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The European Central Bank (ECB) is ten years old.
During its first decade it had to deal with the
technology bubble and its subsequent collapse, fears
of global deflation, Euro weakness and Euro strength
and the recent credit crisis. Arguably, it met these
challenges successfully.

The Bank set itself the target of keeping inflation
close to, but below 2 percent. It has come very close
to achieving this aim. Over the last decade inflation
averaged exactly 2 percent and was, for the most
part, within %2 percent of this level. Meanwhile, real
GDP growth over the period averaged 2% percent —
in line with most estimates of its trend rate — and
recession was avoided.
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As the ECB's leading figures will be well aware,
however, there is no scope for complacency. The
situation now facing the Bank is as serious as any
that it faced over the last ten years.

The good news is that the additional liquidity it
pumped into the financial system over the last six
months appears to have stabilised money markets,

which were threatening to seize up in the wake of the
credit squeeze.

The bad news is that inflation pressures in the Euro-
zone are greater than at any time since the early
1990s. The inflation rate in April was 3.3 per cent
and, unless there is a sharp reversal in oil and food
prices in coming months, it could well reach 4 per
cent before the end of the year.

The ECB has to decide how to deal with this
situation. The last time food and energy prices rose
sharply, in the early 1970s, Germany’s Bundesbank
fought increasing inflationary pressures with higher
interest rates. As a consequence the inflation rate in
Germany peaked earlier and at a lower rate than in
other major economies.

Comments from senior members of the ECB suggest
that they are inclined to follow the Bundesbank’s lead
from 35 year ago. Although the ECB has not
changed its key interest rate since last June, when it
was raised to 4 percent, it has been dismissive of the
notion that interest rates should be cut. Despite
falling business and consumer confidence, which are
usually signs that economic growth is slowing, the
Bank remains wholly focused on the inflation threat.

Fortunately, the chances of higher food and energy
prices leading to a permanent rise in inflation are
lower now than they were in the early 1970s thanks
to globalisation and reduced levels of indexation and
unionisation in European economies. However, if
wage inflation should start to rise in response to
higher price inflation, the ECB would probably
increase interest rates to make clear its continued
commitment to the inflation target. In the short-term,
this is likely to be bad for economic growth and would
do nothing for the Bank’s popularity. But it would
probably be the right decision for the medium-term
health of the Euro-zone economy.

Tony Dolphin
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This document has been produced based on
Henderson Global Investors' research and analysis
and represents our house view. This document may
not be reproduced in any form without the express
permission of Henderson Global Investors and to the
extent that it is passed on care must be taken to
ensure that this reproduction is in a form which
accurately reflects the information presented here.

The contents in this document are for information,
illustration or discussion purposes only and should
not be construed as a recommendation to buy or sell
any investment product and do not purport to
represent or warrant the outcome of any investment
strategy, program or product. The contents of this
document are without consideration to the specific
investment objective, financial situation and particular
needs of any specific person. Reference to individual
companies or any securities or funds is purely for the
purpose of illustration only and should not be
construed as a recommendation to buy or sell or
advice in relation to investment, legal or tax matters.

Past performance of any fund, a security, an
investment or manager and any forecast made are
not necessarily indicative of the future performance
of the fund, the security, investment or manager.

Whilst Henderson Global Investors believe that the
information is correct at the date of production, no
warranty or representation is given to this effect and
no responsibility can be accepted by Henderson
Global Investors (Singapore) Limited or by any of its
directors to anyone for any action taken on the basis
of the information. No reliance may be placed for any
purpose on the information and opinions contained in
this document or their accuracy or completeness.
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