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Euro Area Economy Gains Strength
Inflation Remains High Owing to Energy Component

The world economy continues to expand, albeit at a slightly more subdued pace. In the
U.S.A., the growth deceleration was primarily attributable to lower investment and weaker
consumer spending. In response to these developments, the Federal Reserve kept the key
interest rate steady in August 2006, dfter raising it 17 consecutive times over the past two
years. In Japan, the economic recovery gathered enough steam for the Bank of Japan to
hike interest rates in July for the first time in six years. China’s and Southeast Asia’s high
growth rates remained broadly unchanged; inflationary pressures have increased in several
countries of the region, above all because of the high oil price.

The euro area economy continued to recover, with GDP growth exceeding expectations
in the second quarter of 2006. Recent forecasts suggest that growth — which was carried
primarily by domestic demand — will exceed potential growth in 2006, and unemployment
is expected to decline markedly. Even though the short-term outlook for price stability has
deteriorated owing to an increase in indirect taxes in Germany, the upward pressure on
consumer prices may be expected to ease, as the oil price has decreased significantly
since mid-August after triggering a rise in inflation.

In the first half of 2006, GDP growth in the new EU Member States again outpaced
growth in the euro area, which was attributable to a strong rise in domestic demand.
In the EU acceding and candidate countries of Southeastern Europe, GDP growth
strengthened in the first quarter of 2006 mainly on the back of buoyant investment.

Austria’s economy is on a steady high-growth path driven by exports and increasingly
also by domestic demand. According to the OeNB’s short-term economic indicator, growth
in Austria’s real GDP (seasonally and working-day adjusted, quarter on quarter) will come
to 0.8% in both the third and fourth quarters of 2006. For full-year 2006, growth is thus
projected to climb to 3.2%. The labor market situation in Austria has eased markedly as
a result.

JEL classification: E200, E300, 0100
Keywords: economic developments, global outlook, euro area, central and (south-) eastern
Europe, Austria.

1 World Economic Growth
Remains Robust
1.1 U.S. Growth Slows Down
Slightly in the Second Quarter
of 2006
Real GDP growth in the U.S.A. de-
celerated to 2.9% (annualized) in the
second quarter of 2006, down from
5.6% in the previous quarter. This
slowdown was mainly attributable to
weak quarter-on-quarter consumer
spending in the second quarter of
2006, whose contribution to GDP
growth almost halved. The contribu-
tion of corporate investment was neg-
ative, and investment in residential
construction diminished more than
in the previous quarter.

Still, the Federal Reserve’s growth
forecast remains optimistic at 3.25%
to 3.5% for the full year 2006 and
3% to 3.25% for 2007. According to
Ben Bernanke, chairman of the Fed-
eral Reserve Board, the U.S. econ-
omy appears to be in a period of tran-
sition from robust growth to a pace
more consistent with the underlying
productive potential. The Conference
Board’s index of leading economic in-
dicators declined in August, signaling
slower economic growth over the
next months. The International Mon-
etary Fund (IMF) expects real GDP
growth rates of 3.4% and 2.9%, re-
spectively, for the years 2006 and
2007.
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The unemployment rate fell
slightly to 4.7% in August after in-
creasing noticeably in July 2006. The
number of newly created nonagricul-
tural jobs came to 128,000 (season-
ally adjusted), thus roughly matching
the number recorded on average in
the four previous months. This in-
crease is considered sufficient to keep
the unemployment rate stable at a low
level. While the number of employ-
ees declined in the production sector,
it expanded in the service sector.

In July 2006, consumer prices
rose 4.1% year on year (somewhat
less than in June 2006), whereas en-
ergy prices climbed 20.5% year on
year. Even though the core inflation
rate accelerated only slightly in July,
coming to 2.7% year on year, it
posted the strongest increase since
December 2001.

In August 2006, the U.S. Federal
Open Market Committee (FOMC)
paused its so far longest cycle of rais-
ing the target level for the federal
funds rate, which stood at 5.25% af-
ter 17 consecutive boosts by 25 basis
points each over more than two years.
Inits press release, the FOMC pointed
out that economic growth had mod-
erated since the beginning of 2006.
Moreover, it maintained that the high
level of capacity utilization and the
high prices of crude oil and other
commodities had the potential to sus-
tain inflationary pressures, but it ex-
pected these pressures to moderate
over time.

The risks currently facing the
U.S. economy include imbalances in
the economy, the large (and probably
still widening) current account defi-
cit, the overindebtedness of consum-
ers and their low propensity to save.
Furthermore, higher interest rates
are deterring consumers from taking
out additional mortgage loans, thus
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dampening house price growth,
which may well curb consumption.

1.2 Japan: First Key Rate Hike
in Six Years

Real GDP grew for the sixth consec-
utive time in the second quarter of
2006. Driven by domestic demand, it
increased by 0.2% quarter on quar-
ter, albeit at a slower pace than be-
fore. This growth slowdown was at-
tributable to lower investment in
housing and nonhousing construc-
tion, weaker exports and diminishing
inventories. Still, the medium-term
economic outlook remains favorable.
The Bank of Japan expects economic
growth to equal potential growth
(1.5% to 2%). The results of the Bank
of Japan’s quarterly Tankan survey
show that businesses have revised in-
vestment plans for the fiscal year
2006 upward to double-digit rates.
The Organisation for Economic Co-
operation and Development (OECD)
expects growth to continue on the
back of robust domestic demand,
which is supported by rising corpo-
rate profits and a reversal of the
downward trend in employment and
wages. This should help cut the un-
employment rate further (July 2006:
4.1%). In its growth forecast for
Japan, the IMF expects real GDP to
climb by 2.7% in 2006 and by 2.1%
in 2007.

In July 2006, the Bank of Japan
raised its key interest rate from 0% to
0.25% in a widely anticipated move.
This first increase in almost six years
marked a significant shift in the cen-
tral bank’s monetary policy stance.
Furthermore, the Bank of Japan de-
cided to raise the official discount
rate to 0.4%; the rate had stood at
0.1% since 2001. This move aimed at
preventing an excessive increase in
interest rates at the short end of the
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maturity spectrum. It did not come
as a surprise to market participants,
so that reactions were muted.

Following the revision of the con-
sumer price index and its rebasement
to 2005=100 at the beginning of
2006, core inflation was expected to
decelerate by one-quarter percentage
point. In fact, it decelerated by one-
half percentage point in July 2006.
Moreover, July 2006 was only the
second consecutive month with posi-
tive core inflation readings, which
dampened market expectations for a
further key interest rate hike this
year.

A medium-term plan for achiev-
ing a balanced primary surplus until
2011 was adopted in July 2006. It re-
lies on cutting expenditure without
including measures to increase reve-
nues. However, this measure will
only slightly reduce gross debt, which
is mainly internally financed and ex-
ceeds 180% of GDP according to the
IMF.

1.3 Asia, Led by China, Remains
the Motor of Global Growth

In mid-2005, the countries of non-
Japan Asia (NJA) embarked on a pe-
riod of dynamic growth, which con-
tinued in the first half of 2006.
Growth was powered by exports and
robust domestic demand. The IMF
expects the economic upswing to
continue in NJA in the full year 2006
and in most economies also in 2007.
Inflationary pressures have intensi-
fied in certain parts of the region (In-
dia, Indonesia, Hong Kong) owing to
the higher crude oil price. Raising
service sector productivity remains
the biggest challenge in several econ-
omies; high energy prices pose the
biggest risk to economic growth.

In the first half of 2006, real GDP
growth in China skyrocketed to

10.9% year on year (full year 2005:
10.2%), which is the highest increase
in more than ten years. Consumption
remained robust and investment was
buoyant, supported by strong growth
in lending and money supply. The
People’s Bank of China lifted its key
interest rate in three steps between
April and mid-August 2006. The
credit standards for house purchase
loans were tightened at the beginning
of June 2006 to curb the sharp rise in
house prices. Reserve ratios were
raised across the board in mid-June
and mid-July and for foreign currency
deposits in September 2006. This
tightening of China’s monetary stance
was aimed at withdrawing liquidity
from the market and curbing persis-
tently high loan growth so as to bring
the Chinese economy on track to sus-
tainable growth.

2 Euro Area:
GDP Growth and Inflation
Increase Further
2.1 Growth Accelerates
in the First Half of 2006

The recovery in the euro area gained
momentum in the first half of 2006;
both quarterly growth rates were sig-
nificantly higher than the respective
values for 2005. In the second quar-
ter, GDP growth at 0.9% was in-
creasingly carried by domestic de-
mand, whose contribution came to
0.8 percentage point in that period.
In particular investment activity
climbed steeply, with gross fixed cap-
ital formation augmenting by 2.1%
quarter on quarter in the second
quarter of 2006. Private and public
consumption growth in this period
lagged behind that observed in the
previous quarter. After dampening
GDP growth in the first quarter of
2006, inventory changes contributed
positively to growth in the second
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Chart 1

Growth Contribution of Real GDP Components in the Euro Area
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quarter. Net exports also made a pos-
itive contribution to GDP growth,
even though their share was slightly
lower in the second quarter of 2006.
While GDP growth accelerated espe-
cially in Germany and France, Spain
continued to post high growth.

In the first half of 2006, industrial
production (excluding construction
and energy production) posted rising
growth rates, continuing a trend that
started in mid-2005. Capital goods
production again recorded stronger
increases than consumer goods pro-
duction, probably because economic
activity was largely supported by in-
vestment demand in the previous
quarters. According to a survey con-
ducted by the European Commission,
capacity utilization in industry rose
to 83.6% in the third quarter of
2006, thus exceeding its long-term
average.

Retail sales continued to rise
modestly in real terms in July 2006,
which points to persistently moderate
advances of private consumption. The
European Commission’s survey of
consumer confidence — which is an-
other leading indicator of consump-

tion growth — reached the highest
value in years in July and remained

unchanged in August 2006.

2.2 Forecasts Suggest Ongoing
Growth

The various business climate indica-
tors all pointed to a strong upswing
from mid-2005; this trend was inter-
rupted in mid-2006. While declining
somewhat, most indicators remained
on a relatively high level.

The European Commission’s in-
dicator for quarterly GDP growth
forecast a range of 0.5% to 0.9% for
the third quarter of 2006 and 0.4%
to 0.9% for the fourth quarter of
2006. This means that the Commis-
sion revised upward expectations for
the third quarter (which is, among
other reasons, probably ascribable to
the fact that estimates of economic
growth had previously been too low),
while slightly revising downward its
forecast for the fourth quarter of
2006. The European Commission
expects GDP growth to be in a range
of 0.2% to 0.8% in the first quarter
of 2007.
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Chart 2

Business Climate Indicators
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The Eurosystem staff projections
of August 2006' foresee GDP growth
in a range between 2.2% and 2.8% in
2006 and between 1.6% and 2.6% in
2007. While the risks to the forecast
are balanced in the short run, they
are on the downside in the medium
term owing to global imbalances and
the negative growth effects associated
with increased protectionism. The
IMF’s forecasts of August 2006 pre-
dict GDP growth to rise to 2.4% this
year and to decline again to 2.0% in
2007. The fast acceleration in 2006
is attributed to stronger-than-antici-
pated investment activity; the contri-
bution of private consumption is ex-
pected to be only modest, despite an-
ticipation effects resulting from a
VAT increase in Germany.

2.3 Labor Market Situation
Improves Further

As a consequence of the protracted
downturn between 2001 and 2003,
the unemployment rate peaked at
8.9% in 2004. It has declined gradu-
ally since then, coming to 7.8% in
July 2006. The labor market situation
has thus improved markedly thanks
to the economic recovery. In the
fourth quarter of 2005 and in the first
quarter of 2006, quarter-on-quarter
employment growth was considerable
at 0.3% in each quarter. Data on em-
ployment expectations until July
2006 for the industrial sector, the re-
tail sector and the construction in-
dustry suggest that employment
growth in the euro area remained dy-
namic. In its fall forecast, the IMF as-

! The forecast of euro area aggregate data for the first time also included projections of economic developments in
Slovenia, which will join the euro area on January 1, 2007.
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Chart 3

HICP Components: Contributions to Inflation
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sumes an unemployment rate of 7.9%
in 2006 and 7.7% in 2007.

2.4 Rising Energy Prices Keep
Inflation Above 2%

After peaking at 2.5% in May and
June 2006, respectively, the inflation
rate measured by the Harmonised
Consumer Price Index (HICP) eased
to 2.4% in July and further to 2.3%
in August 2006. As in the previous
quarters, it thus remained above the
Eurosystem’s definition of price sta-
bility. The high inflation rate was
mainly attributable to the direct im-
pact of high crude oil and petroleum
product prices on the energy compo-
nent of the HICP, which is, however,
expected to decline in the near fu-
ture, given the recent oil price devel-
opments: The price of Brent crude
has dropped by more than 20%, after
reaching an all-time high of USD 78.3
per barrel on August 9, 2006. At
1.5%, the core inflation rate (i.c., ex-
cluding energy and unprocessed food)
was again lower in August 2006 than
in the previous month. The inflation
rates in the nonenergy industrial
goods sector remained particularly

low (0.5% according to the most re-
cent data) owing to strong interna-
tional competition. All in all, the in-
direct effects of the high oil price have
been moderate so far. However, given
the increased upward pressure on
producer prices, consumer prices are
also likely to climb more sharply in
the future. Available data on wage de-
velopments show that wages have
continued to rise moderately, with
employee compensation increasing by
2% in the first quarter of 2006. Ow-
ing to productivity gains, unit labor
cost growth remained subdued at
around 1%. As a result, no significant
second-round effects of the high oil
price have been observed yet.

The ECB staff projections of
August 2006 anticipate HICP infla-
tion to be in a range between 2.3%
and 2.5% in 2006 and between 1.9%
and 2.9% in 2007. The VAT increase
in Germany is expected to drive up
inflation markedly in 2007. The up-
side risks to these projections of
higher oil prices never materialized,
as the oil price has dropped notice-
ably since the preparation of these
projections.
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Chart 4

M3 and Loan Developments in the Euro Area
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2.5 Monetary and Loan Growth

Reach All-Time Highs
In the second quarter of 2006, M3
growth came to 8.7%, the highest
level observed since the start of mon-
etary union. It was almost as strong
in 2003, when geopolitcal uncer-
tainty in combination with weaker
stock markets had induced portfolio
shifts into liquid and safe assets. After
slowing down to 7.8% in July 2006,
M3 growth accelerated again in re-
cent months, essentially because cash
holdings and overnight deposits that
are subsumed in the monetary aggre-
gate M1 augmented. In addition to
the transaction motive behind hold-
ing cash, the overall structure of in-
terest rates (i.e., lower opportunity
costs associated with liquid invest-
ments) is probably also driving the
expansion of the money supply. The
growth rate of deposits with a matu-
rity of up to two years increased no-
ticeably between the fourth quarter
of 2005 and the second quarter of
2006, climbing from 6.5% to
15.4%.

In the period from May to July
2006, the growth rate of loans to
other non-MFIs in the euro area also
reached the highest levels since the

beginning of monetary union (around
11.2%). The strong uptrend was ob-
served for loans to both nonfinancial
corporations and households; it may
be attributable to continued favorable
financing conditions, high real estate
prices in several euro area countries,
a brighter outlook for income growth
resulting from strengthened eco-
nomic activity and an improvement
of the labor market situation. The
current high monetary growth is thus
very different from the previous pe-
riod of high monetary growth in 2003
— loan growth and economic activity

had been subdued then.

2.6 Euro Area Interest Rates
Increase Amid Stable Inflation
Expectations

On August 3, 2006, the Governing
Council of the ECB decided to fur-
ther raise the key interest rates by 25
basis points to 3.00% and announced
that, if the baseline scenario for fu-
ture economic developments contin-
ued to be confirmed, a progressive
withdrawal of monetary accommoda-
tion would be warranted. Since De-
cember 2005, the key interest rates
have been increased by a total of
100 basis points. Over the past three
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Chart 5

Interest Rate Developments in the Euro Area and in the U.S.A.,

USD/EUR Exchange Rate
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months, the term structure of euro
arca money market interest rates has
flattened noticeably. While short-
term interest rates (for deposits with
a maturity of up to six months) rose
along with the key interest rates,
forward rates at the long end of
the money market yield curve (6 to
12 months) have been relatively con-
stant at around 3.75% since the be-
ginning of July.

In the U.S. and euro area govern-
ment bond markets, ten-year bond
yields have dropped slightly in recent
months, after having increased
steadily since the fourth quarter of
2005. This may be attributable to two
factors, among others: First, the key
interest rate hikes are expected to
come to an end soon and second, the
U.S. economy has cooled somewhat.
Still, inflation expectations based on
inflation-indexed ten-year bonds have
been largely constant in the U.S.A.
and in the euro area despite the high
oil price. This is likely to be con-
nected to continued low (albeit
slightly increasing) core inflation
rates and central banks’ sustained
credibility in guaranteeing price sta-
bility. By anchoring inflation expec-
tations, central banks have contrib-

uted significantly to mitigating the
effects of the oil price shock. The in-
terest rate differential between the
euro area and the U.S.A. has stabi-
lized since the ECB started raising in-
terest rates and has even decreased
recently, notably for deposits with a
maturity of up to two years.

After experiencing severe losses
owing to global risk aversion in May
2006, stock markets rebounded, sup-
ported by continued sound corporate
profits and declining long-term inter-
est rates. According to recent data,
the Dow Jones EURO STOXX index
was around 7% higher than in early
2006. Stock market uncertainty, as
measured by implicit volatility, de-
clined again after increasing in May
2006.

In the foreign exchange markets, the
strengthening of the euro exchange
rate, which had started in November
2005, continued until May 2006. On
June 5, 2006, the EUR/USD ex-
change rate stood at 1.2958, which
means it increased by about 10%
within six months. It has since re-
mained just below this level, which is
relatively high compared with the
long-term average. The euro appreci-
ated against a number of other cur-
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rencies, most markedly against the
Japanese yen, but not against the
pound sterling. Since the beginning
of 2006, the euro’s nominal effective
exchange rate has appreciated around

4%.

3 Economic Developments
in Central and
Eastern Europe

3.1 Economic Activity Gains

Momentum in the
First Quarter of 2006

At 5.4%, average economic growth
in the new EU Member States of the
Czech Republic, Hungary, Poland,
Slovenia and Slovakia was marginally
lower in the second quarter of 2006
than the very high average rate of
5.6% observed in the first quarter.
This decline was primarily attribut-
able to slightly slower growth in the
Czech Republic and Hungary. Still,
given the value for the full year of
2005 (4.3% on average), economic
activity has been increasing, which is
mainly ascribable to the upswing in
the (large) Polish economy: its annual
growth rate accelerated by 1.2 per-
centage points against 2005 as a
whole. In the second quarter of 2006,
economic growth was especially pro-
nounced in Slovakia (+6.7%) and
thus significantly higher than the
country group average. The Czech

and the Polish economies also posted
above-average growth, whereas the
performance of the Hungarian and
the Slovenian economies was slightly
below average.

The EU acceding and candidate
countries of Southeastern Europe
(SEE) also posted solid growth. The
development in Romania was espe-
cially remarkable: After the country
was hit by a series of floods in 2005,
its growth rate increased considerably
in the first quarter of 2006. The eco-
nomic situation in the EU candidate
country Croatia also improved clearly.
Despite a very solid economic perfor-
mance, no substantial growth accel-
eration was observed in Bulgaria.

The developments of GDP com-
ponents outlined below draw on first-
quarter data of 2006, as more recent
figures were not available for all coun-
tries at the cutoff date for data.

In the first quarter of 2006, pri-
vate consumption was a key driver of
economic growth in all new EU
Member States, especially in Poland,
where the growth rate of this GDP
component almost doubled. This de-
velopment implies an improvement of
the labor market situation, which is
reflected in higher employment and
lower unemployment rates on the one
hand, and in strong growth in real
wages on the other. A similar trend

Table 1

Real GDP Growth in Central, Eastern and Southeastern Europe

Annual real GDP growth rate in %

2002 2003
Poland 14 39
Slovakia 4.1 42
Slovenia 35 2.7
Czech Republic 19 3.6
Hungary 38 34
Bulgaria 49 4.5
Romania 52 52
Croatia 5.6 53

Source: Eurostat, national statistical offices.

2004 ‘ 2005 ‘ Q4 05 ‘ Q106 ‘ Q2 06

53 34 4.3 52 5.5
54 6.1 74 6.3 6.7
4.2 39 37 5.1 4%
4.2 6.1 6.9 741 6.2
52 4.1 43 4.6 3.8
5.7 55 5.5 5.6 X
8.4 4.1 4.3 6.9 X
3.8 43 4.8 6.0 X
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was observed in Slovakia, which ben-
efited from a more favorable labor
market situation as well. Private con-
sumption growth was more modest
in the Czech Republic, Hungary and
Slovenia. While this development was
attributable to the government’s ef-
forts to moderate wage growth in
Slovenia, it was ascribable to longer-
term developments in the Czech Re-
public and in Hungary.

The role of private consumption
for GDP growth in the SEE countries
reviewed was by no means uniform in
the first quarter of 2006. While GDP
growth outpaced consumption growth
in Croatia and Bulgaria — which was
probably mainly traceable to the
weaker expansion of lending in both
countries — private consumption
growth in Romania regained double-
digit rates after flagging slightly in
previous quarters, despite only mod-
est increases in real wages.

The dynamic growth trend in
gross fixed capital formation in the
new EU Member States, which mate-
rialized at the end of 2005, continued
throughout the first quarter of 2006.
Growth rates ranged from 7.1%
(Czech Republic) to 16.1% (Slovakia).
Beside the Czech Republic, Hungary
posted the largest increases. The
strength of investment was traceable
to a broadly-based rise in corporate
investment, investment in residential
construction and investment in pub-
lic infrastructure. While the contri-
bution of gross fixed capital forma-
tion to GDP growth was also consid-
erable in Slovenia and Slovakia, it was
less pronounced in Poland, partly be-
cause investment projects were post-
poned owing to harsh winter condi-
tions.

In the first quarter of 2006, in-
vestment increased considerably in
the SEE countries reviewed, with

Euro AREA EcONOMY GAINS STRENGTH

growth rates coming to 11.4% (Ro-
mania), 18.1% (Croatia) and 21.4%
(Bulgaria). While this rise was linked
to the uninterrupted high inflow of
foreign direct investment and con-
tinued strong construction activity
in Bulgaria and Romania, Croatia
seems to have profited from higher
investor confidence connected with
the start of accession negotiations
with the EU.

Looking at the entire year 2005,
the contribution of net exports to
GDP growth declined in all new EU
member countries under review ex-
cept Hungary, which is ascribable to a
substantial expansion of imports that
was not matched by — albeit robust —
export growth. In the first quarter of
2006, however, the contribution of
net exports started improving quar-
ter on quarter in Hungary, Poland,
Slovenia and Slovakia. In Poland,
stronger export growth exceeded im-
port growth (which was fueled by
stronger domestic demand), so that
trade once again made a positive con-
tribution to Polish GDP growth after
having made a negative contribution
in the fourth quarter of 2005. While
export growth was increasingly dy-
namic in Slovakia, import growth re-
mained high primarily owing to tech-
nology imports and the high oil price,
so that the contribution of net exports
to growth, while negative, neverthe-
less improved. In Hungary, growth
was primarily supported by sharply
rising exports, which were to some
extent linked to the depreciation of
the forint. A decline in the (positive)
contribution of net exports to growth
was only observed in the Czech Re-
public, where imports mounted faster
than exports.

The contribution of net exports
to GDP growth was negative in all
SEE countries under review. After
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declining in the second half of 2005, growth still lagged behind import
Bulgarian exports picked up again in  growth.
the first quarter of 2006, but export

Box 1

Economic Outlook for Central and Eastern European Countries

The OeNB compiles semiannual forecasts of economic developments in Poland, Hungary,
the Czech Republic as well as Russia. Taken together, the three new EU members account
for more than 75% of the ten new EU Member States’ overall GDP and are thus represen-
tative of trends in this region of the EU.’

In the three new EU Member States discussed here, real GDP growth for
2006 is expected to range from 3.7% (Hungary) to 6% (Czech Republic). Compared to
2005, economic growth will accelerate by nearly 2 percentage points to 5.2% in Poland,
whereas it will remain stable at a high level in the Czech Republic and will decline by
about /2 percentage point in Hungary. The more dynamic euro area import growth and
these three countries’ higher export competitiveness (through lower unit labor costs) will
boost real annual export growth from a range of 8% to 10% in 2005 to between 12% and
15% in 2006. Poland and the Czech Republic will see export growth speed up even
though their currencies have appreciated in real terms. Hence, in all three countries,
exports will be the demand component with the biggest contribution to GDP growth —
perceptibly higher than that of consumer spending. Robust export growth in recent years
has, moreover, helped revive the labor market since 2005, as will be apparent in 2006 in
the noticeable increase in average real wages as well as (in the Czech Republic and
Poland) in the rise in the employment ratio and the decline in unemployment. Strong
increases in minimum wages and/or social transfers in all three countries, income tax cuts
in the Czech Republic and Hungary, and the drop in inflation in Poland and Hungary will
also strengthen real disposable incomes in 2006. Together with the unabatedly dynamic
rise in household lending, these factors will accelerate private consumption growth in all
three countries in 2006 as a whole. However, in Hungary annual consumer spending
growth will remain considerably below first-half growth in the second half of 2006 following
the upward adjustment of (administered) gas prices and of the middle VAT rate (e.g. on
food, energy and some services), and in anticipation of further fiscal consolidation
measures from 2007, which weakened consumer confidence. Following the cooling of
residential and road construction activity and with consumer spending set to flag,
investment growth in Hungary will be slower in 2006 compared to 2005. Conversely, in
Poland and in the Czech Republic, both the powerful expansion of exports and higher
consumer spending growth as well as the positive outlook for sales will sharply lift
investment growth. The rise in investment will be sustained further by the decline in
nominal unit labor costs in industry, pronounced corporate profitability and liquidity, high
capacity utilization in industry, the stepped-up absorption of transfers from EU structural
funds and the vigorous expansion of housing loans to households. Greater investment
growth will, in turn, enhance labor market performance and additionally fuel private
consumption. Stepped-up export production in all three countries and the accelerated rise
in investment in Poland and the Czech Republic will lift import growth from a range of 5%
to 7% in 2005 to between 11% and 13% in 2006 and will shrink or even fully eliminate
the positive contribution to growth of net exports.

1 These forecasts are based on preliminary global growth projections and technical assumptions about oil prices and
USD/EUR exchange rates, which are prepared by the ECB for the Eurosystem by means of broad macroeconomic
projection exercises. These assumptions are central to the current outlook for two reasons: first, the sizeable export
links of these three new EU countries with the euro area, and second, the fact that Russia is one of the world’s largest
oil-producing nations and that energy sources account for some 60% of the country‘s total exports. (In the case of
Russia, the forecast is established in collaboration with Suomen Pankki, Finland’s central bank.)
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In 2007, real GDP growth will ease moderately at a high level in the Czech Republic
and in Poland, whereas it will drop markedly to only about 22% in Hungary following
fiscal consolidation efforts. While set to remain at the double-digit level, export growth
will be marginally lower in all three countries. Domestic demand growth will stay high in
the Czech Republic and in Poland, as the substantial increase of real average wages and
of employment will boost consumer spending, and robust export and consumption demand
hand in hand with a further decline of nominal unit labor cost (due to solid advances in
productivity) will strengthen investment. High growth of both export and domestic demand
will, however, cause imports to rise faster than exports, so that the contribution of net
exports to growth will sink to zero in the Czech Republic and will even be slightly negative
in Poland. In Hungary, by contrast, the announced fiscal consolidation measures, which
have not yet been fully implemented, will trigger a real reduction of domestic demand.
Public sector reform (job cuts and a nominal wage freeze amid rising inflation) will dampen
public and private consumption (despite severance payments). Higher taxes and social
contribution rates will weaken consumer spending even more, and will also depress
investment growth. Moreover, the slump in consumer spending and the decrease in
households’ residential building activity will add to the decline in investment growth.
However, these developments will also result in a sharper slowdown in import compared
to export growth, so that the positive contribution of net exports to growth will climb
moderately.

The risks in the outlook for these three new EU members include deviations from
assumptions regarding euro area growth and regarding oil prices, as well as more
pronounced exchange rate fluctuations, which would affect investment as well as both
exports and imports. In addition, the design and implementation of the budget consolidation
plans and households’ and enterprises’ reactions to them are fraught with a degree of
uncertainty.

In Russia, assuming that oil prices will no longer rise substantially, GDP growth is
anticipated to stagnate or to dip slightly at a relatively high level in 2006 and 2007.
Therefore, as in the past few years, GDP growth will not gain speed despite high oil prices.
Consumer spending, buoyed by export receipts, public sector wage increases and a credit
boom, remains the driving force of economic activity. In fact, with fiscal policy loosening
measures before the parliamentary and presidential elections (at the end of 2007 and at
the beginning of 2008, respectively), for which the 2007 budget has provided already
some hints, private consumption in 2007 should even outpace the high 2005 result of
+11.1%. Animated domestic demand and ample liquidity as a result of high nominal export
receipts and powerful credit growth will also reinforce investment. Investment will probably
be directed in particular to the alleviation of capacity bottlenecks in the primary sector.
These bottlenecks and the drastically higher taxes imposed on the energy sector in 2005
are dampening output and real export growth in the commodity sector. In view of the
existing uncertainties regarding the investment climate and little progress in administrative
and judicial reform, though, investment growth is not expected to accelerate strongly.
Moreover, major efforts to revitalize bogged-down structural and institutional reforms
cannot be expected before the elections. The manufacturing industry faces the challenge
of nominal upward pressure on the currency and a high inflation differential compared to
other countries as a result of persistently high commodity prices and revenues (danger of
the so-called Dutch disease), whereas robust domestic demand growth triggers a powerful
import pull. Therefore, strong real net exports (13.6% of GDP in 2005) will contract
further, so that net exports will once again make a negative contribution to GDP growth
and will thus dampen GDP growth.

The risks to this forecast include oil price changes given Russia’s increased dependence
on energy deliveries abroad, a stronger than expected real appreciation of the Russian
currency (including the possibility that budget expenditure may mount substantially and
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may thus heat up inflation in the run-up to the election), as well as continued uncertainty

about the course of reform policies.

Table 2

Three New Member States and Russia: Forecast of September 2006

Annual change at constant prices (%)

Gross domestic product 2002 ‘ 2003 ‘
Poland 14 | 39 |
Czech Republic 1.5 ‘ 36 ‘
Hungary 38 ‘ 34 ‘
Russia 47 | 73|

Source: Eurostat, national statistical offices, OeNB, Suomen Pankki.
" Forecast.

2004 \ 2005 \ 2006 \ 2007°
53| 34 | 52 | 48
42 | 61 | 60 | 52
52 | 41 | 37| 24
72 | 64 | 64 | 6.1

3.2 Inflation Developments Differ
across Eastern Europe

While inflation rates in the new
Member States had trended down-
ward in 2005, partly strongly, no
clear trend could be discerned during
the first half of 2006. In Hungary and
in Poland, price dynamics slowed; by
contrast, inflation quickened in Slo-
venia, the Czech Republic and above
all in Slovakia. Generally, inflation
momentum speeded up somewhat in
the second quarter of 2006 and now
ranges between 1.4% in Poland and
4.6% in Slovakia. The rise in infla-
tion is primarily attributable to the
powerful rise in energy prices, as re-
flected by the relative stability of core

inflation rates. So far in 2006, no ma-
jor second-round effects of the higher
energy prices on wage growth have
been discernible.

Inflation developments in South-
eastern Europe have also been differ-
ent across countries. Whereas the
rate of inflation remained nearly un-
changed from 2005 in Croatia, Ro-
mania was able to continue its disin-
flation course. In Bulgaria, though,
inflation rose sharply. The introduc-
tion of new or higher alcohol and to-
bacco taxes had a greater effect on the
general price level than in Romania,
where the decline in food prices off-
set upward price pressure.

Table 3

Inflation Developments in Central, Eastern and Southeastern Europe

Annual change of the HICP (%)

2001 ‘ 2002 2003 ‘ 2004 ‘ 2005 ‘ Q106 ‘ Q206

Poland 53 1.9 0.7 36 22 09 14
Slovakia 72 3.5 8.4 7.5 2.8 42 4.6
Slovenia 8.6 7.5 57 37 2.5 2.3 3.1
Czech Republic 4.5 14 =01 2.6 1.6 24 2.5
Hungary 9.1 52 4.7 6.8 35 24 2.8
Bulgaria 74 5.8 2.3 6.1 5.0 8.0 8.3
Romania 34.5 225 15.3 1.9 9.1 8.7 72
Croatia’ 5.0 1.7 1.8 21 34 35 3.8
Source: Eurostat, wiiw.
T CPI
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Table 4

Ratings of Long-Term Foreign Currency Debt

Currency Moody's Standard & Poor's
Current rating’ Last change Current rating? Last change
(old rating) (old rating)
Polish zloty Aal May 2006 (A2) BBB+ May 2000 (BBB)
Slovak koruna Aal May 2006 (A2) A Dec. 2005 (A-)
Slovenian tolar Aaa May 2006 (Aa3) AA May 2006 (AA-)
Czech koruna Aal May 2006 (A1) A— Nov. 1998 (A)
Hungarian forint Aal May 2006 (A1) BBB+ June 2006 (A—)
Bulgarian lew Al May 2006 (Baa3) BBB Oct. 2005 (BBB-)
Romanian leu A2 May 2006 (Bal) BBB— Sep. 2005 (BB+)
Croatian kuna Al May 2006 (Baa3) BBB Dec. 2004 (BBB—)

Source: Bloomberg.

" Aaa (best),Aa,A, Baa, Ba, B, Caa, Ca and C (worst); 1, 2 and 3 are used to subdivide each grade.
2 AAA (best), AA A, BBB, BB, B, CCC, CC, C and D (worst); + and — are used to subdivide each grade.

3.3 Ratings Improve in 2006
Following a review of Moody’s rating
methodology, Slovenia, Slovakia, Po-
land, the Czech Republic, Bulgaria,
Romania and Croatia have all been
upgraded. Slovenia’s rating was up-
graded also by Standard & Poor’s,
from AA— to AA. With Hungary’s
fiscal policy lacking sustainability and
given its substantial need for external
funding, Standard & Poor’s down-
graded Hungary from A— to BBB+.
Of all countries covered in this sec-
tion, Slovenia received the best rating
(Aaa/AA) from both agencies.
Moody’s placed all other new Mem-
ber States in the very next category
(Aal), whereas Standard & Poor’s
gave more divergent ratings. Both
agencies produced identical ratings
(A1/BBB) for Bulgaria and Croatia,
ahead of Romania (A2/BBB—). With
regard to the latter, Moody’s an-
nounced a review whereas Standard
& Poor’s stated a positive outlook.

4 Austria: OeNB Short-Term
Economic Indicator Pre-
dicts 3.2% Growth in 2006

4.1 Solid Export Activity and
Vigorous Investment Buoy
Growth

In the first half of 2006, Austrian ex-
ports developed very dynamically.
Although the quarterly record of
first-quarter results showed a decline
in exports, this reduction is the result
of a change in the reporting of ser-
vices.’ Exports of goods continued to
expand dynamically. The ongoing
strength of the world economy and,
above all better than expected euro
area economic activity — in the sec-
ond quarter of 2006, euro area
growth even outpaced U.S. growth —
support expectations that Austrian
exports will advance robustly in the
second half of 2006. The current
strong enlargement of incoming ex-
port orders and export order books
confirm this assessment.

On January 1, 2000, the reporting system for the Austrian balance of payments (the basis for services in the

quarterly national accounts) was adjusted in line with international trends: cross-border payments are no longer
reported by banks but are collected directly from economic agents. This change has caused a break in the time

series.
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Table 5

Results of the National Accounts (in real terms)

2004 2005 Q305 Q405 Q106 Q206
Annual change in % Quarterly change in %
(seasonally adjusted, (seasonally adjusted, annualized)
annualized)
Gross domestic product +2.3 +2.6 +0.9 +0.8 +0.6 +0.9
Consumer spending +2.0 +1.6 +0.5 +0.5 +0.5 +0.4
Public spending +1.4 +1.9 +0.4 +0.3 +0.5 +0.2
Gross capital formation +0.2 +0.9 +0.4 +0.9 +1.3 +2.2
Exports +9.5 +6.9 +2.0 +1.8 -20 +22
of which: goods +0.3 +2.1 +2.4 +1.7 +2.1 +2.8
services +1.7 +1.9 +1.8 +1.6 —16.8 +1.3
Imports +8.3 +6.1 +1.5 +1.3 -29 +17
of which: goods +0.7 +1.1 +1.6 +1.1 +1.3 +1.5
services +0.5 +0.8 +1.1 +1.2 —16.9 +1.8

Source: WIFO (quarterly national accounts data)

Corporate investment is on a roll:
After investment had slumped for five
years — taking until the fourth quarter
of 2005 to regain the level of 2000 —
investment became a driving force of
economic activity again in the first
half of 2006. External impulses,
above all, stimulated equipment in-
vestment. The business cycle survey
of the Austrian Institute of Economic
Research WIFO for the third quarter
of 2006 showed capacity utilization
to stand at 84%, signaling continued
powerful investment, especially in
capacity-increasing investment. The
order situation and employment fig-
ures are expected to improve also in
the construction sector.

Consumer spending growth has
stabilized at about 2% in recent quar-
ters. Although the rise in real wages
remains moderate, sturdy employ-
ment growth is boosting household
purchasing power. Moreover, retail
trade confidence and consumer con-
fidence are trending upward and are
bolstering consumer spending in the
second half of 2006.

The smooth transmission of ex-
ternal impulses to domestic demand
points to increasingly self-sustained
economic growth. This scenario also

underlies the OeNB’s short-term out-
look based on the OeNB short-term
indicator for the third and fourth
quarters of 2006 (see box 2). Cur-
rently, the outlook is sustained by
solid economic activity in Europe and
in Austria. Volatile energy and com-
modity prices, a slowdown in the
U.S. economy, slower growth in Ger-
many as a result of the value added
tax increase scheduled for the begin-
ning of 2007 and a stronger apprecia-
tion of the euro are seen as the cur-
rent risks to the economy.

4.2 Dynamic Development of
Industrial Output

The manufacturing sector (Austrian
Statistical Classification of Economic
Activities, sections C through F) suc-
ceeded in raising output by 6.9% in
the first half of 2006 compared with
the same period of 2005. In more de-
tail, capital goods (+8.1%) and inter-
mediate goods (+8.0%) performed
best. These figures underline the pic-
ture of strong investment activity.
The least pronounced rise by com-
parison was noted in the category of
consumer nondurables (+3.7%).
Industry’s assessment of manufac-
turing output in the last few and in
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Box 2

The OeNB’s short-term indicator of September 2006

Signals Robust, Self-Sustained Economic Growth!

According to the most recent calculation of the OeNB’s short-term economic indicator,
Austria’s real GDP will expand by 0.8% (seasonally and working-day adjusted, compared
to the previous quarter) in both the third and fourth quarters of 2006. For full-year 2006,
growth thus comes to 3.2%. Compared to the last short-term economic indicator results
published in June 2006, the growth forecast for the third quarter of 2006 was raised
marginally by 0.1 percentage point.

Table 6

Short-Term Outlook for Austrian Real GDP for the Third and Fourth

Quarters of 2006 (seasonally and working-day adjusted)

2004 | 2005 | 2006 | Q105 Q205 Q305 Q405| Q106 | Q206 | Q306 | Q406

Quarterly
year-on-year

change (%) X X X 2.5 2.5 2.7 29 3.1 33 3.1 32

Change
from previous

quarter (%) X X X 04 0.7 0.9 0.8 0.6 09 0.8 0.8

Change
from previous
year (%)

Source: OeNB — Results of the OeNB short-term indicator of September 2006, Eurostat.

23 2.6 32 X X X X X X X X

! Since the first quarter of 2003, the short-term indicator of the OeNB has been published four times a year. It forecasts
real GDP growth for the current and the next quarter (in each case, on a quarterly basis, using seasonally adjusted
data).The figures are based on the results of two econometric models: a stochastic state space model and a dynamic
factor model. Further details on the models employed can be found at www.oenb.at in the Monetary Policy and

Economics section.The next publication is scheduled for January 2007.

the next few months (chart 6) illus-
trate the favorable development of in-
dustrial activity. Both indicators are
moving clearly above their averages of
the past five years. As expectations of
manufacturing developments in the
upcoming months are clearly positive
and do not show any tendency to de-
cline, industrial activity is anticipated
to remain powerful throughout the
next few months.

4.3 Inflation Will not Exceed 2%
despite Rising Energy Prices
HICP inflation has been on the in-
crease again since March 2006, when
it had bottomed out so far in 2006 at
+1,3% and has been hovering around
the 2% mark since April 2006 (Au-
gust 2006: 2.1%). In an international
comparison, Austria thus belongs to

the group of countries with the most
stable prices. In the euro area, only
Finland (+1.3%) and the Netherlands
(+1.9%) had lower rates of inflation
in August 2006.

The category “energy” contrib-
uted substantially to overall inflation;
its rate of price increase averaged
9.3% from January through August
2006. However, services — above all
the recent rise in inflation in the cat-
egories “restaurants and hotels” and
“transport services” — had an espe-
cially strong impact on intrayear
changes in the overall price index. In-
flation as measured by the national
consumer price index (CPI) is some-
what more moderate, coming to only
1.8% in August 2006. The discrep-
ancy compared to the HICP is rooted
mainly in the difference between the
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Chart 6

Assessment of Manufacturing Output in Recent and Upcoming Months'
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baskets of goods. Negotiated standard
wages advanced by 2.6% in the first
eight months of 2006 year on year
and thus by 0.8% more that the
HICP.

4.4 Strong Employment
Growth Entails a Drop
in Unemployment

The situation on the Austrian labor
market has improved substantially in
the course of 2006 so far. Employ-
ment growth has accelerated steadily,
reaching +1.8% year on year in Au-
gust 2006, a value last recorded in
the early 1990s. Employment growth
is thus strong enough to produce a
decline in unemployment figures.

The unemployment rate (Eurostat
definition) peaked at 5.3% in Octo-
ber 2005 and has been declining con-
tinuously since to reach 4.8% in Au-
gust 2006. The development of regis-
tered vacancies signaled the drop in
unemployment at an early point in
time: 19.7% more vacancies were
registered in the first eight months of
2006 than in the same period of
2005. The ratio of registered unem-
ployed to registered vacancies has
been diminishing, reflecting the pos-
itive situation on the Austrian labor
market.
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Chart 7
Labor Market Developments in Austria
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