions
from possibly misleading volatility in a particular series. In terms of sectoral developments, the
two sets of series used for the euro area are the series on sectoral compensation per employee
(CPE) and the sectoral hourly labour cost index (LCI). Differences between the CPE and LCI
series are to be expected mainly due to the fact that the LCI is based on hourly data, while the
CPE is calculated in terms of employees. As a result, changes in hours worked may drive a wedge
between developments in the two series. For example, a reduction in the hours worked per
employee would ceteris paribus imply a lower growth rate for CPE compared with the LCI.

Charts A and B provide a comparison of the respective series for industry excluding construction
(which accounted for 23.4% of the total compensation of employees in 2004) and for a sub-

Charts A-B Developments in compensation per employee and hourly labour cost

(annual percentage changes; quarterly data)
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5 S, 3 5

4 | ..'.... | 4 LA A f/_\ /\/\ 4

ARWALR | PRI T 5 . b
-.- :.f . 2 \v
1 HE 1

b
3

: : : : : : : : 1 0 - : - : - ’ ’ ’ 0
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Sources: Eurostat and ECB calculations.
1) Also includes repairs, restaurants, storage and communication.
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sector of services, namely trade, hotels and [SaLURSUETL L EEERL R T BT 1
transport (which accounted for 20.9% of the
total compensation of employees in 2004). (annual percentage changes; quarterly data)
These groupings correspond to the highest
levels of disaggregation available for the )

. = compensation per employee (left-hand scale)
compensation per employee data. ... hourly labour cost index (right-hand scale)

employee and in hourly labour costs

C Financial intermediation and real estate”

6

The charts indicate that all series show some . [
volatility, but that medium-term developments : A [

wn

N

in the two indicators run broadly in parallel 2 ] N\ ._'A /"‘
within a sector. In industry excluding . i \/\W 3
construction (Chart A), there has been a 1 3/\ f\ [
deceleration in wage growth since 2000 that \/ ! ' [
seems to have continued in recent quarters, [
possibly reflecting the strong competitive 55775557555 3000 2001 2002 2003 2004 2005
pressures in this sector from low-cost countries

outside the euro area. For trade, hotels and  fouses s st bCB clotons,
transport services (Chart B), the series suggest

a profile of decelerating wage growth from

2001 to mid-2004, and some correction since then. However, given the volatility of the series,
it seems too early to speak of a pick-up here. As regards labour cost developments in the
financial intermediation and real estate sector (Chart C), the smoother LCI series point to a
levelling-off of the moderation in wage growth since 2004, while the CPE series for this sector
suggests some rise in wage growth in the last few quarters. Once again, the volatility of the
series suggests caution when assessing short-term developments.

[o%)

2

0

A more disaggregated look at hourly labour cost trends

It is also worth looking at the further disaggregation offered by the LCI, although it should be
borne in mind that more disaggregated data are more prone to volatility. Charts D, E and F
provide further breakdowns of the series presented in Charts A, B and C above.

Within industry excluding construction (Chart D), labour cost growth in manufacturing has
eased smoothly since 2001, while it appears to have picked up in the other two components of
industry excluding construction (namely mining and quarrying, and electricity, gas and water
supply) in recent quarters. The latter two sub-sectors, however, are much more volatile as well,
and it is therefore more difficult to identify trends.

Turning to the group of market services presented in Chart E, the levelling-off and recent slight
pick-up in the growth rate is common to trade and to hotels and restaurants, while transport,
storage and communications seem to be bouncing back in terms of the labour cost growth rate,
largely making up for the drop witnessed in 2003 and 2004. Finally, in the other two market
services sub-sectors shown in Chart F — financial intermediation, and real estate, renting and
business activities — labour cost growth appears to have levelled-off since 2004, while labour
cost developments in financial intermediation services appear to be subject to higher volatility
than in real estate, renting and business activities.
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Charts D-E The hourly labour cost series, broken down by individual economic activity

ECB

(annual percentage changes; quarterly data)

D Breakdown of industry excluding construction E Breakdown of trade, hotels and transport services”
= mining and quarrying m— trade
«+ee« electricity, gas and water supply =+ee« transport, storage and communications
= = = manufacturing = = = hotels and restaurants
7 7 5 5
6 6 4 N 4 4
5 5 / Nl f“
;‘ 4 3 L CEriavy ".'-‘:XVK ..' - l\ 3
: t N i 77 N R
3 R 3 P O T ., Y e )
."; o f.—. EEY
2 = 2 1 5 |
1 \" 1 *.
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Sources: Eurostat and ECB calculations.
1) Also includes repairs, restaurants, storage and communications.

Unit labour costs at the sectoral level

In order to assess inflationary pressures, developments in wage growth should be viewed in
conjunction with developments in productivity, i.e. in terms of the development of unit labour
costs (ULC). Charts G and H suggest that a general pattern of moderation in ULC growth since
2001 has been common to all the sectors shown. At a more disaggregated level, ULC growth
has been consistently lower in industry excluding construction and in trade, hotels and transport
services than in the rest of the economy. By contrast, ULC growth was more pronounced in the
construction, financial intermediation and the
non-market services sectors. In part, this
reflects the different productivity performances
of these sectors.! (annual percentage changes; quarterly data)

Chart F The hourly labour cost series,

broken down by individual economic activity

F Financial intermediation and real estate"

As regards non-market services, a sector S -
= financial intermediation

which is relatively insulated from the market ++e++ real estate, renting and business activities
forces of competition and globalisation, it is ¢ 9
worth highlighting that a deceleration of ULC
growth has been observed since 2003. While
the largest component of this sector is public 5 RaY)
sector jobs, which are often characterised by a \ (\l VY vA N A
relatively strong position of trade unions [ NoA ~F N\ \/
during wage negotiations, the observed ULC 1L )
growth deceleration in this sector points to
some adjustment towards the market trend, " 5577595 To99 2000 2001 2002 2003 2004 2005
pOSSibly partly related to the relatively weak Sources: Eurostat and ECB calculations.
fiscal positions of several euro area 1) Also includes renting and business activities.
countries.

1 For more evidence on sectoral productivity performances in the euro area services sector, see Box 4 of this issue of the Monthly
Bulletin.

Monthly Bulletin
April 2006



ECONOMIC
AND MONETARY
DEVELOPMENTS

Prices and
costs

Charts G-H Sectoral unit labour cost developments

(annual percentage changes; quarterly data)

G Industry H Services
= total
— total «+«+« trade, hotels and transport
«+«++ industry excluding construction = = = financial intermediation and real estate
= = = construction non-market services
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Sources: Eurostat and ECB calculations.
Note: The categories shown correspond to the broad NACE 1.1 groupings: total (A-P), agriculture (A-B), industry excluding construction
(C-E), construction (F), trade, hotels, transport (G-1), financial intermediation and real estate (J-K), non-market services (L-P).

In conclusion, the analysis above seems to be consistent with the view that thus far there has
been no significant pick-up in euro area labour cost growth, nor any significant inflationary
pressures building up in the euro area labour market. In some of the market services sectors,
namely the trade, hotels and transport sectors and, to some extent, the financial intermediation
and real estate sectors, wage growth picked up in 2005, but supportive productivity developments
have kept ULC growth contained thus far. Finally, as the more disaggregated data are usually
subject to greater volatility and revisions, it is still too early to assess whether the recent
increase in wage growth in some sectors represents a temporary or a more persistent
movement.

Combining the above information with other available labour cost indicators, it appears that wage
developments remained modest in 2005 (see Chart 20), reflecting the relatively subdued conditions
in the euro area labour market and competitive pressures from low-cost countries outside the euro
area. The annual growth rate of the euro area indicator of negotiated wages remained moderate at
2.1% in 2005, similar to the rate registered in 2004. Available information for developments in
compensation per employee also paints a picture of a broad levelling-off of the deceleration of

Table 6 Labour cost indicators

(annual percentage changes, unless otherwise indicated)

2004 2005 2004 2005 2005 2005 2005

‘ ‘ Q4 Q1 Q2 Q3 4

Negotiated wages 2.1 2.1 2.0 2.2 2.1 2.1 2.0

Total hourly labour costs 2.5 2.6 2.4 32 2.5 2.3 2.4

Compensation per employee 2.0 . 1.7 1.4 1.4 1.6 .

Memo items:

Labour productivity 1.1 . 0.6 0.3 0.4 0.8
Unit labour costs 1.0 . 1.1 1.1 0.9 0.7

Sources: Eurostat, national data and ECB calculations.
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Chart 20 Selected labour cost indicators Chart 21 Sectoral compensation per

employee
(annual percentage changes; quarterly data) (annual percentage changes; quarterly data)
= compensation per employee = industry excluding construction
----- negotiated wages e+eee construction
= = = hourly labour costs = = = services
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Sources: Eurostat, national data and ECB calculations. Sources: Eurostat and ECB calculations.

labour costs generally witnessed since the early 2000s, but still at a moderate rate of growth. The
annual growth rate of overall compensation per employee has been hovering around 1.5% since
mid-2004, while — at the sectoral level — wages have continued to grow more strongly in industry
than in services (see Chart 21).

Considering that productivity growth is expected to have picked up in the second half of 2005, unit
labour cost growth should also have remained subdued in this period, thereby keeping inflationary
pressures stemming from the labour market contained. Data on euro area unit labour costs are
available up to the third quarter of 2005. Moderate labour cost developments combined with a
recovery in productivity growth resulted in an easing of the annual growth rate of unit labour costs
in 2005 to reach 0.7% in the third quarter. In this respect, there have not thus far been any significant
inflationary pressures stemming from euro area wage dynamics.

3.4 THE OUTLOOK FOR INFLATION

While domestic inflationary pressures have remained subdued, external pressures from commodity
prices remain strong. In this respect, inflation is expected to remain above 2% in the short term.
Changes in administered prices and indirect taxes are expected to have a significant impact on
price developments in 2006 and 2007. As regards inflation risks, these are mainly judged to be on
the upside and relate primarily to future rises in commodity prices. Some upward risks also stem
from a possible strengthening of indirect effects from past increases in commodity prices on the
prices of other goods, especially as some impact has already started to become visible in the later
stages of the production chain. Finally, stronger-than-anticipated wage developments, possibly
due to second-round effects of past oil price increases, as well as additional increases in administered
prices and indirect taxes, also constitute upside risks to the inflation outlook.
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4 OUTPUT, DEMAND AND THE LABOUR MARKET

Following the more subdued developments in the last quarter of 2005, economic activity is likely
to strengthen in 2006, as suggested by a number of economic indicators since the start of the year.
There are also tentative indications of an improvement in the labour market. Furthermore, the
euro area continues to enjoy a supportive external economic environment, as well as favourable
financing conditions. While risks to the outlook appear broadly balanced in the short term, in the
longer term the outlook remains subject to risks arising from global imbalances and uncertainties
concerning oil price developments.

4.1 OUTPUT AND DEMAND DEVELOPMENTS Chart 22 Real GDP growth and contributions

REAL GDP AND EXPENDITU‘RE COMPONENTS (quarter-on-quarter growth rate and quarterly percentage point
According to Eurostat’s first release, euro area  contributions; seasonally adjusted)

real GDP increased by 0.3% quarter on quarter mmmm  domestic demand (excluding inventories)

: : : : changes in inventories

in the f01'1rth quarte'r of 2005, in line with the net exports

flash estimate. This followed a quarter-on- ~  «---- total GDP growth (%)

quarter expansion of 0.7% in the previous 1.2 12
quarter, an upward revision of 0.1 percentage

point on the initial estimate (see Chart 22).

0.8 0.8

The decline in growth in the fourth quarter
appears, in part, to be a correction from the
unexpectedly strong growth recorded in the
third quarter. A decrease in consumption growth 0.0
and a negative net trade contribution were
behind this development. Having picked up in
the third quarter, private consumption declined
by 0.2% in quarter-on-quarter terms. The
negative net trade contribution stemmed froma 08 —o—r—; ® % a8
more pronounced deceleration in exports than 2004 2005

in imports. The decline in export growth Sources: Eurostat and ECB calculations.

reflected a correction of the robust expansion

of euro area exports in the third quarter and the

fall in October. The renewed pick-up in exports observed from November onwards suggests that
the slowdown should be considered as temporary. Investment growth remained relatively buoyant,
again indicating that the downturn in real output growth in the fourth quarter is likely to have been
only temporary.

0.4 0.4

LU

-0.4 -0.4

Changes in inventories also contributed positively to real GDP growth in the fourth quarter, which
may mirror the deceleration in domestic demand. In this regard, a further revision of inventories
cannot be ruled out at this stage, as they are calculated as a residual, which also incorporates the
statistical discrepancy resulting from the use of chain-linking in the national accounts (see
Box 5 entitled “Improvements to euro area GDP and national accounts” in the December 2005
issue of the Monthly Bulletin). Looking at recent country national accounts releases (which were
not included in the euro area first release), some further revisions to the growth of the expenditure
components may be expected, including a likely upward revision to private consumption growth
and a downward revision to investment growth. Furthermore, some recently positive indicators of
household expenditure suggest that the weakening of consumption was temporary.
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SECTORAL OUTPUT AND INDUSTRIAL Chart 23 Industrial production growth and
PRODUCTION contributions
With regard to the sectoral composition of real - —

. (growth rate and percentage point contributions; seasonally
GDP growth in the euro area, value added data adjusted; monthly data)
for the fourth quarter of 2005 indicate a
deceleration in activity in both the services and ‘ ;
X K . L. intermediate goods
industrial sectors. Industrial activity was total excluding construction and energy (%)
restricted by the decline in export growth, but 25 25
at the same time was supported by resilient
construction activity. Nevertheless, value added
growth in the industrial sector continued to
outpace that in the services sector at the end of 1.0
2005. For the year as a whole, however, the 5
expansion of value added in the services sector

capital goods
consumer goods

2.0 2.0

was somewhat faster than in the industrial
sector. 205

-1.0
In January 2006 euro area industrial production .
(excluding construction) increased by 0.1% v

month on month. In the same month, there was
a decline in energy and consumer goods  -25
production. In the case of the consumer goods
industry, more detailed data show that the  fousesFuossimdtBelatuions
negative developments resulted from a decrease ~ averages against the corresponding average three months
in non-durable consumer goods production, carler

which made a more significant contribution

than the increase in durables. By contrast, both

intermediate and capital goods production increased, the latter recording the strongest rise. In
terms of three-month moving averages, growth in industrial production (excluding construction
and energy) went up to 0.8% in January (see Chart 23).

-2.5

"1999 12000 2001 2002 2003 2004 2005

The latest new orders data point to ongoing robust activity at the start of the year. Although
industrial new orders in the euro area fell by 6.0% month on month in January, this followed rises
of 5.4% in December and 4.9% in November. On a three-month moving average basis, the index
increased by 6.7% in January. The January data were heavily influenced by erratic orders for heavy
transport equipment. Excluding ships, railway and aerospace equipment, industrial new orders
grew by 0.2% month on month.

Taking a longer-term perspective, one of the factors often seen as constraining growth in the euro
area is limited competition in the services sector, which, in turn, has an adverse impact on the
sector’s productivity growth. Box 4 entitled “Labour productivity and price developments in the
euro area services sector: the role of competition” analyses the determinants of labour productivity
in the euro area services sector, stressing that more competition in the services sector would help
to enhance efficiency and flexibility, and hence, productivity.

Another factor relates to the restrictions on the free movement of workers within the European
Union. In this regard, Box 5 entitled “Cross-border labour mobility within the enlarged EU” takes
a closer look at the different experiences of cross-border migration following the enlargement of
the EU in May 2004.
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LABOUR PRODUCTIVITY AND PRICE DEVELOPMENTS IN THE EURO AREA SERVICES SECTOR:
THE ROLE OF COMPETITION

Limited competition in the euro area services sector is often considered to be one of the factors
that hinders labour productivity growth and which contributes, in part, to higher inflation in
the services sector than in the manufacturing sector. More competition in the services markets
is therefore a key objective of the Lisbon Strategy. This box discusses the impact of competition
on labour productivity and prices in the euro area services sector.!

Labour productivity

The euro area and the majority of the euro area countries recorded a slowdown, relative to the
1980s, in the growth of labour productivity per person employed in the period from 1991 to 2003,
both for the whole economy and for the services sector as a whole (see Table A).? In the United
States, by contrast, the rate of labour productivity growth for the services sector as a whole
picked up considerably, in comparison with the 1980s, in the period from 1991 to 2003, exceeding
that recorded in the euro area and increasing further in the period from 1996 to 2003.}

Labour productivity growth across the euro area services industries appears to be characterised

by a high degree of diversity. In the wholesale and retail trade sectors, in particular, the increase
in labour productivity was far smaller in the euro area than in the United States both in the

Table A Labour productivity growth per person employed

(annual percentage changes)

Total economy Total services Wholesale and retail trade Hotels and restaurants

Euro area ‘ United States? | Euro area ‘ United States® | Euro area ‘ United States? | Euro area ‘ United States®

1981-1990" 1.83 1.33 0.90 0.61 1.50 1.86 -1.59 -0.30
1991-20032 1.28 1.52 0.69 1.57 1.09 3.85 -1.94 0.54
1996-2003% 0.95 1.75 0.59 2.33 0.71 5.49 -1.62 -0.84
Transport and storage Financial Real estate, renting Community, social
and communication intermediation and business activities and personal services
Euro area | United States | Euro area | United States® | Euro area | United States? | Euro area | United States ¥
1981-1990" 2.76 1.72 1.83 -1.06 -0.83 -1.65 -0.17 0.05
1991-20032 3.85 2.72 1.60 3.71 -1.35 -0.34 n.a. -0.37
1996-2003% 4.32 2.52 2.50 5.16 -2.06 -0.13 -0.01 -0.02

Sources: OECD STAN, Groningen Growth and Development Centre Database, NCBs and ECB calculations.
1) The euro area aggregate does not include Greece.

2) The euro area aggregate does not include Greece. Ireland is included up to 2002.

3) Ireland is included only up to 2002.

4) Data for all sectors for the United States are up to 2001.

1 For more information and analysis on this topic, see Task Force of the Monetary Policy Committee of the European System of Central
Banks, “Competition, productivity and prices in the euro area services sector”, ECB Occasional Paper No. 44, April 2006.

2 See the article entitled “Labour productivity developments in the euro area: aggregate trends and sectoral patterns” in the July 2004
issue of the Monthly Bulletin.

3 It is worth emphasising that several measurement issues arise in the computation of labour productivity growth and price changes
in the services sector which should be borne in mind when interpreting the results and making international comparisons.
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1980s and in the period from 1991 to 2003. In these two sectors, the gap between the euro area
and the United States has widened considerably since 1995. Part of the explanation is to be
found in economies of scale. The wholesale and retail trade sectors are the services sectors with
the largest number of firms and the smallest number of employees per firm in the euro area.
A complementary explanation is that the increase in US labour productivity stemmed from the
introduction of new technologies in this traditionally labour-intensive industry in the 1980s and
in the period from 1991 to 2003, while new technologies were introduced in the euro area six
to ten years later than in the United States.

Labour productivity growth in financial intermediation was also significantly weaker in the
euro area than in the United States in the period from 1996 to 2003. This difference is rooted
mainly in activities auxiliary to financial intermediation (such as stock exchanges and stock
brokerage services, financial and mortgage advisory services, etc.) that exhibit stronger labour
productivity growth in the United Sates. However, in both economies, there was a notable pick-
up in productivity growth. These results are widely discussed in the literature*, which points to
a greater exposure of the financial intermediation sector to international competition compared
with other services sectors, and to a wider use of ICT technologies in this sector.

In contrast to the two sectors above, labour productivity growth in transport, storage and
communications in the euro area was higher than in the United States (both in the 1980s and
in the period from 1991 to 2003), and this gap widened in the period from 1996 to 2003. This
positive development can be attributed to increased competition in this sector in the euro area
following, in particular, the liberalisation of the telecommunications sector which, in turn, has
been associated with an increase in productivity and profitability due to enhanced efficiency,
product innovation and the use of ICT technologies.

Price developments

Turning to price developments, the rates of change for value-added prices for total services and
for the majority of the industries forming the services sector decreased, compared with the
1980s, in the period from 1991 to 2003 in the euro area (see Table B), but they generally
remained higher than for the whole economy. In particular, there was a fall over time in value-
added price changes in transport, storage and communications. This has mainly been related to
the above-mentioned opening-up of the transport and telecommunications sectors to competition
since the first half of the 1990s in the majority of euro area countries. Similarly, there have
been significant moderations in the value-added price changes in the financial intermediation
and the wholesale and retail trade sectors in the euro area. However, in the latter sectors, the
most recent fall in price changes was even more pronounced in the United States, reflecting
better productivity performance.

Competition

Several findings in the literature lead to the conclusion that competition is an important factor
in explaining both labour productivity and price developments in the services sector. It is

4 See, for example, M. O’Mahony and B. van Ark, “EU Productivity Performance Overview”, in M. O’Mahony and B. van Ark (eds.),
EU Productivity and Competitiveness: An Industry Perspective, Can Europe Resume the Catching-up Process?, European Commission,
DG Enterprise, Brussels 2003.
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Table B Value added deflator

(annual percentage changes)

Total economy Total services Wholesale and retail trade Hotels and restaurants

Euro area ‘ United States? | Euro area ‘ United States® | Euro area ‘ United States? | Euro area ‘ United States®

1981-1990" 5.81 4.25 6.27 5.24 6.04 2.96 10.07 6.56
1991-2003 " 2.10 2.12 2.49 2.55 1.93 0.48 4.67 4.39
1996-20032 1.64 1.81 1.90 1.94 1.42 -0.87 437 5.37
Transport, storage Financial Real estate, renting Community, social
and communications intermediation and business activities and personal services®

Euro area | United States® | Euro area | United States® | Euro area | United States¥ | Euro area | United States?

1981-1990" 4.66 3.68 6.29 8.48 6.39 5.89 6.50 6.26
1991-2003 " 0.41 0.76 1.41 4.12 3.12 2.98 2.94 3.77
1996-20032 -0.38 0.10 0.46 2.47 2.37 3.10 2.47 3.37

Sources: OECD STAN, Groningen Growth and Development Centre Database, NCBs and ECB calculations.
1) The euro area aggregate does not include Greece and Ireland.

2) The euro area aggregate does not include Ireland.

3) Data for the euro area are up to 2002.

4) Data for all sectors for the United States are up to 2001.

generally found that deregulation and liberalisation contribute to higher levels and rates of
growth in labour productivity. At the same time, higher competition is generally found to exert
downward pressure on costs and prices.

Proxies capturing the degree of regulation indicate that the regulatory environment in the euro
area countries has become more supportive of services market competition over time, although
for the most part it remains tighter than in the United States (see Table C, in which a higher
index indicates stricter regulation). However, results differ across service industries. Retail and
professional services, for example, showed only limited progress in terms of deregulation in
the period between the mid-1990s and 2003.

Differences in the degree of regulation across countries and services industries remain
considerable. Some network industries (telecommunications and air transport) have experienced
a marked opening-up to international competition since the beginning of the 1990s, even though
there is further scope for an increase in effective competition.’

Table C Product market regulation "

Overall product Sector-specific
market regulation administrative barriers Retail Professional services
Level Change from Level Change from Level Change from Level Change from
in 2003 1998 to 2003 in2003 1998 to 2003 in 2003 1998 t0 2003 in 2003 1996 t0 2003

Euro area? 1.5 -0.7 1.7 -0.5 2.8 -0.3 2.3 -0.3
United States 1.0 -0.3 1.0 0.2 2.6 - 1.8 -

Source: OECD.
1) A higher index indicates stricter regulation.
2) Simple average.

5 See R. Martin, M. Roma and I. Vansteenkiste, “Regulatory reforms in selected EU network industries”, ECB Occasional Paper
No 28, 2005.
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Given the great and increasing importance of the services sector in the euro area, it is essential
that its development, including the degree of competition, is monitored very closely. Measures
aimed at increasing services market competition may increase economic efficiency and
economies of scale. This would support a higher level and rate of growth in labour productivity
in the services sector, and would promote a more dynamic economy. In addition, measures
aimed at increasing services market competition may have a dampening impact on relative price
changes in some services sectors, and may thus also temporarily curb aggregate inflation.
Overall, a higher level of competition in the services sector would tend to support more efficient
and more flexible services markets, facilitate adjustment processes and increase the resilience
of the euro area to economic shocks.

CROSS-BORDER LABOUR MOBILITY WITHIN THE ENLARGED EU

The free movement of workers is one of the key principles of the internal market. However,
following the enlargement of the EU in May 2004, a number of temporary restrictions were
imposed on the movement of workers from eight of the ten new EU Member States (EU10)!
to the old Member States (EU1S5). These restrictions were applied within the framework
of transitional arrangements (TA) by most of the EUI5 Member States, namely Belgium,
Denmark, Germany, Greece, Spain, France, Italy, Luxembourg, the Netherlands, Austria,
Portugal and Finland.? The TA can remain in place for up to seven years, split into three phases
according to the “2 plus 3 plus 2” formula. The first two-year phase is due to end on
30 April 2006.

In February 2006 the European Commission adopted a Communication to the EU Council and
other Community institutions reporting on the functioning of the TA.? On the basis of the
Report, the Council must review the functioning of the TA. Upon completion of this review, the
EU15 Member States must notify the Commission no later than 30 April 2006 of their intentions
with regard to the second phase of the TA. If they fail to do so, Community law on the free
movement of workers will apply from 1 May 2006. All EU15 Member States are required to
implement the Treaty provisions on the free movement of labour by 30 April 2011, at the
latest.

The Report provides the Council with evidence on the volume and the structure of labour
migration from the new EU countries to the EU15 countries. The key findings can be summarised
as follows:

(1) In the first quarter of 2005, the percentage of EU10 workers in the working age population
of the EU15 was fairly small, ranging from 0.1% in France and the Netherlands to 1.4% in

1 No restrictions were applied to the movement of workers from Cyprus and Malta.

2 Ireland, Sweden and the United Kingdom decided not to apply any TA. However, it should be noted that Ireland and the United
Kingdom imposed restrictions on access to their social security systems.

3 “Report on the Functioning of the Transitional Arrangements set out in the 2003 Accession Treaty (period 1 May 2004-30 April
2006)”, Communication from the Commission to the Council, the European Parliament, the European Economic and Social
Committee and the Committee of the Regions, COM(2006) 48 final.
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Table A Resident working population by nationality (2003 and 2005)

(percentage of the total working age population)

Nationality
Foreign nationals from EU15 Foreign nationals from EU10
Country of destination 2003 2005 2003 2005
Belgium 5.4 5.8 0.2 0.2
Denmark 1.0 1.1 . .
Germany 2.7 2.8 . 0.7
Greece 0.2 0.3 0.3 0.4
Spain 1.1 1.2 0.2 0.2
France 1.9 1.9 0.1 0.1
Ireland 3.4 3.0 . 2.0
Italy : : 5 o
Luxembourg 37.2 37.6 0.3 0.3
Netherlands 1.5 1.4 0.1 0.1
Austria 1.7 1.9 0.7 1.4
Portugal 0.3 0.4 . .
Finland 0.3 0.4 0.3 0.3
Sweden 2.2 2.3 0.2 0.2
United Kingdom 1.8 1.7 0.2 0.4
EU15 2.0 2.1 0.2 0.4

Source: European Commission, based on the Eurostat Labour Force Survey, 2003-2005 Q1, Ireland 2005 Q2.
Notes: Missing data due to unreliable data or small sample sizes. Italy is excluded, since it does not disaggregate by nationality. EU1S
aggregate without Italy, and without Germany, Italy and Ireland for EU10 nationals.

Austria and 2% in Ireland. Table A also shows the share of EU10 workers in the EU15 countries
in the years 2003 and 2005. The largest increases were 0.7 percentage point in Austria and
0.2 percentage point in the United Kingdom. For the EU15 as a whole, the share rose by only
0.2 percentage point over the two-year period and a considerable number of work permits were
granted to only short-term or seasonal workers. The Commission notes that immigration from
non-EU countries is generally a more significant phenomenon than intra-EU mobility.

(2) The sectoral composition and skill composition of EU10 citizens resident in EUL5 countries
suggest that migrants from the EU10 have not crowded out workers in the EULS5. Instead they
tend to play a complementary role in the EULS5 labour markets, as the proportion of lower-
skilled EU10 migrants in EU15 Member States is much lower and the proportion of EU10
medium-skilled workers is much higher than for EU15 nationals (see Table B). Furthermore,
the broad sectoral composition of the national workforce did not change significantly between
2003 and 2005.

The migration of workers from the EU10 was also found to have had a positive impact on the
EUI15 economies, since it has alleviated labour market shortages in certain areas, as well as
boosted employment and improved public finances. The Report notes that the countries that
have not applied the TA (Ireland, Sweden and the United Kingdom) are “upbeat” about the
impact of migration from the EU10 on the EU labour markets.

(3) There is no direct link between the temporary restrictions on labour migration from the
EU10 and the magnitude of the migration flows from these countries. However, it is argued that
the TA might have had negative labour market impacts, since they might have increased the
occurrence of illegal work and created biased destination patterns.

ECB

Monthly Bulletin
April 2006

m

ECONOMIC
AND MONETARY
DEVELOPMENTS

Output,
demand and the
labour market




Table B EUI5 resident working age population by nationality and education level in 2005

(percentage share)

Nationality
Foreign nationals Foreign nationals Foreign nationals
Education level Domestic from other EU15 from EU10 from non-EU
Low 31 36 21 48
Medium 46 39 57 35
High 23 25 22 17
Total 100 100 100 100

Source: European Commission, based on the Eurostat Labour Force Survey, 2005 Q1, France and Austria 2005 Q2.
Note: Educational level: low (lower secondary), medium (upper secondary), high (tertiary).

Notwithstanding this assessment, some countries have already announced that they intend to
retain their TA for the second three-year phase. This means that they will be able to continue
to regulate the migration flow to their country, even though a high degree of labour mobility is
desirable in an integrated EU market in order to facilitate employment and adjustment to
changing demand conditions. An inefficient allocation of labour resources may negatively
affect the longer-term level and growth rate of potential output and, in the short-run, limit the
pace at which an economy can grow. Furthermore, in the context of an enlarged euro area and
the absence of country-specific monetary and exchange rate policies, restrictions on the
migration of workers may reduce the ability of national labour markets to adjust efficiently in
the face of asymmetric shocks and economic fluctuations.

From the perspective of the new Member States, labour migration may present a number of
challenges as well as benefits, especially in the short run. Labour migration flows from the new
EU Member States may squeeze the pool of young and educated workers. Labour shortages
(e.g. in medical personnel) are already giving cause for concern in a number of these countries.
Whether increased cross-border mobility will have a positive or negative impact on the new
EU Member States depends mainly on whether labour migration is primarily temporary or
permanent. Returning migrants may boost economic growth by bringing in capital, skills and
new ideas acquired abroad, thus offsetting the initial losses caused by the “brain drain”.

The restrictions on labour mobility from the new Member States will only be temporary, as they
have to be lifted by 2011 at the latest. However, the delay in liberalising the labour market may
be costly for the EU as a whole, as it will hinder the optimal use of labour resources at a time
of growing concern about Europe’s international competitiveness. Today’s East-West labour
migration flows include a large number of temporary workers, some of whom work illegally.
Such employment relationships deprive immigrants of the protection of employment laws and
prevent the host country from collecting tax revenues. Furthermore, it would not be desirable
for a significant number of the most talented and mobile individuals from the new Member
States to be diverted to traditional migration centres outside Europe, rather than taking on
employment in another EU Member State.
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SURVEY DATA FOR THE INDUSTRIAL AND SERVICES SECTORS

Survey data for both the industrial and services sectors point to stronger economic growth in the
first quarter of 2006. In the case of the industrial sector, the latest releases of the PMI and the EC
industrial confidence indicator showed increases. In March, the manufacturing PMI indicated an
improvement in the business situation of the industrial sector for the ninth consecutive month. The
rise in the EC industrial confidence indicator in the same month was driven by a positive increase
in all components of the index (order books, production expectations and the assessment of
stocks), with the strongest rise recorded in the last component. It was also broadly based among
the three main industrial groupings (consumer goods, investment goods and intermediate goods).
The EC industrial confidence indicator now stands at its highest level in more than five years.
While, at times, survey indicators exhibit discrepancies with respect to underlying economic
developments, they have provided useful information for conjunctural analysis in recent years. In
particular, the currently positive industrial confidence indicators can be interpreted as suggesting
that there has been a constant upward trend in industrial activity since the second quarter of 2005
(see Chart 24).

Turning to the services sector, both the PMI for services and the EC services confidence indicator
point to positive developments at the start of this year. In March, the PMI for services remained
unchanged at a level that in February was its highest in over five years. The EC services confidence
indicator rose slightly in March to a level somewhat higher than in the fourth quarter of last
year.

Chart 25 Retail sales and confidence in the
retail trade and household sectors

Chart 24 Industrial production, industrial

confidence and the PMI
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1) Manufacturing; three-month on three-month percentage
changes.

2) Percentage balances; changes compared with three months
earlier.

3) Purchasing Managers’ Index; deviations from an index value
of 50

Sources: European Commission Business and Consumer
Surveys and Eurostat.

1) Annual percentage changes; three-month centred moving
averages; working-day adjusted.

2) Percentage balances; seasonally and mean-adjusted. For
consumer confidence, euro area results from January 2004
onwards are not fully comparable with previous figures due to
changes in the questionnaire used for the French survey.
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INDICATORS OF HOUSEHOLD SPENDING

Available information regarding household spending suggests that the expansion in private
consumption was stronger again at the beginning of 2006, following weak growth in the fourth
quarter of last year. The volume of euro area retail sales declined by 0.2% month on month in
February, after a rise of 0.5% month on month in January. The decrease in February resulted from
a fall in sales of food products that was partly compensated by higher sales of non-food products.
However, in the three months to February, the retail trade index rose. Data for euro area new car
registrations decreased by 0.5% in February. On a three-month moving average basis, the latest
developments translate into a 0.8% decrease. However, when interpreting these data, it should be
borne in mind that their short-term movements may be rather volatile.

Driven by a worsening in unemployment expectations, consumer confidence decreased marginally
in March to stand at its long-term average. In the same month, savings expectations improved
slightly, signalling prospects of higher financial wealth, but the assessment of the general economic
situation deteriorated marginally. Taking into account the continued rise in retail confidence, the
latest data generally point to some strengthening in private consumption growth in the first quarter
of 2006 (see Chart 25).

4.2 LABOUR MARKET

The latest data available suggest that euro area labour market conditions are continuing to pick
up gradually. An improvement in both actual and expected employment conditions has been
observed since last summer for both the industrial and services sectors.

UNEMPLOYMENT Chart 26 Unemployment
The unemployment rate in the euro area stood
at 8.2% in February 2006, down from 8.3% in  (monthly data; scasonally adjusted)
January (see Chart 26), and the number of mmmm  monthly change in thousands (left-hand scale)
unemployed decreased for the third consecutive """ perceniasoitellzbougioreel(izhghandieals)
month. The new unemployment data, together 150
with other information on actual and expected
employment developments, indicate an 100
improvement in labour market conditions. .
50
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|
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the euro area in the third quarter of 2005 (see I _‘7I_’"_1‘[|: ||
Table 7), following an increase of 0.1% in the first

quarter and 0.2% in the second quarter (the latter -50 ]
having been revised upwards by 0.1 pecentage
point). The rise in the third quarter stemmed  -100
mainly from developments in the services sector,

+10.0

r9.5

L 8.0
especially in finance and business services. |
Furthermore, employment in the industry sector I
rose by 0.1% in the third quarter. 0 |

: : ’ : : : : 75
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. . .. Source: Eurostat.
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Table 7 Employment growth

(percentage changes compared with the previous period; seasonally adjusted)

Annual rates Quarterly rates
2003 2004 2004 2004 2005 2005 2005
Q3 Q4 Q1 Q2 Q3
Whole economy 0.3 0.7 0.3 0.2 0.1 0.2 0.3

of which:

Agriculture and fishing -2.0 -0.8 0.3 -0.3 -1.0 -0.1 -0.7
Industry -1.0 -0.9 0.0 0.0 -0.6 0.1 0.1
Excluding construction -1.5 -1.6 -0.5 0.2 -0.8 -0.1 -0.1
Construction 0.2 1.1 1.1 -0.3 -0.1 0.4 0.5
Services 0.9 1.4 0.4 0.4 0.4 0.2 0.4
Trade and transport 0.3 0.9 0.4 0.2 0.1 0.2 0.2
Finance and business 1.3 2.5 0.7 0.5 0.7 0.3 0.6
Public administration 1.3 1.3 0.3 0.4 0.5 0.2 0.4

Sources: Eurostat and ECB calculations.

developments at the start of 2006. Employment expectations for the industrial sector increased
considerably in March for the second consecutive month according to the EC Surveys, in line with
the upward trend registered since mid-2005. Moreover, employment expectations derived from the
manufacturing PMI survey increased in March to above the 50 (or no change) threshold. In the
services sector, employment expectations are more consistently favourable than in the industrial
sector, as both the PMI and the EC Survey data for the services sector have continuously pointed
to an upward trend since the summer of 2005. The EC Surveys show that employment expectations
in construction rose in March to reach the highest level in more than five years.

Over the last decade, despite its slower pace of real output growth, the euro area has exhibited
employment developments comparable with those observed in the United States. This is in line
with estimates that show that the structural rate of unemployment fell in the euro area over the
same period. Against this background, Box 6 makes a comparative analysis of employment
dynamics in the euro area and the United States since 1995.

A COMPARISON OF EMPLOYMENT DEVELOPMENTS IN THE EURO AREA AND THE UNITED STATES
SINCE 1995

Although the euro area’s performance in terms of economic activity has been weaker than that
of the United States over the past decade, employment developments in the two economies have
on average been similar. This may be seen as an indication that employment growth in the euro
area reflects not only cyclical developments, but also some structural improvements in the
labour market. Indeed, many estimates suggest that the structural rate of unemployment has
fallen in the euro area since 1995, albeit remaining at a high level.! This box compares
employment developments in the euro area and the United States since 1995.

1 See Box 6 entitled “A longer-term perspective on structural unemployment in the euro area” in the August 2005 issue of the ECB
Monthly Bulletin.
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Between 1995 and 2005, the average quarter-on-quarter growth rate of real GDP was 0.8% in
the United States as opposed to 0.5% in the euro area (see Chart A). Nevertheless, employment
growth in the same period was similar in the two economies (0.3% quarter on quarter on
average), with the euro area and the United States increasing employment by around 16 and
17 million jobs respectively.

This overall similarity of employment performance notwithstanding, employment developments
in the two economies differed at times during the period (see Chart B). In line with the relative
performance in activity, employment growth in the United States outpaced that in the euro area
until 1998. Then, over the next two years, employment grew at about the same rate in both
economies. However, during the period 2000-2003, employment increased on average at a
quarterly rate of 0.25% (and cumulatively by around 3.5%) in the euro area, while quarterly
employment growth in the United States was on average close to zero (and fell by a cumulative
0.7%). Since 2004 employment growth has picked up considerably in the United States (reaching
a quarterly rate of 0.4% on average in the last two years), but has slowed slightly in the euro
area (to an average rate of 0.2% quarter on quarter).>

In the latter part of the decade, employment developments thus differed markedly from the
pattern of general economic performance in the United States, unlike in the euro area. This was
reflected in labour productivity developments. Labour productivity growth® was on average
significantly higher in the United States than in the euro area during the period 2000-2005 (see
Chart C).

It is difficult to ascertain whether the observed differences in labour productivity performance
were the cause or the consequence of the differences in employment developments. However,
in the United States, the increase in trend labour productivity underpinned by a more efficient

Chart A Real GDP developments in the euro Chart B Employment developments in the
area and the United States euro area and the United States
(index: Q1 1999 = 100) (index: Q1 1999 = 100)
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----- United States «+e+ United States
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Source: ECB calculations based on data from the European Source: ECB calculations based on data from the European
Commission. Commission.

2 Analysing employment in terms of total hours worked gives a very similar picture, although the difference between the euro area
and the United States after 2000 is less pronounced.
3 Labour productivity is calculated here as real GDP divided by the number of people employed.
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use of IT capital accumulated during the 1990s  [hibiad S LIS L T AL EVE DT LS
seems to have played a significant role in
bringing about the differences in employment (index: Q1 1999 = 100)

in the euro area and the United States

growth.
m—CUTrO area
~~~~~ United States
In the euro area, employment has increased 118 118
continuously over the last few years. This may .
be related to sustained real wage moderation, 113 s
but may also reflect the progress in labour
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market reforms achieved in some euro area
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countries. Some of these reforms were .. K [
specifically aimed at increasing labour market Vi
participation. However, the very same 98 98
measures which raised labour market
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lower productivity growth. In recent years, A

. .. . Source: ECB calculations based on data from the European
active labour market policies have been aimed  Commission.
more at disadvantaged groups, resulting in an
increase in the employment of low-skilled workers (with lower potential productivity). Lower
productivity in the euro area, however, also reflects other factors, such as the relatively low use
of new productivity-enhancing technologies.’

Looking ahead, a challenge for the euro area is to raise both labour utilisation and labour
productivity growth. A good combination of both can pave the way for higher potential growth
in the longer run. In this respect, reforms which enhance productivity (e.g. policies aimed at
open and competitive product markets, increasing educational attainment, stimulating innovation
and promoting the use of productivity-enhancing technologies) in the euro area are necessary
to prepare the ground for future solid growth in economic activity.

4 Labour market reforms introduced in Germany and France, for example, are discussed in detail in Box 5 entitled “Some country-
specific factors behind recent euro area employment developments”, in the January 2006 issue of the Monthly Bulletin. See also
S. Nickell (2003): “Labour Market Institutions and Unemployment in OECD Countries”, CESifo DICE Report 1, No 2, pp. 13-26
for more evidence.

5 See also Box 9 entitled “Developments in euro area labour productivity” in the March 2005 issue of the Monthly Bulletin.

4.3 THE OUTLOOK FOR ECONOMIC ACTIVITY

Based on the latest available information, the decline in real GDP growth registered in the fourth
quarter of 2005 is very likely to have been temporary, partly reflecting a correction from the
unexpectedly strong growth recorded in the previous quarter. Recent improvements in economic
indicators, such as consumer and business confidence, suggest that real activity should strengthen
in 2006. This scenario of sustained growth is in line with forecasts by international and private
sector organisations. It is also in line with the latest ECB staff macroeconomic projections for the
euro area published in March. While the risks to the outlook appear balanced over the shorter term,
longer-term risks still emanate mainly from prevailing global imbalances and uncertainties

concerning oil price developments.
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5 EXCHANGE RATE AND BALANCE OF PAYMENTS

DEVELOPMENTS

5.1 EXCHANGE RATES

In March and early April 2006 the euro experienced a broad-based appreciation, rising against
the majority of currencies included in its nominal effective exchange rate index. The strengthening
of the euro occurred against the backdrop of renewed market concerns over the widening of the
US external imbalance and an improving euro area economic outlook.

US DOLLAR/EURO
After declining in February 2006, the euro rebounded against the US dollar in the course of March
and early April amid some fluctuations (see Chart 27). In the first half of March, the euro

Chart 27 Patterns in exchange rates

strengthened principally in response to market
participants refocusing their attention on the
size of the US current account deficit, which
widened to 7% of GDP in the fourth quarter of
2005. In the second half of the month, however,
changing market expectations over the future
course of monetary policy in the United States
seem to have temporarily supported the dollar.
Towards the end of the period under review,
evidence of an improving business climate in
the euro area, as reflected in business confidence
survey data, renewed support for the euro. As a
result of these counterbalancing factors, the
euro stood at USD 1.23 on 5 April, 3.3% above
its end-February level and 1.4% below its 2005
average.

JAPANESE YEN/EURO

The euro also appreciated against the Japanese
yen in March and in early April. The Bank of
Japan’s announcement on 9 March that it would
be abandoning its quantitative easing policy did
not seem to have a major impact on the euro/yen
exchange rate. Nonetheless, market expectations
that the interest rate differential would remain
in favour of the euro area, coupled with positive
news on euro area economic prospects, seem to
have supported the euro during this period. On
5 April the euro stood at JPY 144.2, i.e. 4.3%
above its end-February level and 5.3% above its
2005 average (see Chart 27).

EU MEMBER STATES’ CURRENCIES

Most currencies participating in ERM 1II
remained stable and continued to trade at
or close to their respective central rates (see
Chart 28). An exception was the Slovak koruna,
which fell by 1.1%, thereby returning closer to
its central rate, to trade 2.4% stronger than its
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Note: A positive (negative) deviation from the central parity
against the euro implies that the currency is on the weak (strong)
side of the band. For the Danish krone, the fluctuation band is
+2.25%; for all other currencies, the standard fluctuation band
of +£15% applies.

1) An upward movement of the index represents an appreciation
of the euro against the currencies of the most important trading
partners of the euro area and all non-euro area EU Member
States.

2) Contributions to EER-23 changes are displayed individually

for the currencies of the six main trading partners of the euro
area. The category “NMS” refers to the aggregate contribution
of the currencies of the ten new Member States that joined the
EU on 1 May 2004. The category “Other” refers to the aggregate
contribution of the remaining seven trading partners of the euro
area in the EER-23 index. Changes are calculated using the
corresponding overall trade weights in the EER-23 index.

ERM II central parity on 5 April. With regard to the currencies of other EU Member States, the
euro appreciated against the pound sterling — standing on 5 April at GBP 0.70, 3.1% above its
end-February level and 2.5% stronger than its 2005 average — while it fell by 1% against the
Swedish krona. The euro strengthened against the currencies of the largest new EU Member States,
possibly because of diminishing global demand for emerging market assets against the background
of rising yields on assets of more mature economies. The rise of the euro was particularly
pronounced against the Hungarian forint and the Polish zloty (5.1% and 4.9%), as market concerns
over the domestic and external imbalances in Hungary and political uncertainty in Poland appear
to have taken their toll.
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OTHER CURRENCIES

Between end-February and 5 April the euro fell against the Norwegian krone (1.7%), while it rose
against the Swiss franc (0.8%), the Canadian and Australian dollars (5.2% and 5.4% respectively)
and several Asian currencies.

EFFECTIVE EXCHANGE RATE OF THE EURO

On 5 April the nominal effective exchange rate of the euro — as measured against the currencies
of 23 of the euro area’s most important trading partners — was 2.8% above its level at the end of
February and close to its average level in 2005 (see Chart 29). Box 7 analyses, in a historical
perspective, the co-movements of the currencies included in the euro effective exchange rate with
the euro and the US dollar.

HOW CLOSE ARE THE CO-MOVEMENTS OF MAIN CURRENCIES?

Since the collapse of the Bretton Woods system in the early 1970s, exchange rates have
fluctuated, often in an unpredictable manner. However, careful observation of exchange rate
behaviour suggests that some currencies may co-move in a systematic fashion. For instance,
the Swiss franc and the euro often co-move closely against the US dollar, whereas the Canadian
and US dollars have historically tended to move in similar directions against the euro. As a
result, the exchange rate of the Swiss franc, for example, vis-a-vis the euro exhibits far lower
volatility than its dollar exchange rate, while the opposite holds true for the Canadian dollar.
In other words, some free-floating currencies may systematically co-move and exhibit very
different levels of volatility against different currencies.

One way of measuring the degree of co-movement of currencies is to compute the elasticity to
movements in the dollar and the euro using a third currency as the numeraire. Using the
Japanese yen as the reference currency, it is possible to estimate the regression:

Aln(e¥/x,t)= a + BAIn(e¥/€,t) + YAln(e¥/$,t) + &t (1)

where e¥/x,t is the exchange rate of currency x, for which the association with the euro and the
US dollar is to be computed. The coefficient B indicates the sensitivity of the currency to
changes in the euro exchange rate. The closer this coefficient is to 1, the stronger the
co-movement of currency x with the euro.! The same interpretation holds for y: the closer this
coefficient is to 1, the stronger the co-movement of currency x with the dollar. Estimating
equation (1) via ordinary least squares for the euro vis-a-vis the currencies included in the euro
effective exchange rate, namely the currencies of 23 of the main trading partners of the euro
area, provides estimates of B and vy for all these currencies.

The sample period, from January 1999 to March 2006, was split down the middle and
equation (1) was estimated over both sub-samples. The results, as presented in the chart, show
a relatively strong association between the euro and most of the other European currencies over

1 A coefficient close to 1 does not necessarily imply that the exchange rate was stable against the euro (or the US dollar) over the
sample. Such a measure of “stability” is rather given by the coefficient of determination (or R-square) in the estimated regression,
which indicates what proportion of the variability in the exchange rate of interest can be “explained” by the exchange rates of the
numeraire currency against the euro and the US dollar. Indeed, R-square values very close to 1 were observed for the Danish krone,
the Estonian kroon, the Hong Kong dollar and the Chinese yuan.
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both sub-sample periods.? By contrast, the Asian currencies included in the EER-23 as well as
the Canadian dollar tend to move much more closely with the US dollar. Finally, since the
launch of the euro, the pound sterling has, on average, tended to move midway between the euro
and the US dollar.

The table shows developments in the sensitivity of currencies to movements in the euro exchange
rate. It illustrates that for most currencies, the extent of the co-movement remained largely
unchanged during both sub-sample periods. Nevertheless, in some cases, the association with
the euro increased over the later period. This is most notably the case for the Lithuanian litas
after Lithuania switched its currency board from the US dollar to the euro in 2002. It is also

Sensitivity of currencies to movements in the euro exchange rate

Jan. 99-Aug. 02 ‘ Sep. 02-Mar. 06 Change in coefficient
Australian dollar AUD 0.49 0.54 0.04
Canadian dollar CAD 0.13 0.30 0.17
Swiss franc CHF 0.92 0.91 -0.01
Chinese yuan CNY 0.00 0.01 0.01
Cyprus pound CYP 0.93 0.93 0.00
Czech koruna CZK 1.06 1.03 -0.04
Danish krone DKK 0.99 1.00 0.01
Estonian kroon EEK 0.99 1.00 0.01
Pound sterling GBP 0.50 0.66 0.16
Hong Kong dollar HKD 0.00 0.00 0.00
Hungarian forint HUF 0.88 0.75 -0.13
Korean won KRW -0.16 0.02 0.18
Lithuanian litas LTL 0.15 1.00 0.85
Latvian lats LVL 0.30 0.58 0.28
Maltese lira MTL 0.60 0.87 0.27
Norwegian krone NOK 0.81 0.72 -0.09
Polish zloty PLN 0.53 0.85 0.32
Swedish krona SEK 0.76 1.04 0.28
Singapore dollar SGD 0.20 0.15 -0.05
Slovenian tolar SIT 0.99 0.98 -0.01
Slovak koruna SKK 0.88 0.99 0.11

Note: Data in the first two columns indicate the sensitivity of each currency to movements in the euro exchange rate (coefficient f in
equation 1) in each period. The figures in the last column indicate the change in the sensitivity coefficients between the two periods.
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the case for the Polish zloty, the Swedish krona, the Latvian lats, the Maltese lira and the pound
sterling. However, the degree of co-movement between the pound sterling and the euro has also
remained lower than that of most other European currencies in recent years. For the Norwegian
krone and the Hungarian forint, the association with the euro fell in the later period.

5.2 BALANCE OF PAYMENTS

The latest balance of payments data show solid growth for the values of extra-euro area imports
and exports for the three-month average up to January 2006. Meanwhile, the 12-month cumulated
current account registered a deficit of €30.2 billion in January, compared with a surplus of €39.1
billion a year earlier. This switch largely reflected a fall in the goods surplus, resulting from a
rising oil trade deficit due to higher oil prices. In the financial account, combined direct and
portfolio investment recorded net outflows of €14.4 billion in the 12-month period to January
2006, owing to declining investment in euro area debt securities and increasing euro area
investment in foreign equity securities.

TRADE AND THE CURRENT ACCOUNT

After slowing down in the fourth quarter of 2005, the latest balance of payments data show solid
growth for imports and exports, with the three-month moving average of the values of both imports
and exports of goods and services rising by 2.3% in January 2006 compared with the corresponding
figures in October 2005 (see Chart 30). This reflects robust growth in the values of imports and
exports of goods (4.1% and 3.3% respectively), while trade in services was significantly weaker,
with imports and exports of services actually falling by 3.7% and 0.9% respectively over the same
period (see Table 8).

Chart 30 The euro area current account and
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Table 8 Main items of the euro area balance of payments

(EUR billions; seasonally adjusted data, unless otherwise indicated)

Three-month moving average 12-month cumulated
figures ending figures ending
2005 2006 2005 2005 2005 2006 2005 2006
Dec. Jan. Apr. July Oct. Jan. Jan. Jan.
Current account -4.4 -3.3 1.7 -0.8 -5.3 -5.7 39.1 -30.2
Goods balance 23 -0.2 6.7 5.5 2.8 2.0 102.1 50.7
Exports 108.0 108.2 97.1 100.7 104.5 107.9  1,131.1  1,231.0
Imports 105.7 108.4 90.5 95.2 101.8 106.0  1,029.1 1,180.3
Services balance 3.7 2.2 2.4 2.2 2.5 3.3 29.8 31.5
Exports 31.9 33.2 31.2 32.1 33.1 32.8 362.2 387.4
Imports 28.1 31.0 28.7 29.9 30.6 29.4 332.3 356.0
Income balance -3.9 -0.4 -2.9 -4.0 -5.1 -4.8 -32.8 -50.5
Current transfers balance -6.5 -4.9 -4.5 -4.4 -5.4 -6.3 -59.9 -61.9
Financial account” -36.2 -12.3 -1.2 19.4 5.5 -19.1 22.1 13.7
Combined direct and portfolio investment -19.0 -33.1 -4.7 36.3 -3.2 -33.2 3.1 -14.4
Direct investment -53 5.1 -7.0 -27.9 -6.8 -4.4 -48.2 -138.2
Portfolio investment -13.8 -38.2 2.4 64.2 3.6 -28.9 51.3 123.9
Equities 31.8 -8.2 -16.0 53.2 4.9 5.6 39.2 143.0
Debt instruments -45.6 -29.9 18.4 11.0 -1.3 -34.4 12.1 -19.1
Bonds and notes -18.0 -38.6 7.4 10.1 -12.2 -24.1 39.3 -56.5
Money market instruments -27.5 8.7 11.0 0.9 10.9 -10.3 -27.2 37.4

Source: ECB.
Note: Figures may not add up due to rounding.
1) Figures refer to balances (net flows). A positive (negative) sign indicates a net inflow (outflow). Not seasonally adjusted.

Turning to imports, the weaker growth in the value of goods imports in the fourth quarter of 2005
was partly related to a deceleration in the growth of import prices, mainly accounted for by the
decline in oil prices over the same period (see Chart 31). Meanwhile, the slowdown in the growth

Chart 31 Extra-euro area exports and Chart 32 Euro area oil imports, exports and
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rate of import volumes (1.7% in the fourth quarter, compared with 2.7% in the previous quarter)
may be related to the deceleration in the growth of domestic demand in the fourth quarter.

Taking a longer-term perspective, the 12-month cumulated current account up to January 2006
registered a deficit of €30.2 billion (around 0.4% of GDP), compared with a surplus of €39.1
billion a year earlier (around 0.5% of GDP). This switch in the current account balance largely
reflects a fall in the goods surplus of €51.4 billion and, to a lesser extent, a €17.7 billion increase
in the income deficit. Meanwhile, the balances for services and current transfers remained broadly
stable.

The fall in the 12-month cumulated goods surplus to less than half of its value a year ago (from
€102.1 billion in January 2005 to €50.7 billion in January 2006) is almost entirely due to the
increased cost of oil imports resulting from higher oil prices. Chart 32 highlights the much smaller
magnitude of euro area exports of oil — mostly consisting of refined petroleum products — relative
to oil imports. Overall, in 2005 the oil deficit rose by approximately €40 billion, resulting from
an increase in the value of oil imports of almost €50 billion, which was only marginally offset by
the increase in oil exports of around €10 billion.

FINANCIAL ACCOUNT

The large net average monthly outflows of €33.2 billion in euro area combined direct and portfolio
investment in the three months from November 2005 to January 2006 reflected large net outflows
in debt instruments (€34.4 billion). Euro area debt instruments recorded net sales by foreign
investors in December 2005 and January 2006.

Chart 33 Net direct and portfolio Chart 34 Net equity flows and earnings
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Note: Latest observation refers to January 2006. Corporate
earnings growth is defined as the year-on-year change in
corporate earnings on a monthly basis. Corporate earnings are
computed as the ratio between market capitalisation and the
price/earnings ratio associated with the DataStream Total
Market stock price indices of the euro area and the United
States.



From a longer-term perspective, combined direct and portfolio investment recorded net outflows
of €14.4 billion in the 12-month period to January 2006, compared with net inflows of €3.1 billion
in the same period a year earlier. The 12-month cumulated inflows in combined direct and portfolio
investment have declined sharply since the summer of 2005 and have switched to net outflows
since December 2005 (see Chart 33).

These developments were mainly accounted for by falling foreign investment in euro area debt
securities and increasing euro area investment in foreign equity securities. On the one hand,
foreign investment in euro area bonds has been declining, possibly because of the widening of the
long-term interest rate differential between the United States and the euro area. On the other hand,
net equity inflows continued on the declining trend that started in August 2005, as a result of
increasing euro area investment in foreign equity securities. The decline in net equity inflows,
after the exceptional operation related to the restructuring of Royal Dutch Shell, might be partly
associated with lower annual euro area corporate earnings growth relative to other regions of the
world since July 2005 (see Chart 34). With regard to developments in direct investment, net
outflows have been fairly stable since October 2005.
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ARTICLES

THE IMPORTANCE OF PUBLIC EXPENDITURE
REFORM FOR ECONOMIC GROWTH AND
STABILITY

Public expenditure can promote growth by financing essential public services, such as security,
infrastructure and education. It can also smooth economic fluctuations by means of automatic
stabilisers, for example, supporting the incomes of unemployed or retired workers. Stability
requires, nevertheless, that expenditure is fully financed by revenue in the medium term,
guaranteeing in this way that current policies, as reflected in government accounts, are
sustainable.

This article shows that public expenditure-to-GDP ratios have steadily increased in the euro area
countries since the 1960s before peaking and, in some cases, declining in more recent years.
Public expenditure is, nevertheless, much higher than in most industrialised countries outside the
euro area. According to many observers, it exceeds the levels required for the efficient provision
of essential public services. The increasing levels of spending coincided with rising taxes and
disincentives to work and invest, as well as growing fiscal imbalances. More recently, population
ageing is pointing to additional expenditure pressures that risk undermining fiscal
sustainability.

Several euro area countries have already made important progress with regard to expenditure
reform. They have experienced remarkably strong fiscal and growth performance. But more
progress is needed in a number of countries, notably in those Member States which have been in
excessive deficit over recent years. Expenditure reform should be underpinned by compliance with
the EU fiscal and policy coordination framework and by improvements in national fiscal
institutions.

I INTRODUCTION Section two reviews expenditure trends and

patterns in the euro area. Section three examines

In recent years, the expenditure side of public
budgets has gradually received greater attention
in the economic policy debate, both at the
national and the EU level. On the theme of the
“quality” of public finances there has been
growing debate on how much governments
should spend and on what, and how expenditure
reform can contribute to more economic growth
and stability. Awareness of the importance of
expenditure reform has also been raised by
persistent deficits and high debt, coupled with
tax rates that are comparatively high from an
international perspective and strong spending
pressures stemming from population ageing.

This article focuses on the relevance of public
expenditure for growth and stability. Naturally,
public spending can also pursue other objectives,
such as redistribution or social cohesion, which
can be seen as contributing to economic
welfare.

the conceptual and empirical linkages between
public expenditure, economic growth and fiscal
sustainability. Expenditure reform experiences
are addressed in Section four. Section five
discusses expenditure reform in the context of
fiscal institutions and European economic
policy coordination. Section six provides
concluding remarks.

2 EXPENDITURE TRENDS AND PATTERNS IN
THE EURO AREA

The importance of public expenditure and the
potential for reform in the euro area economies
becomes apparent when looking at trends and
international comparisons in public expenditure
developments. The expenditure-to-GDP ratio of the
euro area increased significantly from 30.4% of
GDP in 1960 to 45.0% of GDP in 1980 and gradually
rose further to 49.0% of GDP in 1998, before
declining somewhat to stand at 47.7% of GDP in
2004 (see Table 1). From an international
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Table | Total general government expenditure

(percentages of GDP)

\ 1960 \ 1980 \ 1998 \ 2004 \ Maximum (year)
Belgium 332 56.1 512 502 61.0 (1983)
Germany 31.8 47.1 48.7 47.5 50.2 (1996)
Greece 206 29.0 49.5 49.9 52.0 (2000)
Spain 203 315 41.0 39.0 47.6 (1993)
France 334 457 535 54.0 55.4 (1996)
Ireland 26.0 46.1 34.8 342 49.8 (1982)
Italy 28.1 43.0 49.6 48.6 57.1 (1993)
Luxembourg 254 484 42.1 45.6 51.7 (1981)
Netherlands 293 533 46.0 47.1 57.1 (1983)
Austria 34.1 46.8 53.9 50.4 56.7 (1995)
Portugal 147 34.8 423 46.5 46.5 (2004)
Finland 263 39.1 52.8 515 61.0 (1993)
Euro area 304 45.0 49.0 477 51.9 (1993)
United Kingdom 36.1 432 40.0 4.1 45.4 (1984)
Japan 16.6 315 425 38.6 42.5 (1998)
United States 282 33.8 33.0 343 37.2(1992)

Sources: European Commission, OECD for Spain in 1964, and ECB for euro area aggregated data.

1) Data for 1964.

perspective, public expenditure-to-GDP ratios in
the euro area are very high. They exceed those of
the United States and Japan by a wide margin.
These two countries’ public spending is roughly
one-quarter lower than that of countries in the euro
area.

This general picture, however, masks significant
differences between countries. Spending ratios
ranged from approximately 35% of GDP in
Ireland to well above 50% of GDP in France in
2004. The overall increase of 17.3 percentage
points of GDP for the euro area between 1960
and 2004 corresponds to a rise in spending ratios
in all countries. However, this average reflects a
minimum increase of 8.2 percentage points of
GDP in Ireland and a maximum increase of 31.8
percentage points of GDP in Portugal.

There was an important break in the upward
trend in expenditure as expenditure-to-GDP
ratios peaked at some point in the 1980s or 1990s
in most euro area countries. In the majority of
cases, this maximum level exceeded 50% of
GDP. Following the peaks in public expenditure,
a few countries started to reduce public spending
ratios in the 1980s, and most other euro area
countries curtailed their spending commitments
from the early to mid-1990s. In some cases,
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this reduction was very significant, exceeding
10 percentage points of GDP compared with
peak levels.

When looking at the composition of public
expenditure at the euro area level in 2004, one
can see that broadly two-fifths of total public
spending was dedicated to public consumption,
the main component of which is constituted by
the wages of government employees (see
Table 2). One-tenth of public expenditure or
about 5% of GDP was for public education. A
further two-fifths of total spending was allocated
to transfers and subsidies to households and
enterprises. This mainly consisted of social
security-related spending and, to a much smaller
extent, industrial support. Only about 5% of
government spending related to public
investment. The servicing of public debt fell
strongly in recent years to little more than 6%
of total spending.

The small reduction in the euro area expenditure
ratio since the start of Stage Three of EMU was
mainly achieved thanks to a decrease in interest
payments. This is above all the consequence of
declining long-term interest rates implicit in the
outstanding stock of government debt after
entering Monetary Union (the “EMU premium”).



Table 2 Composition of total general

government expenditure in the euro area

(percentages of GDP)

| 1998 | 2004

Total expenditure 49.0 47.7
Interest 4.6 32
Primary expenditure 44.4 44.5
Compensation of employees 10.6 10.5
Current transfers 254 253
of which: subsidies 2.1 1.8
Investment 2.4 2.5
Capital transfers 1.4 1.4
Other expenditure 4.6 4.8
Memo item: government consumption 19.7 20.3

Source: ECB.

By contrast, the primary expenditure-to-GDP
ratio remained broadly stable.

In analysing the link between public expenditure
and the impact of public finances on economic
stability and growth, it is useful to look at the
relationship between public spending and
deficit and debt developments. The emergence
of chronic deficits in Europe coincided with
strong expenditure increases in the 1970s and
early 1980s (see Chart 1). It was only when
expenditure ratios started to decline more

Chart | General government balance,

expenditure and revenue ratios in the

markedly in the second half of the 1990s that
fiscal deficits were also significantly corrected.
The reversal in aggregate deficits after the year
2000 came about when tax cuts were not
accompanied by a corresponding decline in the
expenditure ratio.

Indirectly, expenditure developments also
influence debt developments. Chart 2 shows
that the public debt ratio of the euro area
continued to rise as long as expenditure
remained on a steep upward path and deficits
were high. This trend briefly reversed in the
second half of the 1990s but the recent period
has again seen increasing debt ratios.

When discussing public expenditure and related
challenges, it is also crucial to anticipate future
developments that could strongly affect
government commitments. In this regard, the
most important factor is the fiscal cost of
population ageing. This can be expected to
burden public budgets over the decades to come
in Europe in the form of pension, health care
and long-term care spending. Age-related public
expenditure projections point to a future
increase in total pension expenditure in most
countries of between 3% and 8% of GDP, but in
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Table 3 Projected changes in selected age-related expenditure-to-GDP ratios between 2004

and 2050

‘ Pensions (1) ‘ Health (2) ‘ Long-term care (3) ‘ Total V (1+2+3)
Belgium 5.1 1.4 1.0 7.5
Germany 1.7 1.2 1.0 39
Greece na 1.7 na na
Spain 7.1 22 0.2 9.5
France 2.0 1.8 na na
Ireland 6.4 2.0 0.6 9.0
Italy 0.4 1.3 0.7 24
Luxembourg 7.4 1.2 0.6 9.2
Netherlands 3.5 1.3 0.6 5.4
Austria -1.2 1.6 0.0 0.4
Portugal 9.7 0.5 na na
Finland 3.1 1.4 1.8 6.3
Euro area 2.6 1.5 0.5 4.6

Sources: Economic Policy Committee, Ageing Working Group, January 2006.
Note: na = not available.
1) Small expenditure reductions may be expected due to lower spending on education and unemployment.

EXPENDITURE COMPARABILITY ISSUES

A number of drawbacks in the measurement of public finances and a lack of consistent cross-
country information make it difficult to fully compare public spending behaviour across
different countries, in terms of both levels and composition.' In particular:

— Some countries substitute direct spending with tax expenditure, for example by providing
tax allowances for married couples and children instead of direct transfers.

— Whereas some countries tax social transfers in the same way as wage income, others exempt
them partially or completely from taxation. As a result, expenditure and revenue levels in
this category are on average higher in the first group of countries.

— Mandatory private insurance schemes for pensions, unemployment or health care reduce the
headline figures for public expenditure in some countries. Conversely, state contributions to
voluntary payments into social security funds increase spending levels.

— Public-private partnerships (PPPs) are treated differently across countries and can temporarily
reduce the level of public investment spending, especially if cost accounting
for a PPP project is spread over a longer time period than for a conventional public
investment.

— In some cases, contingent liabilities like state-backed loan guarantees may not be reflected
in public expenditure figures, therefore, the potential future spending commitments of the
government may be understated. Additionally, the size of contingent liabilities varies
considerably across different countries.

1 See, for instance, “Enhancing the Effectiveness of Public Spending: Experience in OECD Countries”, by I. Joumard, P. Kongsrud,
Y.-S. Nam and R. Price, OECD Economics Department Working Paper No 380, 2004.
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These factors can explain differences between countries in the figures for total spending and
on certain categories of up to several percentage points of GDP. Fiscal reforms can also increase
or reduce such differences over time. However, a correction of expenditure data for such
influences over time and across countries is not available.

certain euro area countries this ratio may be
even higher (see Table 3). If unchecked, these
obligations would again put public expenditure
on a significant upward trend in the coming
decades.

3 LINKAGES BETWEEN PUBLIC EXPENDITURE,
ECONOMIC GROWTH AND FISCAL
SUSTAINABILITY

Public expenditure policies are key for
promoting economic growth and preserving a
stable macroeconomic environment, which
require sustainable public finances. From this
perspective, expenditure policies are of high
quality if they (i) provide essential goods and
services, (ii) make efficient use of public
resources in undertaking these activities, and
(iii) underpin macroeconomic stability, being
medium-term oriented, predictable and
sustainable. While the first two conditions refer
to objectives of effectiveness and efficiency,
the third one is instrumental for the attainment
of the other two. Moreover, expenditure policies
can underpin the institutional framework in
which an economy operates and which itself is
the fundamental precondition for growth and
stability.

A minimum of public spending is indispensable
to allow a market economy to function. Legal
constraints and rules that secure property rights
and efficient markets minimise political
uncertainty, promote competition, secure
adequate information and allow efficient risk
management. This, in turn, induces economic
agents to work, save, invest, specialise and
innovate, which is conducive to employment
and growth. Expenditure policies that, for
example, secure sufficient funds for internal
and external security and public administration,

favour a high quality civil service, and abstain
from undue subsidies, also ensure that
institutions and private markets work smoothly
and that the wheels of the economy are well
oiled.

Core public spending includes mainly essential
expenditure for administrative services and
justice, basic research, basic education and
health, public infrastructure and internal and
external security. Spending on these categories
can raise the growth potential of an economy
not only through the institutional channel
mentioned before but also by increasing the
labour supply and the quality and stock of
human and physical capital. Infrastructure
spending may not only be beneficial by itself
but may also crowd in additional private
investment. However, the benefits of additional
expenditure must also be assessed against the
costs of the required taxation — a dimension that
is often neglected.

The limits of core spending are hard to assess
precisely. If it is assumed to be approximated by
the sum of government consumption, in the
euro area the level was around 20% of GDP
during the last decade (see Table 2 above).
However, not all spending included under these
categories is likely to be core or essential. It is
not a given that the government should be the
principal provider of higher education,
electricity or other services. Moreover, some
public investment spending may go into projects
motivated by other political aims, including
prestige, rather than responding to genuine
infrastructure needs.

The remaining main spending category is
transfers and subsidies which is of a
redistributive nature and is typically considered
“unproductive”, as it does not stimulate growth,
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but may have significant economic costs due to
distortive taxes and adverse incentives effects.
Public spending on early retirement or to
maintain inefficient industries is particularly
noteworthy in this regard as such measures
reduce incentives to work and invest in
productive activities. Nevertheless, spending
on basic social safety nets could be seen as
productive. They reduce the need for
precautionary savings and enhance the ability
of economic agents to take risks. Redistributive
social spending, as noted above, has been the
fastest growing spending category in recent
decades and reached an average of around 20%
of GDP in the euro area.

Public spending is managed in the most efficient
way when it minimises the need for financing
to attain a certain policy objective. The
efficiency of public spending can be improved
through a number of techniques, such as
performance budgeting, human resource
management tools and market-like pricing
mechanisms. Audit and public procurement
rules and cost-benefit analysis can also help in
this regard. For some services, public financing
(or financial support) can be combined with the
private provision of services if this allows a
better use of public money. In the area of social
spending, efficiency can be increased if outlays
are better targeted to the poor.

In order to promote growth and stability,
expenditure policies have to be sustainable.

Sustainability enhances the confidence of
economic agents in the stability of the future
economic environment and their willingness to
invest. This, in turn, supports growth, which
further boosts sustainability. If governments
want to enhance sustainability by lowering
deficits and debt without raising taxes,
expenditure restraint and reform are the only
option. If additional tax cuts are found to be
warranted, this would require further expenditure
retrenchment. Moreover, public expenditure
may stabilise demand in periods of economic
fluctuation via automatic stabilisers. However,
the resulting higher deficits can stabilise
demand effectively only if public accounts are
perceived to be sustainable. Agents are then
less likely to react to rising deficits with
increased savings that would undo the stabilising
effect.

Empirical evidence abounds that higher public
spending per se does not always translate into
better outcomes.! Above a certain point, public
spending can even be harmful to growth and
sustainability. Moreover, there is clear evidence
that spending-induced fiscal deficits are
detrimental to attaining these objectives. In any
case, the existing literature does not allow for
the determination of an objective and
unambiguous classification of “high quality”

1 For a survey of results see “Quality of public finances and
growth”, by A. Afonso, W. Ebert, L. Schuknecht and M. Théne,
ECB Working Paper No 438, February 2005.

MEASURING AND ASSESSING EXPENDITURE EFFICIENCY

The adequate measurement and assessment of public sector efficiency is a difficult empirical
issue, and related literature that includes international comparisons is particularly scarce. One
possible approach is to compute indicators of public sector performance, which can then be
assessed against the amount of public resources used. The resulting efficiency indicators allow
comparisons to be made between countries.! Such indicators can measure performance and
efficiency in providing opportunities and a level playing-field in the market process and the

1 See “Public Sector Efficiency: An International Comparison”, by A. Afonso, L. Schuknecht and V. Tanzi, 2005. Public Choice 123

(3-4), pp. 321-347.
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traditional “Musgravian” tasks of government: macroeconomic stabilisation, income
redistribution and efficient resource allocation. These indicators can then be aggregated to form
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Most studies on public spending efficiency analysis apply non-parametric approaches, such as
Data Envelopment Analysis. They look at measures of public sector outputs/outcomes, and
compare these to the inputs measured in monetary terms or quantitative input measures. For
instance, countries, municipalities or schools are seen as decision management units, which
use inputs (the number of teachers or public spending on education) and produce education
services whose quality can be measured through the level of student proficiency (e.g. in tests
conducted by the Programme for International Student Assessment — PISA).? Using these
approaches it is possible to derive a theoretical production frontier and the distance of each
observation (decision management unit) from the frontier is used to obtain efficiency scores.

On the whole, this literature finds some differences in the effectiveness and major differences
in the efficiency of public spending across industrialised countries. A better public sector
“performance” is largely not correlated with more public spending. This points to declining
marginal returns of higher public spending and the possibility of attaining favourable outcomes
for key policy objectives with much lower spending than is the case today in many countries.

2 For an example see “Non-Parametric Approaches to Public Education and Health Efficiency in OECD Countries”, by A. Afonso and
M. St. Aubyn, 2005. Journal of Applied Economics 8 (2), pp. 227-246.

expenditure items, their optimum level, and
their precise impact on sustainability and
growth. Nevertheless, empirical studies and
simulation models have facilitated a better
understanding of the transmission mechanisms
and the effects of expenditure policies on the
economy. Quality indicators for public finances
and commonly used methodologies for their
assessment and international comparison can
be illustrative and helpful for assessing
expenditure efficiency (see Box 2).

4 EXPENDITURE REFORM EXPERIENCES

National experiences of public expenditure
reform in the euro area over recent decades are
very heterogeneous. Some euro area countries
have significantly reduced their total and
primary expenditure ratios. Others have made
little visible progress in curtailing public
spending, despite the fact that interest payments
have declined significantly since the early
1990s due to the structural fall in interest rates
(the “EMU premium”).

Seven euro area countries embarked on sizeable
expenditure  retrenchment and reform
programmes of public spending. These “reform
countries” are characterised by primary
expenditure cuts exceeding 5% of GDP compared
with their respective historic spending peaks.
Expenditure reforms, however, were typically
not undertaken in isolation but as part of a
broader, comprehensive agenda of reforms.
Historically, two “waves” of reform can be
discerned, one starting in the early 1980s, and
another commencing in the early to mid-1990s
in the context of the EMU convergence process
and following the signing of the Maastricht
Treaty. Four countries began reforms in the first
wave (Belgium, Ireland, Luxembourg and the
Netherlands), and another three countries started
reforms in the second wave (Spain, Austria and
Finland), with the Netherlands and Ireland also
engaging in a second major reform effort during
this period. By contrast, the other five euro area
countries made little or no progress on primary
expenditure reform and currently report public
expenditure ratios near or at their all time high.
These also happen to be the five countries that
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Chart 3 Reductions in individual expenditure

categories over 2 and 7 years following historic
spending peaks in the reform countries
(changes in GDP ratios)
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are subject to an excessive deficit procedure at
the time of writing. To illustrate both short-term
reform efforts and the efforts made over a full
“reform wave”, Chart 3 shows the expenditure
reductions that the reform countries (excluding
Luxembourg) have undertaken within two and
seven years after their respective expenditure
peaks.

The empirical evidence suggests that on average
the reform countries were able to cut total
expenditure by nearly 3% of GDP within two
years and by about 9% of GDP over seven years.
The reductions have occurred mostly in the area
of primary expenditure. While falling interest
payments did contribute to some extent to the
overall decrease in public spending over time,
the bulk of the expenditure retrenchment was
achieved by discretionary cuts in the areas of
government consumption and income transfers
and subsidies. This indicates that a strong
effort was made to streamline government
commitments in these reform countries.
Reductions in government consumption were
often accomplished by lower spending on the
public wage bill, which, in turn, was brought
about by a combination of wage restraint and
personnel reductions. Cuts in income transfers
were achieved by the adjustment and/or better
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targeting of benefits. Despite some decline,
productive spending such as on investment and
education has typically not been affected
disproportionately, so that these reforms also
resulted in an improved composition of public
expenditure. Furthermore, the reforms have on
average allowed substantial and fully financed
tax cuts.

On the whole, the countries that undertook
sizeable expenditure retrenchment as part of
broader reform agendas have been remarkable
success stories when looking at the post-reform
development of macroeconomic indicators.
Chart 4 presents fiscal and economic indicators
for this group compared with the other euro
area countries as well as with the euro area as a
whole in the period following the adoption of
the Maastricht Treaty.

Since 1993, the reform countries have on
average reduced their public expenditure-to-
GDP ratios from 52% to around 44%. The
remaining five euro area countries continued
registering expenditure ratios that, on average,
stayed above or close to 50% of GDP. In recent
years, however, expenditure ratios have broadly
stagnated in both groups.

Expenditure reforms generally coincided with
an overall stronger and more persistent
improvement in the fiscal balance. This can
clearly be seen from the comparison of the
reform countries with the other five shown in
Chart 4b. While most reforms helped to correct
what were at times grave fiscal imbalances,
some were associated with remarkable
turnarounds in debt dynamics, which then
enabled further favourable developments of the
debt-to-GDP ratio (see Chart 4c). These charts
also provide an interesting picture of recent
years. The reform countries on average
experienced some deterioration in their fiscal
balances during the recent period of weak
economic growth as automatic stabilisers were
allowed to operate. But they were able to
maintain deficits at reasonably low levels that
still enabled the downward debt trend to
continue. The five other countries, however,



Chart 4 Indicators for reform countries and other euro area countries as well as the euro area
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experienced a re-emergence of major imbalances
and renewed upward debt dynamics. This
suggests that expenditure retrenchment can be
a highly effective way to secure lasting fiscal
consolidation.?

Expenditure retrenchment and reform coincided
with a significant rebound in employment and
potential growth. For the reform countries,
potential growth increased by almost
1 percentage point to well above 3% during the
reform period between the early and late 1990s
(see Chart 4d). The other countries, by contrast,
experienced a flat potential growth rate of
around 2%. In recent years, the gap in potential
growth between the two country groups has
remained broadly stable.

There are also two important features regarding
the timing of reform. Front-loading the
adjustment effort is a remarkable common
characteristic of these expenditure reform
experiences. A significant share of retrenchment
measures was usually implemented in the initial
two years, when primary expenditure came
down by an average of 1.5% of GDP per year.
Moreover, expenditure reforms started in a
context of low economic growth or recession.

2 For further related discussions and empirical evidence, see for
instance “Fiscal Adjustments in OECD Countries: Composition
and Macroeconomic Effects”, by A. Alesina and R. Perotti,
1997, IMF Staff Papers, 44 (2), pp. 210-248; “Non-Keynesian
fiscal consolidation in the EU? Ex post evidence and ex ante
analysis”, by G. Giudice, A. Turrini and J. in’t Veld, 2004,
CEPR Discussion Paper 4388; “Reforming Public Expenditure
in Industrialised Countries. Are there Trade-Offs?”, by
L. Schuknecht and V. Tanzi, 2005, ECB Working Paper No 435.
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These features are understandable from a

EXAMPLES OF SUCCESSFUL EXPENDITURE REFORMS

Ireland faced a persistent slowdown in GDP growth in the early 1980s, accompanied by rising
unemployment and inflation as well as widening fiscal deficits. Following some retrenchment
after 1982, a comprehensive turnaround was undertaken from 1987 which, under the “Programme
for National Recovery”, centred on a deep-rooted expenditure reform. These reforms resulted
in a decline in primary spending of over 11% of GDP up to 1989 compared with the maximum
level 0f 41.6% of GDP in 1982. Total spending was lastingly reduced by more than 15% of GDP,
to stand at 34.2% of GDP in 2004 compared with the peak level of 49.8% of GDP in 1982.

The Irish expenditure reform comprised fiscal consolidation with comprehensive structural
reform measures. On the fiscal side, public consumption was brought down by a combination
of wage constraint and a significant reduction in civil service personnel. Public employment
declined by almost 14% between 1982 and 1989. In addition, expenditure reforms involved
sizeable reductions in income transfers and subsidies, the latter being cut by almost two-thirds
in 1988 alone. Furthermore, social spending and specifically health and pension expenditure
was reduced to a considerable extent. Eligibility for social security benefits was tightened and
targeting was improved while the real value of benefits was frozen. This enhanced labour
market incentives. Economic growth picked up in the wake of the reform and delivered fiscal
surpluses, enabling a rapid decline in public debt and significant tax cuts to be achieved.

Spain entered a period of growth slowdown in 1992 and went into recession the year after,
contributing to significant fiscal deficits and an unemployment rate of close to 24%. The
government implemented an ambitious and comprehensive reform programme in the mid-
1990s. Total and primary expenditure declined by almost 3% of GDP in the first two years of
adjustment after 1993 and fell by over 8% and close to 6% respectively by 2004.

The main reform period was 1994-97. The biannual budget for 1994 and 1995 focused on
restraint in public sector wages and reductions in public employment and lowered spending on
subsidies and social transfers (especially in the areas of unemployment, pensions and disability
benefits). For 1996 and 1997, discretionary expenditure was compressed further with a particular
squeeze on government consumption and subsidies. The determined expenditure reform,
coupled with significant structural reforms, laid the groundwork for a broad-based fiscal
consolidation, improved labour market performance and economic recovery. The achievement
was facilitated by institutional improvements as well as by constructively engaging in the
Maastricht convergence process.

5 THE IMPORTANCE OF THE INSTITUTIONAL

perspective of political economy if one considers
that the urgency of reform is more imminent in
bad times and, once the political will is mustered
to undertake bold spending cuts, it appears
natural to implement these quickly and early in
the reform process.
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FRAMEWORK FOR EXPENDITURE REFORM

Despite their economic benefits, expenditure
reforms are often politically difficult to
implement. From a political economy
perspective, the time it takes for benefits to
materialise and the resistance of special interests



that fear to lose from such reforms can bias the
political  process against expenditure
rationalisation. One way to remedy such biases
is via fiscal institutions. Effective institutions
are crucial for maintaining a high degree of
effectiveness, efficiency and affordability in
public spending and for countering opportunistic
(e.g. election-oriented) expenditure policies. In
the euro area, European and national institutions
each have arole in supporting sound expenditure
policies and reform.

The design of Monetary Union has kept public
expenditure and its institutional underpinning a
prerogative of national sovereignty. Nevertheless,
at the European level there are rules and
institutions that underpin the different national
systems in strengthening the “quality” of public
finances. The Stability and Growth Pact, based on
the Treaty, not only specifies a 3% of GDP
reference value as a limit for government deficits,
but essentially provides a medium-term framework
for multilateral budgetary surveillance. It provides
for the monitoring of the development of fiscal
variables (including public expenditure) across
the EU and presents Member States with a
structured process and methodology to define a
multi-annual fiscal policy perspective and commit
to budgetary targets. This, at least indirectly, also
influences and constrains public spending.

The revised Stability and Growth Pact places
great emphasis on further improvements to the
governance of fiscal policy at the national level.
The ECOFIN Council, in its report entitled
“Improving the implementation of the Stability
and Growth Pact”, stated that “national
budgetary rules should be complementary to
the Member States’ commitments under the
Stability and Growth Pact”. The report also
points to the possibility of extending the
multilateral surveillance process to the matter
of how to implement and improve existing
national rules. Finally, the ECOFIN report
includes specific references to the overall
quality of public finances as elements to be
taken into account when assessing fiscal
developments in the EU.3

At the structural level, the Broad Economic Policy
Guidelines and the Employment Guidelines, which
are now subsumed under the Integrated Guidelines,
jointly formulate a comprehensive and integrated
strategy of macroeconomic, microeconomic and
employment policies, geared to improve Member
States’ growth performance. These include advice
on public expenditure policies and their institutional
underpinning. In the new set of Integrated
Guidelines for 2005-2008, Member States are
asked to direct the composition of public spending
towards growth-enhancing items, adapt tax
structures and benefit systems to strengthen
potential growth, and properly assess the
relationship between public spending and the
achievement of policy objectives. It was also
agreed that “Member States should, in view of the
projected costs of ageing populations, reform
pension and health care systems to ensure that they
are financially viable”. This agreement is fully in
line with the so-called “three-pronged strategy” to
deal with the budgetary challenges of population
ageing, which calls for countries to raise
employment, reduce public debt and reform
pension systems.*

More recently, the ECOFIN Council (24

January, 2006) has argued that “improving the

quality of public finances can contribute to

increasing growth and employment” and
mandated further work on improving the
efficiency and effectiveness of public spending.

The ECOFIN Council also invited a

comprehensive analysis of fiscal rules and

institutions in the EU and asked for reinforced
efforts to improve the availability of fiscal data.

Moreover, it called for further progress to be

made on the measurement of public expenditure

efficiency and in the information content of
public budgets. Hence, Member States can avail
themselves of the EU framework to embed

national expenditure reform efforts in a

multilateral context, benefiting from peer

review and benchmarking mechanisms.

3 “Improving the implementation of the Stability and Growth Pact
(SGP)”, Presidency Conclusions of the Brussels European
Council, 22-23 March 2005.

4 See the article entitled “The need for comprehensive reforms to

cope with population ageing” in the ECB Monthly Bulletin of
April 2003.
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Complementary to and with the help of the
fiscal policy framework at the European level,
national budgetary institutions can and should
be strengthened through fiscal rules that
enshrine expenditure discipline and efficiency
at all levels of government. Such expenditure
rules are already widespread in the euro area
and provide additional tools to control public
spending, thereby complementing the EU rules-
based fiscal policy framework. In most cases,
they allow the fixing of expenditure targets “ex
ante” in the process of budgetary formation.
However, clear implementation mechanisms
and “ex post” control and enforcement are
indispensable for such rules to be effective.

Expenditure reforms in a number of euro area
countries were arguably boosted by the
establishment of the European fiscal framework.
The fiscal convergence required to enter Monetary
Union and the need to comply with the rules of

the Stability and Growth Pact thereafter induced
countries to reconsider their expenditure
commitments. But in the countries that
significantly reformed public expenditure, the
incentives deriving from European rules were
typically complemented by institutional
improvements to the national budgetary
procedures. These included (i) the introduction of
effective expenditure ceilings and budgetary
control mechanisms in Spain and Finland, (ii) the
strengthening of fiscal rules in Belgium, the
Netherlands and Austria, (iii) the conclusion of an
ambitious fiscal contract within the coalition
government of the Netherlands, (iv) legal changes
to the budgetary legislation process and enhanced
control over expenditure in Finland, (v) the
introduction of a fiscal council in Belgium, (vi)
multi-year budgeting e.g. in the Netherlands and
(vii) far-reaching delegation of fiscal control to
the Minister of Finance as implemented in
Ireland.

EXPENDITURE RETRENCHMENT IN STABILITY PROGRAMMES

All euro area countries report their medium-
term budget plans including expenditure
policies in annual updates of their stability
programmes. However, implementation of
expenditure plans in the euro area has been
persistently disappointing. The stability
programmes foresaw sizeable reductions in the
ratio of government expenditure each year,
with which the actual development compares
poorly (see the chart).

The disappointing discrepancy between plans
and actual developments was mainly due to the
poor performance of countries that did not
significantly reform public expenditure. Higher
expenditure ratios were also in part due to
overoptimistic growth forecasts. However,
insufficient expenditure adjustment measures
and overruns on spending compared with plans
have contributed even more substantially.
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These experiences show that institutional
innovations are typically country-specific and,
in order to be effective, have to be tailor-made
for the national set-up of budgetary procedures.
However, despite considerable progress in some
Member States, the overall development of
public expenditure in the euro area still points
to a clear need for improvement, in particular in
those countries that have not yet reformed
public expenditure sufficiently (see Box 4).

6 CONCLUSION

Public expenditure policies respecting sound
government finances are key to fostering growth
and preserving macroeconomic stability. Public
expenditure supports growth via public services,
such as security, infrastructure, education and
basic social safety nets. If public expenditure
enhances growth and is appropriately financed,
it also guarantees the sustainability of fiscal
accounts and it can smooth economic
fluctuations via automatic stabilisers.

This article shows that public expenditure ratios
have steadily increased in the euro area countries
since the 1960s before peaking and, in some
cases, declining in more recent years. Public
expenditure in the euro area is, moreover, much
higher than in most other industrialised
countries. According to many observers, it
exceeds the levels required for the efficient
provision of essential public services. The
increasing levels of spending coincided with
rising taxes and disincentives to work and
invest, as well as growing fiscal imbalances.
More recently, population ageing is pointing to
additional expenditure pressures that risk
undermining fiscal sustainability.

This article explains that further expenditure
reforms are needed in many countries to reduce
the level of spending on non-core tasks of the
public sector, enhance the efficiency and
incentive effects of public spending and
prioritise productive objectives within public
sector activity. Moreover, spending reductions
would alleviate fiscal imbalances while also

allowing for lower taxes. Such measures would
support macroeconomic stability, promote
growth and create a better environment for price
stability.

The positive experiences of some euro area
countries with expenditure reforms have
received too little attention in the past. They
point to a virtuous circle of expenditure reform,
growth and sustainability when the strategy is
ambitious and comprehensive. These cases also
show that institutional reforms of domestic
budgetary procedures and compliance with the
European governance framework for fiscal and
structural policies can support the reform

process decisively. Such countries have
experienced strong fiscal and growth
performance.
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PORTFOLIO MANAGEMENT AT THE ECB

The ECB owns and manages three kinds of portfolios: the foreign reserve portfolios; the own funds
portfolio; and the portfolios corresponding to the pension fund. This article outlines the approach
followed in managing these portfolios and provides information about this activity. It also briefly
outlines the main operational, IT and legal aspects of this activity.

I GENERAL DESCRIPTION OF THE PORTFOLIO
MANAGEMENT FRAMEWORK

The ECB currently owns three kinds of
portfolios. The first and largest comprises the
foreign reserves of the ECB, which at the end
0f 2005 had a market value equivalent to around
€41 billion, of which around €31 billion was in
foreign currencies — the US dollar and the
Japanese yen — and around €10 billion was in
gold and special drawing rights (SDRs). The
ECB’s foreign reserves are one component of
the foreign reserves of the Eurosystem, the
other component being the foreign reserves of
the euro area NCBs. At the end of 2005, total
Eurosystem foreign reserves amounted to
around €320 billion, of which €142 billion was
in foreign exchange assets and €178 billion in
gold, SDRs and IMF reserve positions.
Reflecting mostly portfolio choices of NCBs,
the foreign reserves of the Eurosystem declined
steadily, net of exchange rate changes, between
1999 and 2005. By contrast, — leaving aside the
one-off impacts of the foreign exchange market
interventions of September and November 2000
— in broad terms, the ECB’s foreign reserves
remained stable over this period, with changes
mainly reflecting exchange rate fluctuations
and accumulated portfolio returns (see
Chart 1).

The purpose of the ECB’s foreign reserve
portfolio is to ensure that, whenever needed, the
Eurosystem has a sufficient amount of liquid
resources for its foreign exchange policy
operations involving non-EU currencies, such
as the interventions that took place in September
and November 2000.! It should be noted,
however, that the ECB’s capacity to intervene in
the foreign exchange market is not restricted by
its foreign reserve holdings. This is because:
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— NCBs are committed to providing an
additional amount of foreign reserves to the
ECB, should the need arise;

— the ECB could fund interventions without
having recourse to foreign reserve holdings,
for example by using foreign exchange
swaps with the market or with the relevant
central banks;

— foreign exchange operations involving EU
currencies, including interventions related
to the Exchange Rate Mechanism II, can be
funded within the ESCB?.

The distribution between US dollar and Japanese
yen assets reflects both estimated needs in case
of market intervention and risk optimisation.
At the start of 1999 the ratio of US dollar to
Japanese yen assets was 90/10. At the end of
2005, following foreign exchange market

1 Further information about the Eurosystem’s foreign exchange
operations is available at the following internet address:
http://www.ecb.int/ecb/orga/tasks/html/foreign-exchange.en.html.

2 The ESCB is composed of the ECB and the NCBs of all 25 EU
Member States.
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Chart 2 Currency distribution of the ECB’s

foreign exchange reserves
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fluctuations and some rebalancing operations,
the ratio was around 85/15 (see Chart 2).

The second portfolio is the own funds portfolio.
The invested paid-up capital and the general
reserve fund of the ECB form the basis of
this portfolio, which amounted to around
€6.4 billion at the end of 2005. The purpose
of the own funds portfolio is to provide the
ECB with a reserve to meet possible losses. The
portfolio is invested in euro-denominated assets.
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The third, and by far the smallest, portfolio is the
ECB’s pension fund portfolio, where the money of
the ECB’s retirement plan is invested. The ECB’s
pension fund amounted to €161 million at the end
of 2005, with total contributions by the ECB and
its staff of around €20 million in 2005. The assets
of the ECB’s pension fund are owned directly
by the ECB but are earmarked for the retirement
plan; the financial results of the portfolio
investment are retained within the fund.

The three portfolios are very different not only
in terms of size, but also as regards composition,
purpose, objective and management. However,
the ECB applies some overarching portfolio
management principles and rules to all three
portfolios.

— First, the ECB applies a “market neutrality
principle”: it endeavours, in its portfolio
management activities, not to cause any undue
distortion in market prices. In practice, this
means that the ECB’s portfolio management
activities are only conducted in markets that
are deep and liquid enough to ensure that
portfolio management transactions are easily
absorbed at market-determined prices.

— Second, the ECB applies professional ethics
rules, as set out in the “Code of Conduct of
the ECB” and the “Rules on professional
conduct and professional secrecy”. These
documents give guidance on matters of
professional ethics to all ECB employees. In
this context, insider trading rules, aimed at
avoiding the use of inside information for
private investment activities by the people
involved in portfolio management, are
obviously of particular relevance.’

— Third, the ECB applies a strict separation
between portfolio management and other
activities: a Chinese Wall, which is reflected
in the ECB’s organisational structure,

3 Further information about the ECB’s corporate governance is
available at the following internet address: http://www.ecb.int/
ecb/orga/governance/html/index.en.html.



ensures that the people involved in portfolio
management activities do not receive any
privileged information from other parts of
the ECB. The idea behind this is to prevent
any conflict of interest between the policy
and the investment activities of the ECB.

2 ORGANISATIONAL ASPECTS

The ECB has organised portfolio management
activities in distinct ways for its foreign
reserves, own funds and pension fund portfolios,
thereby taking account of the different
objectives assigned to each portfolio.

For the ECB’s foreign reserves, the portfolio
management objective is to maximise returns
through prudent portfolio management, subject
to the stringent security and liquidity
requirements that derive from the portfolio’s
purpose. Investment guidelines and benchmarks
are defined within the ECB using internally
developed methods (see Sections 3 and 4
respectively).

While some functions, such as risk management
and accounting, are carried out in a centralised
manner at the ECB, most of the front and back
office functions are decentralised across the
Eurosystem.

Two portfolio management mandates have been
defined to reflect this decentralised approach.*

— The first mandate for the ECB’s foreign
reserves envisages the outperformance of
the foreign reserve portfolio strategic
benchmarks (one in US dollars and one in
Japanese yen) in compliance with specific
investment guidelines and avoiding frequent
changes in positions (normally positions are
reviewed and possibly changed only once a
month). This mandate has been given to the
ECB’s Investment Committee, which reports
to the Executive Board. The results of the
positions put forward by the Investment
Committee and approved by the Executive
Board constitute the tactical benchmarks for

Chart 3 Management structure of the ECB’s

foreign reserve portfolio

Returns

— Actual portfolio
(all sub-portfolios
combined)

Tactical benchmark

Strategic benchmark

Actual
portfolio risk
envelope

Tactical
benchmark risk
envelope

Strategic benchmark
risk envelope

Source: ECB.

Note: The boxes display risk envelopes for the strategic
benchmark, tactical benchmark and actual portfolios; the
horizontal red lines represent the selected risk levels, which
respectively reflect the outcome of the strategic benchmark
design process, the tactical benchmark positioning and the
actual portfolio positioning; the vertical axis displays returns
resulting from the portfolio decisions.

the ECB’s foreign reserves (one in US
dollars and one in Japanese yen).

— The second mandate envisages the
outperformance of the tactical benchmarks;
it also includes the settlement of the market
transactions necessary to invest the ECB’s
foreign reserves, in compliance with
specific investment guidelines. The resulting
portfolio management structure and task
allocation are shown in Chart 3 and Table 1.

Until the end 0f 2005, the latter mandate was given
in identical terms to each NCB. Since
1 January 2006, euro area NCBs have had the
freedom to abstain from taking up the ECB’s
foreign reserve management mandates. Those
NCBs that abstain from taking up a mandate would
not be involved in operational activities related to
the ECB’s foreign reserve management but would

4 In this context, the term “mandate” refers to the allocation of
the responsibility to manage a portfolio to a business unit or an
external party. A mandate specifies the benchmark portfolio
against which portfolio management performance will be
assessed, the portfolio management objective and the relevant
investment guidelines, such as a list of eligible instruments and
a set of risk limits.
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Table | Allocation of foreign reserve portfolio management tasks

(+ = full responsibility for a task; ° = local responsibility to contribute to a task)

Activity

Investment decisions

Execution

Settlement Confirmation generation and matching

Custodians and correspondents instructions

Reconciliation

Portfolio management system/sub-account statements

Sub-account statements/accounting

Accounting

Deal capturing and risk management system

Risk management (e.g. performance attribution, limits, eligible countries/counterparties/issuers) .

Foreign reserve management framework

. (ESCB committee)

Source: ECB.

remain involved in strategic activities, such as the
work on benchmarks and investment guidelines.
Those NCBs that take up an ECB foreign reserve
management mandate are eligible for a mandate
corresponding to either a US dollar sub-portfolio
or a Japanese yen sub-portfolio. The Deutsche
Bundesbank and the Banque de France are eligible
for two mandates. The allocation of mandates will
be reviewed as a rule every three years or if a
specific need arises. Compared with the framework
which was in place until the end of 2005, the new
framework is expected to bring efficiency gains.
The initial allocation of portfolio management
mandates is shown below (see Table 2). It follows
approximately the capital key of the ECB, i.e. the
shares of the different NCBs in the paid-up capital
of the ECB®.

As regards the ECB’s own funds, the portfolio
management objective is to generate returns

Table 2 Allocation of the ECB’s foreign

reserve sub-portfolios

(on 31 January 2006)

US dollar portfolio Japanese yen portfolio

(in USD millions) (in JPY hundreds of millions)
BE 1,398 DE 628
DE 11,039 FR 442
GR 1,040 NL 2,510
ES 4,262 AT 1,307
FR 7,765 PT 1,109
IE 505 FI 810
IT 7,153

LU 121

Source: ECB.
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over the long term in excess of the average main
refinancing rate of the ECB. Investment
guidelines and the benchmark are specified
so as to fulfil this objective. The ECB’s
Investment Division has been given a mandate
to outperform the own funds portfolio
benchmark, in compliance with specific
investment guidelines.

For the ECB’s pension fund, the portfolio
management objective involves maximising the
fund’s asset value and minimising the risk that
the retirement plan’s liabilities exceed its assets.
An external service provider selected by the
ECB currently manages the whole pension fund
portfolio.

3 INVESTMENT GUIDELINES

Investment guidelines translate the general
portfolio management objectives into specific
principles and rules, including issuer and
counterparty eligibility criteria as well as a
framework for market and credit risk
management. There are significant differences
between the pension fund and the other two
kinds of portfolios as regards investment
guidelines. Box 1 includes information about
the pension fund; the comments which follow
refer to the other two portfolios only.

5 Further information on the paid-up capital of the ECB is
available at the following internet address: http://www.ecb.int/
ecb/orga/capital/html/index.en.html.



LEGAL ASPECTS OF THE ECB’S PORTFOLIO MANAGEMENT

This box outlines the main legal aspects related to the ECB’s portfolio management in relation
to the ECB’s foreign reserves, own funds and the pension fund, as well as the recently established
Eurosystem reserves management services framework.

Foreign reserves management
To document operations involving its foreign reserve assets, the ECB uses:

— the FBE Master Agreement for Financial Transactions, 2004 edition, (the European Master
Agreement or “EMA”) with counterparties incorporated under the laws of 15 EU jurisdictions
and Swiss law for (i) repurchase agreements and buy/sell-back agreements, and (ii) over-
the-counter derivatives and foreign exchange operations;

— the Bond Market Association (“TBMA”) Master Repurchase Agreement, 1996 version, for
repurchase agreements and buy/sell-back agreements with counterparties incorporated under
US federal or state laws;

— the TBMA ISMA Global Master Repurchase Agreement, 2000 version, for repurchase
agreements and buy/sell-back agreements with counterparties incorporated under the laws
of jurisdictions outside the EU, Switzerland and the United States;

— the International Swaps and Derivatives Association (“ISDA”) Master Agreement (multi-
currency, cross-border), 1992 version, for over-the-counter derivatives and foreign exchange
operations with all counterparties, except those incorporated under the laws of 15 EU
jurisdictions or Swiss law; and

— the ECB Master Netting Agreement to document operations with all counterparties except
the counterparties with which the ECB has signed an EMA and which are incorporated under
the laws of 14 EU jurisdictions or Swiss law.

Own funds management

To document its own funds operations, the ECB uses the EMA and the ECB Master Netting
Agreement. The contractual framework of the ECB regarding its securities lending with respect
to the own funds portfolio aims to ensure the following objectives:

— to minimise risks regarding the lending of the portfolio;
— to facilitate lending activities; and
— to ensure the confidentiality of the composition of the ECB’s portfolio.

To this effect, the securities lending and agency agreement ensures, among other things, that
the ECB is indemnified for any loss possibly occurring during repo and reverse repo operations
under the securities lending programme. It was also an important consideration to enter into a
contract with an entity based in the euro area, carrying out securities lending activities itself,
while benefiting from the guarantee of the mother company. To ensure that the composition of
the ECB’s portfolio is kept confidential, the ECB requires that appropriate — and identical —
confidentiality undertakings are entered into between the securities lending agent and the
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different eligible counterparts. A similar arrangement is under consideration regarding the US
dollar assets of the foreign reserves portfolio.

Pension fund management

The pension fund is invested in bonds, equities and money market instruments. The ECB is the
contracting party with the service providers of the pension fund, on behalf of the pension fund.
Until recently there was one contract with a service provider that performed the function of both
investment manager and custodian. Since then, the two functions have been separated and there
is a separate investment management agreement with a service provider acting as the investment
manager of the pension fund and a custody agreement with the custodian institution.

The industry standard agreements were used as a basis, tailored to the specific requirements of
the ECB’s pension fund. Liability issues are of course always key issues with respect to
agreements of the kind. In addition, the ECB’s control over the custody network used and the
financial instruments applied had to be ensured. Because of the dual framework (separate
custodian and investment manager) the exact split of responsibilities between the two service
providers had also to be set out. As regards the investment manager, the agreement had to cater
for market risk limits, defined using the tracking error concept, which will ensure that the
performance of the managed portfolios does not deviate substantially from that of the
corresponding benchmarks. For certain asset categories, it was foreseen to use already existing
funds operated by the investment manager, alongside other investors. In order to meet the ECB’s
requirements, some modifications to the existing policies of these funds were necessary. The
special tax status of the ECB also had to be reflected in the structure, with appropriate tax and
corporate action service level ensured by the custodian. Because of the relatively complex
structure, it was also necessary for all charges to be identified and made transparent and billed
directly to the ECB.

ISSUER AND COUNTERPARTY ELIGIBILITY
CRITERIA

The ECB’s foreign reserves and own funds
portfolios are invested in fixed income
instruments, i.e. money market instruments,
bills and bonds and corresponding derivative
instruments.

In selecting eligible issuers for the ECB’s
foreign reserves, the main focus is on ensuring
that the foreign reserves are invested in line
with their primary operational objectives,
namely security and liquidity. In particular, the
following issuers are currently eligible: the
governments of the United States, Japan and
Canada; some highly rated agencies and
international or supranational organisations
in which EU members are not majority
shareholders; and the BIS.
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Eligible issuers for the ECB’s own funds are
grouped into three categories: government
issuers, non-government issuers and covered
bond issuers. Government issuers include in
particular EU Member States and regional
governments, provided that they fulfil a
minimum rating. Non-government issuers
include some highly rated agencies and
corporations, and the BIS. In addition, both
government and non-government securities are
only used in managing the ECB’s own funds if
they are traded in a deep and liquid market, i.e.
a market in which the ECB’s transactions can be
easily absorbed with no undue price impact.
Non-government issuers also need to fulfil a
minimum rating threshold and other criteria,
including a minimum size of equity capital.



Counterparties for the ECB’s foreign reserves
and own funds management operations are
chosen on the basis of prudence and operational
efficiency. They need to (i) be supervised by a
recognised supervisor; (ii) be incorporated in
an eligible country; (iii) fulfil minimum
creditworthiness criteria as defined by the ECB;
and (iv) be approved individually by the ECB.
The minimum creditworthiness criteria are
differentiated with respect to the credit risk
resulting from different instruments. The
minimum creditworthiness is higher for
transactions creating direct credit risk exposure,
such as uncollateralised deposits, than for
delivery-versus-payment (DvP) transactions. In
the case of own funds, uncollateralised deposits
are allowed only with the BIS. For an unrated
counterparty, a formal written guarantee from
the parent company of the counterparty, which
must have an adequate rating, will be required
as a prerequisite for the counterparty’s
eligibility. Presently, the minimum credit rating
for counterparties eligible for non-collateralised
transactions is A (the second best rating in
ratings by several international rating
agencies).

Table 3 summarises the number of eligible
counterparties, issuers and countries for ECB
foreign reserves and own funds.

It is also worth noting that transactions made in
the context of the ECB’s portfolio management
face another constraint, namely respecting the

Table 3 Number of eligible counterparties,

issuers and countries

(on 31 January 2006)

‘ Foreign reserves| Own funds

Total counterparties 119v 26>
of which: eligible for DvP transactions 81 26
of which: eligible for deposits 45 1 (BIS)

Eligible private sector issuers 1 52

Eligible public sector issuers 8 35

Eligible countries 21 26

Source: ECB.

1) For foreign reserves, 39 counterparties are eligible for
deposits and DvP transactions.

2) For own funds, the BIS is eligible for deposits and DvP
transactions.

prohibition of monetary financing embodied in
the Treaty and the associated Council
Regulation®. In particular, purchases of debt
instruments issued by Member States or
Community institutions or bodies in the primary
market are strictly prohibited, whereas such
purchases in the secondary market, although
not prohibited, must not be used to circumvent
the prohibition. In this context, secondary
market purchases or debt instruments issued by
Member States are subject to monitoring
thresholds. However, in the specific context of
the foreign reserve portfolio, there is an
exemption, which permits the ECB to purchase
debt instruments issued by the non-participating
Member States in the primary market, if these
purchases are conducted for the sole purpose of
the foreign exchange reserves management’.

MANAGEMENT OF CREDIT RISK

While the first credit risk-related restrictions
for investments in the context of the ECB’s
foreign reserves and own funds are the
counterparty and issuer eligibility criteria
described in the previous section, more precise
tools are needed for the management of credit
risk. These are limits which assure that excessive
risk-taking and concentration is avoided. The
different categories of limits implemented and
monitored in the ECB’s credit risk management
system are the following:

— Country risk limits. Country exposure
results from issuer and counterparty
exposure, whereby the jurisdiction of
organisation/incorporation of the issuer or
counterparty is taken into account. Country
limits depend on the relevance of the
countries for the ECB’s investment activities,
their credit rating and their size in terms of
GDP.

6  This prohibition is referred to in Article 101 of the Treaty, to
which Council Regulation (EC) No 3603/93 of 13 December 1993
is linked.

7  This specific exemption is mentioned in Article 2 of Council
Regulation (EC) No 3603/93. As mentioned earlier, this
exemption is not relevant for the ECB, which has decided that
EU Member States and international or supranational
organisations in which EU Member States are majority
shareholders are not eligible issuers for the ECB’s foreign
reserve management.
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— Issuer risk limits. These apply to exposure
arising from the holding of securities of
issuers or groups of issuers. Issuer limits
depend on the relevance of the issuers, their
ratings and the size of outstanding issues.

— Counterparty risk limits. Specific sub-limits
for counterparty risk arising from
uncollateralised deposits are applicable in
foreign reserves management. Counterparty
limits depend on the counterparties’ rating
(or its guarantor’s rating) and equity.
Furthermore, a ceiling applies to all
counterparties.

— Counterparty settlement limits. This limit
applies to exposure arising from non-DvP
transactions. In the case of the ECB’s own
funds, there is no settlement risk limit since
all transactions are DvP transactions.

For the ECB’s foreign reserves, total limits are
allocated to the NCBs which manage sub-
portfolios in a decentralised way, according to
a distribution key reflecting portfolio sizes.

MANAGEMENT OF MARKET RISK

The market risk for the ECB’s foreign reserve
and own funds portfolios is managed through a
multi-layered benchmark framework and
deviation bands around these benchmarks for
the activities of portfolio management.

Essentially, the overall market risk is managed
by ensuring that the individual investment
portfolios are expected to avoid losses at given
prudent confidence levels.

Market risk exposure, implied by all investment
portfolios, and the compliance of portfolio
management with the market risk framework
are monitored daily by means of the IT systems
described in Box 2. Market risk exposure is
measured by a variety of indicators, including
Value at Risk (VaR) figures for the holdings
expressed in local currencies and euro, modified
durations, tracking errors and exposures to
specific instrument classes.® VaR figures are
calculated both on an absolute basis and relative
to the respective benchmarks.

Within this framework, deviation bands around
the benchmarks, expressed in terms of modified
duration and relative VaR, provide leeway for
portfolio management. While VaR figures have
been monitored for several years, relative VaR
limits will only become binding this year and
modified duration limits will correspondingly

8 Modified duration is a measure of the interest rate exposure of a
portfolio. It reflects the weighted average time to maturity of the
instruments held in the portfolio. VaR is an estimate of the
maximum possible loss at a given confidence level (e.g. 95%) over
a given investment horizon (e.g. one year). Tracking error is the
standard deviation of differences between portfolio returns and
benchmark returns observed at a given frequency (e.g. daily) over
a given period of time (e.g. three months).

IT SYSTEMS FOR THE ECB’S PORTFOLIO MANAGEMENT

All of the ECB’s portfolio management activities, except pension fund management, are
supported by a single, integrated portfolio management system. This system ensures that all
instruments eligible with the ECB’s foreign reserve and own fund management frameworks are
processed and monitored in compliance with the ECB’s requirements in the front, middle and
back office areas. A customised accounting module has been developed and integrated into the
system to cope with the special ESCB accounting requirements.

The system was procured in 1997 with a public tender and followed a thorough selection
process, in which seven systems were short listed and evaluated on the basis of a pre-agreed
set of conditions to select the one that best matched the ECB’s functional and technical
requirements. The system was implemented in 1998 to be operational by 1 January 1999.
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Since then, several new versions have been introduced to ensure that the system continues to Portfolio
fit the ECB’s evolving needs, for example, to support the new features and instruments ma"tafhem;c";
a €

introduced as a result of changes in the ECB’s investment framework.

Since 1997 several NCBs within the ESCB have selected the same system as the ECB for the
management of their own portfolios. The increasing number of central banks using the same
IT platform for their own purposes has provided unique opportunities to undertake joint
projects, exploit synergies and better manage the relationship with the vendor.

The technical architecture ensures that every NCB that is involved in the management of ECB
foreign reserves, in accordance with the decentralised set-up, is connected to the same central
servers while having access only to the transactions related to its investment and intervention
portfolios. No interfaces or batch transaction transfers are therefore needed.

Although the system also covers back office functionalities, only the front and middle office
functionalities are utilised in the ECB’s installation, whereas each NCB is responsible for
settling the transactions undertaken as the ECB’s agent via its own system.

The ECB also uses several other systems in its portfolio management activities. These include
apension fund administration system, a system for cash and security reconciliation, an electronic
trading platform for securities transactions, and a system for risk analytics. A database for the

analysis of historical risk and performance-related figures is currently being developed.

be discontinued. The market risk limits are
specified to ensure that position-taking is
possible while potential market risk is still
contained at prudent levels. In the past, the
positions which were taken have on average
remained significantly below the allowed
deviation bands, reflecting a prudent attitude
towards risk taking on the part of portfolio
managers at the ECB and the NCBs. Benchmarks
and deviation bands are reviewed regularly to
ensure their compliance with the overall risk-
return preferences of the ECB.

The liquidity risk profile of the ECB’s foreign
reserves is also monitored daily to ensure that
adequate amounts of assets are held in cash or
highly liquid securities.

4 BENCHMARK DESIGN

For the ECB’s foreign reserves, establishing the
strategic asset allocation is a two-step process.
The first step is to determine the foreign
reserves’ currency mix, thus to derive the

optimal shares of the US dollar and Japanese
yen holdings, taking into account first policy
needs and then risk considerations. The second
step is to propose an optimal asset allocation
within each of the currencies. Currently, risk-
return preferences are formulated separately for
the management of the currency allocation and
the management of the US dollar and Japanese
yen sub-portfolios.

For the ECB’s own funds, the strategic asset
allocation process is similar to the second step
described above, with somewhat different
parameters reflecting the longer-term orientation
and lower liquidity requirements of the ECB’s
own funds.

Given the importance of selecting adequate
investment benchmarks, as shown by many
theoretical and empirical studies, considerable
resources are devoted to the development of the
methodologies used in the benchmark design
process. The investment function of the ECB
has developed a purpose-built econometric
model, which relies on publicly available
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macroeconomic forecasts, to derive forward-
looking return expectations for the individual
asset classes included in the investment
universe for the foreign reserves and own
funds. The use of forward-looking returns is a
considerable improvement on using past returns
as inputs for the benchmark design process.
The standard mean variance optimisation
technique is supplemented by alternative
optimisation techniques designed to enhance
the robustness of the analysis. The benchmark
design process is continuously reviewed and
improvements and refinements are sought.

5 PORTFOLIO MANAGEMENT RESULTS

The ECB publishes financial results in its
Annual Reports. In 2005 net profits amounted
to exactly zero, following losses of €1.6 billion
in 2004 (see Table 4). The development of the
ECB’s financial results is heavily affected by
adverse exchange rate movements: for example,
the strengthening of the euro against the US
dollar brought about the losses in 2003 and
2004, since a large portion of the ECB’s assets
are unhedged foreign reserves. In line with the
ECB’s prudent accounting policies, which take
into account this significant exposure, valuation
gains are not recognised as income, but are
taken to revaluation accounts; whereas valuation
losses are treated as an expense. The effect of
this asymmetric treatment of unrealised gains
and losses is to defer profits until the
corresponding assets are sold or until they
mature. The annual financial result will
therefore be different from that indicated by a
fully fledged mark-to-market return.

Exchange rate shocks explain only part of the
developments in the ECB’s annual profits: for
example, the profits in 2001 and 2002 were
mainly driven by bond market developments:
bond yields decreased significantly to very low
levels and brought about significant capital
gains. Low interest rates, however, left little
room for interest income to offset the losses
realised on the exchange rate in 2003 and 2004.
Since 2004 the level of interest rate risk to
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Table 4 Annual profit and loss of the ECB

since 1999

(in EUR millions)

Year P&L
1999 2247
2000 1,990
2001 1,822
2002 1,220
2003 -471
2004 -1,636
2005 0
Source: ECB.

which the three portfolios are exposed has been
reduced significantly, given the low level
reached by interest rates and the prevailing
level of interest rate volatility.

The portfolio management mandates, which the
ECB has defined for its foreign reserves and
own funds, assign an important role to the
maximisation of portfolio performance over the
benchmark return. This reflects the idea that,
within the strict constraints imposed by the
roles and objectives of the portfolios, as
reflected in the risk management framework,
portfolio managers can add value to the
portfolios over time. Although portfolio
management performance was negative at
times, particularly in 2002, it was positive and
non-negligible in most years between 1999 and
2005 and thus on a cumulated basis. This mainly
reflected the daily activities of the various
portfolio managers.

Portfolio managers also add value to the ECB’s
portfolios by putting forward business cases for
new instruments to be included in the investment
universe. Over time, the ECB’s investment
universe has been enlarged, by adding new
categories of instruments such as covered
bonds, new eligible issuers within eligible
categories of instruments, and derivative
instruments, such as money market and bond
futures. Portfolio managers have also proposed
new portfolio management mandates, such as
those mentioned above for security lending for
the own funds portfolio and the foreign reserves’
US dollar portfolio.



Portfolio managers also play an important role
in the financial market monitoring activities of
the ECB and the Eurosystem. Portfolio managers
must closely monitor and analyse financial
market developments — both current and
structural — in various degrees of detail, from
broad asset classes down to individual financial
instruments. They rely on many sources of
information including, in particular, research
and views submitted by market counterparties.

The resulting body of continuously updated
knowledge about financial market developments
is considered to have considerable value for
the ECB and the Eurosystem. To spread this
knowledge, portfolio managers are responsible
for preparing regular briefings about financial
market developments seen from an investor’s
perspective. In addition, they answer occasional
queries about financial markets. Thus, analyses
of financial market developments and
innovations and structural changes in financial
markets benefit significantly from the insights
gained in the portfolio management process.

6 SETTLEMENT FRAMEWORK

Different settlement frameworks are in place
for the various types of portfolios owned by the
ECB. Whereas the euro area NCBs that opt to
participate in the ECB’s foreign reserve
management (currently all 12 euro area NCBs)
perform the settlement of regular ECB foreign
reserve management transactions, the ECB
settles all transactions for its own funds
portfolio. The processing of transactions for the
ECB’s pension fund is currently carried out by
an external party.

The ECB strives to apply the highest standards
in the processing of transactions for its foreign
reserve and own funds portfolios. In cooperation
with counterparties, efforts are also made to
further improve the secure and efficient
processing of transactions in the industry as a
whole, particularly as regards the application of
best practices in the exchange of trade
confirmations.

NCBs carry out operations involving the ECB’s
foreign reserve assets as declared agents for the
ECB. Thus, when dealing with portfolio
management counterparties, NCBs identify the
operations they carry out for their own account
and those that they carry out in the name of
and for the account of the ECB, i.e. this
agency status is disclosed. To facilitate this
arrangement, accounts with financial
intermediaries — including correspondents,
securities and gold custodians/depositories and
central clearers for exchange-traded derivatives
— have been opened in the ECB’s name with
individual NCBs having operating authority
over these accounts. Moreover, common
requirements and procedures for ECB and NCB
operations have been defined to ensure that
adequate separation between the ECB’s and the
NCBs’ assets is maintained. Such common
guidelines also ensure that the ECB’s foreign
reserve management transactions are processed
in a harmonised way throughout the entire
Eurosystem, in line with best practices and high
safety standards. Comprehensive controls are in
place at both the ECB and NCB levels, including
the regular, detailed reconciliation of external
statements for the ECB’s cash, securities, gold
and futures accounts against the various systems
used. Detailed data on settlement failures are
collected and analysed by the ECB, with regular
reporting to the ECB’s decision-making
bodies.

The ECB and the NCBs actively manage the
collateral received as part of the ECB’s own
funds and foreign reserve management
transactions. Following pooling/netting of
relevant collateralised operations, exposures
vis-a-vis counterparties are calculated and the
need for any margin calls’ is assessed.

7 CONCLUSION

The ECB owns and manages three kinds of
portfolios: foreign reserves, own funds and the

9 Margin calls are requests for counterparties to post additional
collateral.
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pension fund. Each portfolio has a particular
purpose, which is reflected in the way it is
managed. The ECB’s portfolio management
activities are subject to strict rules which ensure
market neutrality, ethical behaviour and a strict
separation between portfolio management and
policy-making. Detailed investment guidelines
are in place to ensure that market and credit
risks are strictly controlled and provide clear
and fair criteria for the selection of eligible
issuers and counterparties.

Significant resources are allocated to the design
of portfolio benchmarks, which are the main
drivers of portfolio returns and risks. Portfolio
management mandates are defined and
allocated with a view to maximising, within the
given constraints, portfolio performance over
benchmark while keeping administrative and
other costs as low as possible. As regards the
ECB’s foreign reserves, a change in the process
of allocation of sub-portfolios was implemented
in January 2006, which is expected to lead to
efficiency gains.

Updated information will be published as needs
arise, in particular in the ECB’s Annual
Reports.
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MONETARY AND EXCHANGE RATE
ARRANGEMENTS OF THE EURO AREA WITH
SELECTED THIRD COUNTRIES AND
TERRITORIES

Since its inception, the euro area has established close monetary and exchange rate relations with
a number of third countries and territories. In Europe, although they are not members of the
European Union, Monaco, San Marino and the Vatican City use the euro as their official currency
and even issue their own euro coins. Outside Europe, the euro is used in the two French overseas
territories of Mayotte and Saint-Pierre-and-Miquelon, which also do not form part of the European
Union. The use of the euro in these countries and territories is not a case of “unilateral euroisation”
but takes place with the official approval of the European Community. In addition, a number of
countries and territories that share a history of close economic and political ties with a euro area
country, namely French Polynesia, New Caledonia, Wallis and Futuna Islands, Cape Verde, the
Comoros and the countries of the CFA' franc zone, have pegged their currencies to the euro with
the official approval of the European Community.

This article, which is mainly of a descriptive nature, provides an overview of the existing monetary
and exchange rate arrangements of the euro area.’ After briefly recalling the rationale for
establishing such arrangements, and their legal basis, the article gives short descriptions of the
various arrangements with a view to providing greater information about the cases where the euro
is officially used outside the Community or where it serves as a fixed peg for third currencies.
Possible future monetary and exchange rate arrangements involving the euro area are also
discussed.

I INTRODUCTION The scope of exchange rate agreements under
Article 111(3) of the Treaty covers, by way

The Treaty establishing the European of exclusion, all cases not covered by Articles

Community (hereinafter “the Treaty”) explicitly
provides for the conclusion of monetary and
exchange rate agreements with third countries
and international organisations. Article 111 of
the Treaty distinguishes between three different
forms of arrangements. First, in accordance
with Article 111(1) of the Treaty, the Community
may, under certain conditions and following
special procedures, conclude formal agreements
on exchange rate systems for the euro in
relation to non-Community currencies. One
such example was the “Bretton Woods” system
of fixed, but adjustable, exchange rates. Second,
in the absence of such an exchange
rate system, the Community may, under Article
111(2) of the Treaty, formulate “general
orientations” for the euro area’s exchange rate
policy in relation to non-Community currencies.
Third, Article 111(3) of the Treaty establishes
that the Community can conclude agreements
concerning monetary and exchange rate matters
with one or more states or international
organisations. The involvement of the ECB in each
of the possible Community actions is explicitly
ensured under Article 111 of the Treaty.

111(1) and 111(2) of the Treaty. In this context,
it should be mentioned, for the sake of clarity,
thatthe Community’s Exchange Rate Mechanism
I (ERM 1I) does not fall under any of the
options covered by Article 111 of the Treaty.
The mechanism deals with the exchange rate
relations between the euro and other Community
currencies and not with non-Community
currencies, which are exclusively the subject of
Article 111 of the Treaty.

To date, the Community has only made use of
the third type of arrangement?, i.e. as covered

1 CFA stands for Communauté Financiere Africaine.

2 This article does not consider cases of “unilateral official
euroisation”. In these cases, the decision to attribute to the euro
—or to one of the preceding legacy currencies before 1999 — the
status of official legal tender has been taken without any
involvement of the European Union. The two cases of unilateral
official euroisation are the Republic of Montenegro and
Kosovo.

3 The term “arrangement”, as used in this article, covers both
bilateral agreements and unilateral decisions taken by the
Council.
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by Article 111(3) of the Treaty.* This article
addresses the monetary and exchange rate
arrangements established under this provision
and is structured as follows. Part 2 briefly
recalls the rationale for the conclusion of
monetary and exchange rate arrangements. The
Community’s legal basis for the conclusion of
such arrangements is described in Part 3. A
more detailed overview of the various
arrangements in place is provided in Part 4,
which also examines possible future monetary
and exchange rate arrangements involving the
euro area.

2 THE RATIONALE FOR MONETARY AND
EXCHANGE RATE ARRANGEMENTS WITH
SELECTED THIRD COUNTRIES AND
TERRITORIES

All the countries and territories that are
currently involved in monetary arrangements
with the European Community had one
immediate motivation for introducing the euro,
namely that they were using a legacy currency
of the euro as their official currency prior to its
introduction.’ Previously, Monaco, Mayotte and
Saint-Pierre-and-Miquelon used the French
franc as their official currency, while San
Marino and the Vatican City used the Italian
lira. The most straightforward solution for the
disappearance of these national currencies was
to replace them with their successor currency,
the euro, thereby ensuring the continuity of
existing links between the third countries and
territories concerned and the European
Community.

The fact that these countries and territories
were using a legacy currency of course had a
broader background. The common element in
this was a history of close economic and
political ties between each of these countries
and the anchor country. In the cases of Monaco,
San Marino and the Vatican City, their
geographical situation and size were a major
factor in the development of such ties.
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With regard to the advantages of introducing
the euro by mutual agreement with the European
Community, one major tangible benefit is the
elimination of transaction costs associated with
the exchange of the currencies involved. This
benefit will be greater for small open economies,
as a larger share of all transactions conducted
by their residents is with non-residents. Among
the other benefits — often mentioned in economic
literature — of introducing another country’s
currency are the positive effects on macro-
economic stability, risk premia for borrowers,
the development of the domestic financial
sector and international economic and financial
integration.

The main reason behind the exchange rate
arrangements discussed in this article was the
continuation of existing relations. More
generally, the advantage of fixed exchange rate
pegs for the pegging countries is seen in the
contribution they can make to economic
stability. In the cases described, it is not so
much the fixed exchange rate, but rather the
substantial fiscal transfers made by the
guaranteeing country and needed to finance the
current account deficits of the beneficiary
country, which provide for such stability.
Furthermore, a stable exchange rate is generally
conducive to economic and financial integration
with the anchor country/currency area.

The introduction of the euro in third countries
and territories and guaranteed currency pegs
may also have a number of potential benefits
for the euro area. The introduction of the euro
outside the Community will result in an increase
in seigniorage revenues. In the cases under
discussion, this benefit can, however, be
assumed to be very small, owing to the small

4 Formally, monetary and exchange rate arrangements involving
the euro are concluded or established by the European
Community. Any decisions to this end are, however, exclusively
taken by those EU Member States that have adopted the euro.
Against this background, the described arrangements are
referred to as arrangements of the euro area.

5 The term “legacy currency” refers to the former currencies of
the EU Member States that have been replaced by the euro.



size of the economies and the fact that Monaco,
San Marino and the Vatican City are allowed to
issue certain amounts of their own euro coins
(see below). Furthermore, the agreements with
third countries may also be used to ensure their
cooperation in areas of interest to the euro area,
such as the fight against counterfeiting, money
laundering, tax evasion, and banking supervision
and regulation. Finally, the introduction of the
euro in third countries and territories can serve
as a means for the Community to confirm and
further strengthen economic, financial and
historic ties with third countries and
territories.

While monetary and exchange rate arrangements
are motivated by their potential benefits, it
should be noted that their conclusion is not
without cost or risk. The obligation of third
countries to ensure the applicability of relevant
EU legislation, for example, obviously involves
costs. In addition, sacrificing the possibility to
adjust their exchange rate may also be seen as
a cost to third countries that have introduced the
euro.’

3 THE LEGAL FRAMEWORK

As explained above, the scope of application of
Articles 111(1) and 111(2) of the Treaty
covering exchange rate systems and general
orientations for the euro area’s exchange rate
policy is rather clear-cut. However, the same
cannot be said of Article 111(3) of the Treaty,
especially regarding the conclusion of monetary
agreements. Consequently, the fundamental
question emerges as to whether the Treaty
provides for a legal basis for the conclusion of
such agreements. Indeed, while the Treaty
foresees the single currency as the currency of
the European Community (implying within its
boundaries), it does not mention the currency’s
introduction outside the Community. In the
meantime, however, a consensus has emerged
whereby the expression “agreements concerning
monetary [...] matters”, used in Article 111(3),
would also cover the introduction of the euro
outside the Community’s boundaries.

Accordingly, Article 111(3) has now become
the generally accepted legal basis for the
introduction of the euro outside the Community.
To date, Article 111(3) has only been invoked
for the conclusion of monetary agreements with
countries that were using a legacy currency
before its substitution by the euro.

Notwithstanding the above, and reflecting the
initial uncertainty surrounding the appropriate
legal basis, the euro was introduced in the
French overseas territories of Mayotte and
Saint-Pierre-and-Miquelon on 1 January 1999
(at the same time as it was introduced in the
Community) pursuant to Article 123(4), which
allows the Council to take measures “for the
rapid introduction of the euro”.”

The scope of monetary agreements with third
countries and territories may go far beyond the
mere use of the euro as an official currency.
Monetary agreements deal with a number of
related matters, such as the fight against
counterfeiting and issues falling within the
competence of the Eurosystem, for example
monetary policy operations, payments system
issues and banknotes.

As for exchange rate arrangements on the basis
of Article 111(3), their scope, as explained
above, is best described by way of exclusion.
Consequently, they cover all matters that are not
covered by Articles 111(1) and 111(2) of the
Treaty. Until now, the most pertinent cases have
been arrangements concerning the pegging of
third currencies to the euro.

With regard to the conclusion of monetary and
exchange rate agreements, Article 111(3) of the
Treaty lays down a procedure that involves the

6 A broader overview of the potential costs and risks associated
with the conclusion of monetary and exchange rate arrangements
is provided in the following Monthly Bulletin articles:
“Exchange rate regimes for emerging market economies”
(February 2003 issue) and “The international role of the euro:
main developments since the inception of Stage Three of
Economic and Monetary Union” (November 2003 issue).

7  Council Decision 1999/95/EC of 31 December 1998 concerning
the monetary arrangements in Saint-Pierre-and-Miquelon and
Mayotte; OJ L 30, 4.2.1999, p. 29.
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Council, the Commission and the ECB. In
practical terms, this procedure can be broken
down into three stages. In the initial stage, the
Council, based on a recommendation from the
European Commission and after consulting the
ECB, sets out the mandate for the negotiation
and conclusion of such agreements. The second
stage consists of the negotiations themselves,
leading to a draft agreement covering all issues
included in the mandate. Besides the European
Commission, which by law is required to be
fully associated with the negotiations, the ECB
also participates. Finally, the Council concludes
the agreement (whereby the Council can
mandate a Member State to act on its behalf).

Deviating from the procedure pertaining to the
conclusion of bilateral monetary and exchange
rate agreements, Article 111(3) of the Treaty
also allows for unilateral decisions by the
Council concerning the monetary and exchange
rate relations of the euro area vis-a-vis third
countries. The ECB is also consulted by the
Council prior to such decisions being taken.

4 EXISTING MONETARY AND EXCHANGE RATE
ARRANGEMENTS

The European Community’s existing monetary
and exchange rate arrangements are described
below. The first section refers to the agreements
concluded with Monaco, San Marino and the
Vatican City, as independent European
countries, to replace a legacy currency with the
euro. Reference is also made to ongoing
negotiations with Andorra. The following
section describes the arrangements concerning
the introduction of the euro in the French
territories of Mayotte and Saint-Pierre-and-
Miquelon, which are part of France but not of
the European Community. Additionally, some
clarification is provided on the use of the euro
in the French overseas departments, which are
an integral part of the euro area. The third
section deals with the existing exchange rate
pegs between the euro and the Cape Verde
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escudo, the CFA franc and the Comorian franc.
The exchange rate peg between the euro and the
CFP franc, which is used in French Polynesia,
New Caledonia and Dependencies and Wallis
and Futuna Islands, is discussed in the fourth
section, given its specific legal basis.® Finally,
the fifth section provides an overview of
potential future cases of monetary and exchange
rate arrangements were Denmark and the United
Kingdom to join the euro area. These concern
Greenland and the Faroe Islands, which are
autonomous regions within the Kingdom of
Denmark, and the Channel Islands (Jersey and
Guernsey), the Isle of Man, Gibraltar, the
Falkland Islands and Saint Helena and
Dependencies, all of which maintain special
relations with the United Kingdom.

4.1 THE MONETARY AGREEMENTS WITH MONACO,
SAN MARINO AND THE VATICAN CITY, AND
NEGOTIATIONS WITH ANDORRA

Following the introduction of the euro in 1999,
the European Community initiated the
renegotiation of existing arrangements with
Monaco, San Marino and the Vatican City. Until
end-2001, the French franc was used in Monaco
on the basis of a monetary agreement with
France, while in San Marino and the Vatican
City the Italian lira was the official currency on
the basis of agreements with Italy. In Declaration
No. 6 attached to the Treaty, the Community
made a commitment to renegotiate these
agreements in view of the introduction of the
euro. On behalf of the Community, France
negotiated with Monaco, while Italy took care
of the negotiations with San Marino and the
Vatican City. The ECB also participated in these
negotiations on issues falling within its field of
competence. At the end of 2000, agreements
were concluded with San Marino and the Vatican
City, and in 2001, just before the introduction
of the euro banknotes and coins, an agreement

8 CFP stands for Change Franc Pacifique.



Table | Maximum annual amount of euro

coins that Monaco, San Marino and the
Vatican City are currently allowed to issue

National sides of the €1 coin issued by
Monaco, San Marino and the Vatican City

Monaco

1/500th of the
amount of coins
minted in the
same year by
France

‘ San Marino ‘ Vatican City

€1,944,000  €1,000,000
plus €300,000 in a year when:
— the Holy See becomes vacant;
—a Jubilee Year takes place;
— an Ecumenical Year is opened.

was signed with Monaco.’ These agreements
have a number of aspects in common.

First, the agreements allow the three countries
to use the euro as their official currency,
obliging them to grant legal tender status to
euro banknotes and coins from 1 January 2002.
Second, while these countries are not allowed to
issue any banknotes, they are entitled to issue a
specified amount of euro coins each year. In the
case of San Marino and the Vatican City, the
amount of coins that may be minted has been
set in absolute amounts, whereas the annual
amount for Monaco has been defined in terms
of a ratio of the amount of coins minted by
France in the same year. The amounts of euro
coins that San Marino and the Vatican City are
allowed to issue on an annual basis are adjusted
periodically according to an Italian consumer
price indicator. The agreement with Monaco
does not provide for such a periodic adjustment.
Table 1 gives an overview of the amounts of
euro coins that the three countries are currently
allowed to issue on an annual basis. The reason
for the differences in the methodologies used to
determine the annual amounts for San Marino
and the Vatican City, on the one hand, and
Monaco, on the other, is historical: the previous
bilateral agreements with Italy also used
absolute amounts for San Marino and the
Vatican City, while a ratio of coin issuance was
used in the previous bilateral agreement between
France and Monaco.

The euro coins issued by the three countries
must be identical to the euro coins issued by the
countries of the euro area in terms of face value,

legal tender status, technical characteristics,
artistic features of the common side and the
shared artistic features of the national side. The
national sides of the €1 circulation coins issued
by Monaco, San Marino and the Vatican City
are shown above.

Monaco, San Marino and the Vatican City are
allowed to mint circulation coins, collector
coins and commemorative coins. Circulation
coins are issued in the denominations agreed
for euro coins (1, 2, 5, 10, 20 and 50 cent and
1 and 2 euro). The circulation coins issued by
the three countries are legal tender in all
countries using the euro as their official
currency. Collector coins are issued on the
occasion of national events and denominated in
values which are different from circulation
coins. They are only legal tender in the country
of issue. Finally, like the euro area countries,
these countries are also allowed to issue
commemorative circulation coins. These coins
have a face value of two euro and are issued to
commemorate events of historic importance.

9 Monetary Agreement between the Italian Republic, on behalf of
the European Community, and the Republic of San Marino
(2001/C 209/01 0f 27.7.2001, signed on 29.11.2000); Monetary
Agreement between the Italian Republic, on behalf of the
European Community, and the Vatican City and, on its behalf,
the Holy See (2001/C 299/01 of 25.10.2001, signed on
29.12.2000); Council Decision of 7 October 2003 on the
adoption of amendments to be made to Articles 3 and 7 of the
Monetary Convention between the Italian Republic, on behalf
of the European Community, and the Vatican City State,
represented by the Holy See, and authorising the Italian Republic
to give effect to these amendments (2003/738/EC); Monetary
Agreement between the Government of the French Republic, on
behalf of the European Community, and the Government of His
Serene Highness the Prince of Monaco (2001/L 142/59 of
31.05.2002, signed on 24./26.12.2001).
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Like all other circulation coins, they are legal
tender in all countries using the euro as their
official currency. The totals of the face value of
the circulation, collector and commemorative
coins issued by Monaco, San Marino and the
Vatican City have to remain within their
respective annual quotas. San Marino is allowed
to continue issuing gold coins denominated in
“scudi”, without this having an impact on the
amount of euro that it is allowed to issue
annually.'” Coins denominated in scudi do not
have legal tender status outside San Marino.
The Vatican City is allowed to issue collector
coins in a currency other than the euro, but
these coins would not be legal tender in the
European Commuity.

The euro coins of Monaco, San Marino and the
Vatican City are minted at the institutions
responsible for minting the French and Italian
euro coins.!! The costs of minting are charged
to Monaco, San Marino and the Vatican City,
but all revenues from issuance accrue to their
national budgets.

Third, to underline the common responsibility
for euro banknotes and coins, it has been agreed
that Monaco, San Marino and the Vatican City
will cooperate closely with the European
Community to combat counterfeiting of euro
banknotes and coins and suppress and punish
such counterfeiting occurring within their
territories.

In the case of Monaco, it has been agreed that
local credit institutions will have access to euro
area payment systems and Eurosystem monetary
policy operations. The agreement effectively
builds on the monetary arrangements between
France and Monaco that were in place until end-
2001, whereby all credit institutions located in
Monaco were, in practical terms, treated like
credit institutions located in France. They were
supervised by the responsible French authorities,
had access to monetary policy operations of the
Banque de France under the same terms and
conditions as French banks and were subject to
the same minimum reserve and statistical
reporting requirements. French monetary,
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banking and balance of payments statistics
included Monegasque data. Furthermore, credit
institutions residing in Monaco participated
fully in French payment systems on the same
footing as French banks. The monetary
agreement between the European Community
and Monaco concluded at end-2001 provides
for a continuation of this situation within the
new context of EMU. To this end, it stipulates
that Monegasque credit institutions will have
access to interbank settlement and payment and
securities settlement systems in the European
Union under the same conditions as credit
institutions in France, and will be subject to the
same measures adopted by the Banque de France
for the implementation of ECB provisions on
monetary policy instruments and procedures as
credit institutions in France. To facilitate the
continuation of these arrangements following
the introduction of the euro, the agreement with
Monaco spells out the conditions for access by
Monegasque credit institutions to euro area
payment systems and Eurosystem monetary
policy operations. These conditions state that
Monegasque banks will remain under the
supervision of the relevant French authorities
and that the EU legal framework relevant for
EMU, including ECB legal acts, will apply
equally to Monaco. By making the EU legal
framework governing the activities of credit
institutions also applicable to Monaco, the
European Community aims to ensure the
principle of a “level playing-field” in the
financial sector.

The agreements with San Marino and the
Vatican City provide for the possibility that
credit institutions operating within these
territories will, in the future, also have access
to euro area payment systems, but, so far, no
such access has been established.

10 San Marino issued gold coins with a value expressed in “scudi”
(singular “scudo”) for the first time in 1974.

11 In France, euro coins are minted by the “Hétel de la Monnaie de
Paris”. In Italy, this task is performed by the “Istituto Poligrafico
e Zecca dello Stato”.



In order to facilitate the implementation of the
monetary agreement between the European
Community and Monaco, a “Joint Committee”
hasbeenestablished, consisting of representatives
from Monaco, France, the European Commission
and the ECB. The committee convenes, as a
rule, on a yearly basis.

Since the beginning of 2002 Andorra has been
using the euro as its currency. However, contrary
to Monaco, San Marino and the Vatican City,
this is not on the basis of a monetary agreement
with the European Community. Andorra, which
had been using French francs and Spanish
pesetas until end-2001, unilaterally granted
legal tender status to euro banknotes and coins
on 1 January 2002.'2 In 2003, Andorra formally
requested that the Community conclude a
monetary agreement with it and, in 2004, the
Community decided that it was prepared to
open negotiations. These were initiated in 2004
and are currently ongoing.

4.2 THE EURO IN MAYOTTE, SAINT-PIERRE-AND-
MIQUELON AND THE FRENCH OVERSEAS
DEPARTMENTS

Four EU Member States, namely Denmark,
France, the Netherlands and the United
Kingdom, maintain special relationships with
overseas countries and territories (OCTs), all of
which are part of the respective EU Member
States and, thus, do not enjoy independent
status.!® Furthermore, these OCTs are not part
of the Community; instead they enjoy a special
“association” status. Part Four of the Treaty
specifies the substance of this association, the
general purpose of which is to “promote the
economic and social development of the
countries and territories and to establish close
economic relations between them and the
Community as a whole”. Annex | contains a
complete overview of the monetary and
exchange rate regimes applicable in the 21
OCTs associated with the Community.

Of the 21 OCTs officially associated with the
Community, seven are part of a euro area
country. Five of them — French Polynesia,

Mayotte, New Caledonia and Dependencies,
Saint-Pierre-and-Miquelon and Wallis and
Futuna Islands — are part of France. Another
two — Aruba and the Netherlands Antilles —
belong to the Kingdom of the Netherlands.'*

By 1998, five of these OCTs had their own
currency, while the French franc was the official
currency of Mayotte and Saint-Pierre-and-
Miquelon. As neither of these two territories are
part of the European Community, implying that
the euro would not have automatically replaced
the French franc as of 1 January 1999, a special
arrangement was agreed upon. On
31 December 1998, the EU Council explicitly
decided that the euro would replace the French
franc as the official currency of Mayotte and
Saint-Pierre-and-Miquelon with effect from
1 January 1999 and that France would grant
legal tender status to euro banknotes and coins
in these territories from 1 January 2002. Unlike
Monaco, San Marino and the Vatican City,
Mayotte and Saint-Pierre-and-Miquelon are not
entitled to issue their own euro coins.

In its decision, the Council also dealt with two
related matters. Until end-1998, banks operating
in Saint-Pierre-and-Miquelon had access to
refinancing facilities provided by the “Institut
d’Emission des Départements d’Outre-Mer”
(IEDOM), a French public institution with its
own legal personality and financial autonomy.
The French authorities had planned for the
IEDOM to continue performing the same
function, from 1 January 1999, both in Mayotte
and in Saint-Pierre-and-Miquelon, thereby
ensuring that the banks operating in these
territories had access to refinancing operations.
Furthermore, the IEDOM should have been
made responsible for putting euro banknotes
and coins into circulation in these two territories.
However, as the IEDOM did not have the status
of a national central bank of the euro area,

12 The law concerning the unilateral adoption of the euro by
Andorra was passed on 11 October 2000.

13 While the OCTs are not independent, most of them enjoy a
certain degree of autonomy.

14 The Kingdom of the Netherlands consists of Aruba, the
Netherlands Antilles and the Netherlands.
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especially as regards its independence, it was
deemed incompatible with the Treaty and the
Statute of the ESCB and of the ECB to allow the
IEDOM to perform these Eurosystem tasks in
the two French territories. Against this
background, in its decision of 31 December
1998, the Council took note that France would
reform the status and role of the IEDOM in
order to ensure its compatibility with the Treaty.
This has indeed been achieved by making the
IEDOM an agency of the Banque de France.

Another problem concerned the issue of how to
ensure that, for the sake of creating a level
playing field in the financial sector, all EU
legal acts relevant to EMU would also be applied
in Mayotte and Saint-Pierre-and-Miquelon,
given that these territories are not part of the
European Community. In order to resolve this
problem, the Council Decision obliges France
to ensure that all relevant parts of Community
legislation are applied in the two territories
concerned.

The specific relations with the French territories
of Mayotte and Saint-Pierre-and-Miquelon
should not be confused with the status that
French Guyana, Guadeloupe, Martinique and
La Réunion enjoy as French departments. These
four departments are an integral part of both
France and of the European Community.
Consequently, the euro was introduced in these
four overseas departments at the same time and
under the same conditions as in metropolitan
France.

4.3 THE EXCHANGE RATE PEGS OF THE CAPE
VERDE ESCUDO, THE CFA FRANC AND THE
COMORIAN FRANC TO THE EURO

With the start of EMU, the competence not only
for monetary policy but also for exchange rate
policy was transferred to the Community. As a
result, euro area member countries can no longer
conclude exchange rate agreements with third
countries. Furthermore, the transfer of
competencies implies that the continuation of
exchange rate agreements concluded before 1999
requires the approval of the Community.
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In 1998 France and Portugal asked for their
existing exchange rate agreements to be
continued. In the case of France, this involved
three agreements. The first was an agreement
with the West African Economic and Monetary
Union, consisting of Benin, Burkina Faso,
Guinea-Bissau, the Ivory Coast, Mali, Niger,
Senegal and Togo. France’s counterpart in the
second agreement was the Central African
Economic and Monetary Union, which
comprises Cameroon, the Central Afri