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ECB threatens July rate rise

o Trichet suggests rate rise likely next month

e ECBto act as inflation likely to star higher for longer

e Threat of further increases likely to hang over interest rate markets

e ECB adopting a very high risk strategy

e Higher interest rates unlikely to alter food or fuel costs...but could damage a clearly weakening Euro Area

Economy

Today's European Central Bank decision to leave its key
policy rate unchanged at 4.00 for a twelfth consecutive
month did not come as a surprise to financial markets.
However, Mr. Trichet's warning that rates could rise as soon
as next month certainly did.

The indication that interest rates could rise a early as
next month is probably the biggest shock the ECB has
delivered to financial markets in its 9 % year history.
Traders had looked to the ECB’s monthly press conference
for some guidance on the outlook for Euro area interest
rates. In the past month or so, hopes for lower rates had all
but vanished. Instead, the markets had begun to price in
the prospect of an increase in official rates in the Autumn.
In these circumstances, investors looked forward to Mr.
Trichet's pronouncement today but there was little expecta-
tion of the fireworks he delivered.

The monthly press statement was more hawkish than ex-
pected. However, Mr. Trichet went a great deal further in
responding to questions than the tone of the opening press
statement had suggested. In today’s Q & A session, he
said that a number of the ECB council wanted to raise
rates today and suggested that the ECB “could move a
small amount in July”. While he said it was not certain
that rates will rise next month, he made it more than clear
that ‘it's possible to move in July’.

Mr. Trichet went so far today in preparing the market for
a rate rise in July that it is difficult to see what would
make the ECB decide against hiking rates next month.
A failure to raise rates would leave markets completely lost
as to what determines ECB policy and communications.
Furthermore, the ECB’s much wanted medium term focus
means that the vagaries of monthly data between now and
the next policy meeting on the 3rd of next month should not

dramatically alter ECB thinking. Hence, in sharp contrast to
our earlier expectations, it now looks very likely that interest
rates are set to rise next month.

Why are rates moving higher?

The rationale for today’'s shock announcement appears
to be the expectation that inflation pressures will re-
main stronger for longer. Today’s ECB projection envis-
ages inflation averaging 3.4% in 2008 and 2.4% in 2009.
This implies that inflation will remain well above the ECB’s
target for the foreseeable future. The main reason for run-
away inflation in the Eurozone and elsewhere is the
trajectory of fuel and food prices even though there has
been some easing of late. However, Mr. Trichet also sug-
gested that the ECB is concerned about the risk that a lack
of competition in the services sector could also drive infla-
tion higher. Mr. Trichet was quite evasive on the precise
cause for the marked change in ECB thinking in the
past month. It appears that the ECB feels its credibility
could be jeopardised if it isn’'t seen to respond to infla-
tion staying so far above its target for such a long time.
So, we see today’s words and next month’s likely action as
intended to convey the ECB'’s determination to deliver price
stability — regardless of the cost.

What could prevent a rate increase?

Mr. Trichet's comments today suggested there were
clear divisions within the ECB’s governing council on
whether rates should be raised. We think a rate increase
is almost inevitable next month, even if it is still not com-
pletely certain. We think it would take an unexpectedly
dramatic deterioration in the Euro area Economy to con-
vince the ECB to back down. In the past few days we have
seen considerable weakness in Eurozone retail sales and
unexpectedly weak German manufacturing orders. How-
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ever, today’s comments make it quite clear that from
the ECB'’s perspective, growth concerns fall a very poor
second to worries about persistently high inflation.
They also imply the ECB doesn't see activity weakening to
the extent needed to make a decisive difference to the infla-
tion outlook. Concerns about the impact of the credit crunch
have also disappeared in regard to their monetary policy
implications.

What happens next?

We think Economic growth in the Euro area will slow sharply
in coming months. We don't share the ECB’s expectation
that it will rebound markedly in 2009. As a result we still
think that eventually the ECB will be forced to change tack.
That would imply an eventual easing in interest rates. How-
ever, that is now a very distant and seemingly remote pros-
pect. If we are right in thinking that a rise in interest
rates is intended to underscore the ECB’s credibility,
then as Mr. Trichet said today ‘a small increase’ might
suffice.  However as inflation could push higher
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Is the ECB Brave or Foolish?

There is no question that the ECB, like Central Banks right
around the world, has found itself in a very difficult position.
That said, it's solution to raise interest rates to underscore
it's commitment to price stability is a very risky strategy.
The mainstay of the current inflationary impulse in the Euro-
zone is the surge in commodity costs. This will not be re-
versed by a small rate rise or possibly even by large meas-
ures. If food and fuel prices continue to rise, consistency
could put pressure on the ECB to raise rates further in the
Autumn.

The ECB's credibility across Europe could also be jeopard-
ised if tighter policy is regarded as contributing significantly
to a sharp slowdown. For some, the ECB could be a very
easy target for economic strains both within and across
countries within the Eurozone. In this regard, the timing of
today’s announcement will do little to garner support for the
Lisbon treaty in next week’s Irish referendum. Indeed, to-
day’s surprise from the ECB could reverberate around

through the summer months, concerns about a further
increase in the Autumn may well persist. Certainly the
ECB's current inflation forecast for 2009 holds out some
possibility of a further tightening of policy. Although we think
this is unlikely, it will remain the focus of financial markets
and underpin upward pressure on Eurozone interest rates in
the next few months.

Europe for some time to come.
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