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ECB Says Little New But Sounds Slightly More Optimistic

e No major changes in ECB assessment of economy or financial markets

e ‘Cautious and prudent’ stance means rate hike still unlikely until late 2011.

e Trichet warns against ‘excessively pessimistic’ economic outlook; is he right?

e ECB provides little comfort that shorter dated money market rates won't rise further as liquidity support

diminishes.

e Trichet also hints that bond purchases will reduce further.

Journalists who attended today’s ECB press
conference may not have been entirely happy
but there is little doubt that the outcome — a
fairly dull event, was that favoured by the ECB
and financial markets. There are many rea-
sons why the ECB shouldn’t be exciting
at present. First of all, we remain some
considerable distance from the begin-
ning of an ECB tightening cycle. We
think the first rate hike is unlikely until
late in 2011 and markets seem to be pricing
the first increase as far away as early 2012. A
second reason for relatively boring Cen-
tral Banking is that financial markets
remain fairly nervous. Mr. Trichet struck a
slightly optimistic tone in his comments in re-
lation to the economy and financial but these
probably reflect a desire not to add to volatility
as much as they stem from a more positive

assessment of recent developments. A final
reason to be circumspect and accordingly
dull is that some significant hurdles are
fast approaching. On the economic front,
the global backdrop looks slightly less suppor-
tive of Eurozone export growth in the second
half of the year. Looming even larger is the
late July publication of stress tests for Euro-
pean banks, carrying with it the potential for
heightened strains in financial markets.

So, there were good reasons for Mr.
Trichet to avoid saying anything remark-
able today and, in large part, he suc-
ceeded although his comments on the
economic outlook and liquidity condi-
tions are of some significance. The text of
today’s ECB statement was very close to that
of early June. The ECB expects a ‘moderate
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and still uneven pace’ of recovery but Mr
Trichet was a little more upbeat in his re-
sponses to fairly limited questioning on the
economic outlook. While he emphasised
that the ECB remains ‘cautious and pru-
dent’, he also argued against what he
termed some ‘excessively pessimistic
market commentaries. In support of a
more positive view, he highlighted an improv-
ing trend in Eurozone production of late which
is clearly seen in Diagram 1. However, this
improvement owes much to strong demand
from outside the Eurozone. In contrast, the
recent trend in Euro area retail sales gives lit-
tle hint of a broadening upswing. Mr Trichet
is right to point out that growth in the
second quarter is likely to be notably
stronger than in the first but the pros-
pects for late 2010 and next year remain
extremely uncertain.
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It is understandable that policymakers would
seek to emphasise the positive and Mr Trichet
certainly wasn’'t wildly optimistic in his com-
ments today but his remarks appear a little at
odds with market concerns that the recovery
could lose momentum as the year progresses.
At the margin, his comments may reflect some
slight easing in ECB concerns about the impact
of the financial crisis on activity. In this re-
spect, today’s statement suggests the current
climate is one of ‘high uncertainty’ rather than
last month’s depiction of wnusually high un-
certainty’. The ECB also seems quite encour-
aged by the relatively smooth manner in which
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the money market negotiated the ending of
some €442 bio of 12 month liquidity support in
the past week.

The recent reduction in liquidity support
was the main focus of questioning at to-
day’s ECB press conference and while Mr
Trichet repeatedly refused to offer any great
insight on ECB thinking nonetheless what he
did say was instructive in terms of the likely
development of short term money market
rates during the second half of the year. Mr
Trichet was very clear in emphasising
that the rise in short term money market
rates should not be interpreted as any
signal on monetary policy. However, he
refused to provide any comfort that
money market rates would not rise fur-
ther. This message is entirely consistent with
remarks made back in March that overnight
rates ‘would not rise in the short term’ or prior
to that in January that 7iquidity will be abun-
dant for a number of months’. A sequence of
questions today sought an equally encourag-
ing response but this was not forthcoming.
Mr. Trichet simply noted that if banks had bid
for a larger amount of ECB funds last week,
rates would likely have remained lower.
These comments may be seen as a tacit ap-
proved of a trend increase in shorter dated
rates towards levels more typically seen in the
past. As diagram 2 indicates, there is still sig-
nificant scope for further increases in these
rates in the months ahead. How far and how
fast shorter dated rates increase will depend
on a range of influences. Mr Trichet said to-
day that the ECB had already committed to
provide unlimited access to 3 month liquidity
for a number of months but he also indicated
that the Governing Council hadn't decided to
do ‘anything more than that’ at today’s meet-

ing.

Mr Trichet also pointed towards what he said
looks like a trend slowdown in bond pur-
chases. So, quietly the ECB is stepping
back from its support to Eurozone mar-
kets although it should be emphasised
that it continues to provide very consid-
erable support. It is notable that this is
happening at a time when talk in the US is
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turning towards the possibility of a step-up in
asset purchases by the Federal Reserve in the
event of a marked economic slowdown later
this year. Clearly, if market chatter is to be
believed, current ECB thinking is different to
that at the Fed.

It would be wrong to suggest today’s
press conference hints at any major
change in ECB thinking of late. The gen-
eral thrust of Mr Trichet's message is very
similar to that of the past couple of months.
It should also be emphasised that the uptick in
shorter dated money market rates is primarily
a market driven phenomenon and as Mr
Trichet underlined does not contain any signal
for monetary policy.
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However, the slightly more positive tone
of Mr Trichet’s comments today, the tacit
support for firmer money market rates
and the inference that bond purchases
are being scaled down, hint at a desire to
take small steps towards reducing sup-
port to the markets. The markets reading
of these intentions (aspirations?) could lead to
further upward pressure on interest rates and
may lend support to the Euro on foreign ex-
change markets - at least as long as investors
believe that the ECB is right to take a slightly
more optimistic view.
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