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ECB — STEADY AS SHE GOES

* ECB leaves policy rate unchanged at 1.00%

 ECB pleased with results of last week’s auction
of EUR442bn in liquidity to banks

As expected, the ECB |eft interest rates unchanged in
July at 1.00% and provided very few changesto their out-
look for inflation and the Eurozone economy. The only
notable changein language was the downgrading of infla-
tionary pressuresfrom “moderate” to “low.” (Our dissec-
tion of the ECB’s statement can be found here: http://
www.td.com/economics/comment/ecb_jul09.pdf.) Outside
of this, the ECB continuesto seetherisksto both inflation
and economic growth broadly balanced around their base
case forecast for positive quarterly GDP growth to return
by mid-2010 and inflation to remain dampened over the
medium term.

We believe the ECB islikely to remain in this holding
pattern on their outlook until at least thelast quarter of this
year. At that point, we will have a better sense of the
strength of any short-term rebounds and medium-term re-
covery, and how long the ECB will be comfortableleaving
the policy rate at its current low level. In our opinion, it
would take another negative shock to push the ECB to cut
again and see agreater risk of the ECB hiking modestly in
mid-2010. Thiswould not likely bethebeginning of alonger
hiking cycle, but what could be called a normalization of
accommodation. Many ECB Governing Council members

have expressed unease in the past with such low interest
rates, and several have noted on occasion that interest rate
hikes can be avalid tool for addressing asset bubbles.

We do see arisk of a stronger than expected rebound
in Eurozone GDP at the end of thisyear, aswell astherisk
that the Eurozone credit crunch will be smaller than pre-
viously feared (see Could the Eurozone Economy
See the ‘Mother of All Rebounds?’ http://
www.td.com/economics/special/rk0609_eurozone.pdf).
Giventhe ECB’s past proclivities, thisislikely to drivean
activeinternal debate asto whether exit strategies should
include some preemptiveincreasesininterest rates. How-
ever, even though our own economic forecasts are more
optimistic than the ECB’s staff forecasts, we would argue
interest rates should remain at 1.00% longer than this. We
think that inflationary pressureswill still remain low even
into 2011, given a muted recovery in 2010, but think the
ECB will be more proneto hike.

Itisearly daysinthisrecovery, though, so this outlook
remains very dependent on astill hazy crystal ball. Once
we are through summer and into the end of the year, we
will have a better sense of whether the ECB’s new liquid-
ity injections are moving from precautionary deposits to
actual loansin the economy, and whether nascent signs of
an early economic rebound are supported.
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