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Porte-parole privilege

The ECB’s press conference, which began as US non farm payrolls
dropped another 467K, turned out to be significantly more interesting
than expected in at least one respect: just as economic activity begins
to stabilize and financial market tensions to abate, the ECB seems to
become increasingly concerned about the risk of a credit crunch.
Together with its cautious view of the recovery prospects, this
supports my view that interest rates will remain on hold well into next
year. Mr. Trichet confirmed that the current stance on both interest
rates and “enhanced credit support” is appropriate, but it is clear that
the bank stands ready to do more on either front if needed. The ECB
talks the talk of the Bundesbank, but it walks the walk of the Fed and
Bank of England. Another reason why the ECB is not in any hurry to
deploy an exit strategy is that it is confident that it will be able to exit
very quickly once it decides to. Trichet confirmed today that all policy
actions have been designed especially so that they could be unwound
quickly—including, as | have noted in the past, the strategy to push
market rates to zero while holding the refi at 1.0% and that of relying
mostly on refinancing operations rather than on asset purchases. The
ECB is rightly satisfied with the success of the 12-month refinancing
operation, but with banks happy to pay a hefty 75bp charge to
redeposit much of it, there is clearly no certainty that the liquidity will
be promptly passed on to the real economy. Individual Governing
Council members have voiced different opinions on how the ECB can
push banks to lend, or by-pass them if they do not. Mr. Trichet today
invoked “porte-parole privilege” to avoiding commenting on the state
of the internal debate, and instead deployed a very polished and
articulated moral suasion on banks, something that is becoming a
favoured tool in the central bank’s arsenal. The ECB’s prudent attitude
will keep short-term rates well anchored, with room for a further
moderate decline in short-term euribor rates, whereas the long end
will remain exposed to risks coming from (premature) inflation fears
and bond supply concerns. The great bear flattening trade will have to
wait for quite awhile.
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Just as economic activity begins to stabilize and financial market tensions to abate, the
ECB seems to become increasingly concerned about the risk of a credit crunch. | have
highlighted this trend over at least the last couple of months, but today’s press conference
was especially interesting in this regard. ECB President Trichet was quite clear in stating that:

1. While it is difficult to disentangle the joint collapse in credit demand and supply, it seems
likely that supply restrictions are now playing a role.

2. The recent decisions to launch 12-month refinancing operations and covered bonds
purchases are aimed at counteracting credit supply constrictions, and the ECB sees the
measures deployed so far as adequate.

3. The ECB has stepped up its moral suasion, calling on banks to lend the liquidity on to the
real economy, but also to strengthen their capital basis including by taking recourse to the
support measures offered by governments.

In this regard, Mr. Trichet referred to the latest Financial Stability Review to note that the ECB
is well aware of the pressures bearing on the Eurozone’s banking system—even though it has
a less pessimistic view than the IMF on the matter.

Moral suasion has recently come to play an increasingly prominent role in the ECB’s
strategy. Mr. Trichet today offered the most polished and articulated version, explaining that
the ECB’s own efforts in providing enhanced credit support must be matched by governments
and private banks in order to be successful. Mr. Bini Smaghi had recently voiced a rather
sterner and somewhat disconcerting warning, saying that “the appropriate authorities” should
ensure that banks on-lend the liquidity provided by the ECB.

This kind of “enhanced moral suasion” is pragmatic but somewhat questionable. To
the extent that banks are tightening lending criteria in response to a deteriorating macro
environment and the corresponding rise in projected default rates, pressing them to lend more
is tantamount to a call to imprudence. Of course banks would be carrying out a social
responsibility in helping to soften the recession, but we should remember that while the ECB
provides the liquidity, the banks still shoulder the credit risk. The next step in the logical chain
is the ECB’s recommendation that banks strengthen their capital position with the help of
governments, if need be—obviously a rather sensitive issue.

Mr. Trichet invoked “porte-parole” privilege during the Q&A, rejecting requests to
comment on statements by other Governing Council members, notably Mr. Weber, who
stated that if banks do not channel the additional liquidity to the real economy, the ECB
would have to bypass them. His reluctance is understandable, as this is very uncomfortable
territory for the ECB. By-passing the banking system would presumably imply direct
purchases of commercial paper and corporate bonds. In an environment of rising default
rates, that would run counter to the ECB’s desire to limit the risk on its books—indeed, Mr.
Trichet said today that the bank had decided to focus on covered bonds because they came
with a double-guarantee and therefore carried very little risk.

The ECB’s cautious assessment of the financial sector’s situation is mirrored by an
equally prudent view of the macroeconomic outlook: the steady sprouting of new green
shoots has not moved the ECB away from its view that positive growth will only return by the
middle of next year. The bank sees risks to its growth outlook as balanced, with the risks of a
stronger or more protracted feedback from the financial sector, of rising unemployment and oil
prices, of protectionism and a possible disorderly correction of global imbalances matched by
the hope for a stronger than expected impact of the policy stimulus or a faster improvement in
confidence.
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MANUFACTURING ACTIVITY ON THE MEND
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The ECB’s view on inflation is also unchanged, with price developments expected to
remain dampened over the policy relevant horizon. As expected, Trichet repeated that the
drop of inflation into negative territory which began last month will be temporary and is not
relevant from a monetary policy perspective. He also stressed that inflation expectations
remain well anchored, referring in particular of projections of 5-year inflation in the Survey of
Professional Forecasters, so that the bank is confident that its objective of price stability will
be met over the medium term. | tend to agree, but, as | have pointed out in the past, the real
test of inflation expectations is coming now, and while the SPF is reassuring, consumers
inflation expectations are more of a concern: they have already dropped sharply, and will
likely fall further as we record a few months of negative headline inflation. Two additional
minor points here: First, while risks to growth are seen as balanced, the growth outlook is
seen as a downside risk to the inflation outlook—I think this is exactly right, given the
projected widening in the output gap and consequent impact on core inflation. Second, the
upside risks to inflation still sound unconvincing to me: Trichet mentioned commodity prices
and the rise in indirect taxes and administered prices which will be needed for fiscal
consolidation, but both of these factors in my view would imply if anything an even more
sluggish recovery and therefore muted price pressures.

DEFLATION IS NOT ON ECB RADAR SCREEN
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The bottomline is that policy is seen as appropriate, both as regards the level of
interest rates and the asset purchases program—although Trichet repeated that there is
no precommitment, and in particular that the 1.0% is not a hard floor for the refi.

| therefore remain convinced that rates will be on hold for a long time, well into next
year. The ECB is in no hurry to begin unwinding the stimulus also because it knows that it will
be able to do so very quickly once it decides to—as Trichet noted today, its policy has in fact
been designed with an exit strategy already in mind.
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ADDITIONAL REQUIRED DISCLOSURES UNDER THE LAWS AND REGULATIONS OF JURISDICTIONS INDICATED

Notice to Austrian investors

This document does not constitute or form part of any offer for sale or subscription of or solicitation of any offer to buy or subscribe for any securities and neither this document
nor any part of it shall form the basis of, or be relied on in connection with or act as an inducement to enter into, any contract or commitment whatsoever.

This document is confidential and is being supplied to you solely for your information and may not be reproduced, redistributed or passed on to any other person or published, in
whole or part, for any purpose.

Notice to Czech investors

This report is intended for clients of Bayerische Hypo- und Vereinsbank AG, Bayerische Hypo- und Vereinsbank AG, London Branch, UniCredit CAIB AG, Bayerische Hypo- und
Vereinsbank AG Milan Branch, UniCredit CAIB Securities UK Ltd., UniCredit Securities, UniCredit Menkul Degerler A.S., UniCredit Bulbank, Zagrebacka banka, UniCredit Bank,
Bank Pekao, Yapi Kredi, UniCredit Tiriac Bank, ATFBank in the Czech Republic and may not be used or relied upon by any other person for any purpose.

Notice to Italian investors

This document is not for distribution to retail clients as defined in article 26, paragraph 1(e) of Regulation n. 16190 approved by CONSOB on October 29, 2007.

In the case of a short note, we invite the investors to read the related company report that can be found on UniCredit Research website www.globalresearch.unicreditmib.eu.

Notice to Russian investors

As far as we are aware, not all of the financial instruments referred to in this analysis have been registered under the federal law of the Russian Federation “On the Securities
Market” dated April 22, 1996, as amended, and are not being offered, sold, delivered or advertised in the Russian Federation.

Notice to Turkish investors

Investment information, comments and recommendations stated herein are not within the scope of investment advisory activities. Investment advisory services are provided in
accordance with a contract of engagement on investment advisory services concluded with brokerage houses, portfolio management companies, non-deposit banks and the
clients. Comments and recommendations stated herein rely on the individual opinions of the ones providing these comments and recommendations. These opinions may not suit
your financial status, risk and return preferences. For this reason, to make an investment decision by relying solely on the information stated here may not result in consequences
that meet your expectations.

Notice to Investors in Japan

This document does not constitute or form part of any offer for sale or subscription for or solicitation of any offer to buy or subscribe for any securities and neither this document
nor any part of it shall form the basis of, or be relied on in connection with or act as an inducement to enter into, any contract or commitment whatsoever.

Notice to UK investors

This communication is directed only at clients of Bayerische Hypo- und Vereinsbank AG, Bayerische Hypo- und Vereinsbank AG, London Branch, UniCredit CAIB AG,
Bayerische Hypo- und Vereinsbank AG Milan Branch, UniCredit CAIB Securities UK Ltd., UniCredit Securities, UniCredit Menkul Degerler A.S., UniCredit Bulbank, Zagrebacka
banka, UniCredit Bank, Bank Pekao, Yapi Kredi, UniCredit Tiriac Bank, ATFBank in the Czech Republic who (i) have professional experience in matters relating to investments
or (i) are persons falling within Article 49(2)(a) to (d) (“high net worth companies, unincorporated associations, etc.”) of the United Kingdom Financial Services and Markets Act
2000 (Financial Promotion) Order 2005 or (iii) to whom it may otherwise lawfully be communicated (all such persons together being referred to as “relevant persons”). This
communication must not be acted on or relied on by persons who are not relevant persons. Any investment or investment activity to which this communication relates is available
only to relevant persons and will be engaged in only with relevant persons.

Notice to U.S. investors

This report is being furnished to U.S. recipients in reliance on Rule 15a-6 ("Rule 15a-6") under the U.S. Securities Exchange Act of 1934, as amended. Each U.S. recipient of this
report represents and agrees, by virtue of its acceptance thereof, that it is such a "major U.S. institutional investor" (as such term is defined in Rule 15a-6) and that it understands
the risks involved in executing transactions in such securities. Any U.S. recipient of this report that wishes to discuss or receive additional information regarding any security or
issuer mentioned herein, or engage in any transaction to purchase or sell or solicit or offer the purchase or sale of such securities, should contact a registered representative of
UniCredit Capital Markets, Inc. (“UCI Capital Markets”).

Any transaction by U.S. persons (other than a registered U.S. broker-dealer or bank acting in a broker-dealer capacity) must be effected with or through UCI Capital Markets.

The securities referred to in this report may not be registered under the U.S. Securities Act of 1933, as amended, and the issuer of such securities may not be subject to U.S.
reporting and/or other requirements. Available information regarding the issuers of such securities may be limited, and such issuers may not be subject to the same auditing and
reporting standards as U.S. issuers.

The information contained in this report is intended solely for certain "major U.S. institutional investors" and may not be used or relied upon by any other person for any purpose.
Such information is provided for informational purposes only and does not constitute a solicitation to buy or an offer to sell any securities under the Securities Act of 1933, as
amended, or under any other U.S. federal or state securities laws, rules or regulations. The investment opportunities discussed in this report may be unsuitable for certain
investors depending on their specific investment objectives, risk tolerance and financial position. In jurisdictions where UCI Capital Markets is not registered or licensed to trade in
securities, commodities or other financial products, transactions may be executed only in accordance with applicable law and legislation, which may vary from jurisdiction to
jurisdiction and which may require that a transaction be made in accordance with applicable exemptions from registration or licensing requirements.

The information in this publication is based on carefully selected sources believed to be reliable, but UCI Capital Markets does not make any representation with respect to its
completeness or accuracy. All opinions expressed herein reflect the author’s judgment at the original time of publication, without regard to the date on which you may receive
such information, and are subject to change without notice.

UCI Capital Markets may have issued other reports that are inconsistent with, and reach different conclusions from, the information presented in this report. These publications
reflect the different assumptions, views and analytical methods of the analysts who prepared them. Past performance should not be taken as an indication or guarantee of future
performance, and no representation or warranty, express or implied, is provided in relation to future performance.

UCI Capital Markets and any company affiliated with it may, with respect to any securities discussed herein: (a) take a long or short position and buy or sell such securities; (b)
act as investment and/or commercial bankers for issuers of such securities; (c) act as market makers for such securities; (d) serve on the board of any issuer of such securities;
and (e) act as paid consultant or advisor to any issuer.

The information contained herein may include forward-looking statements within the meaning of U.S. federal securities laws that are subject to risks and uncertainties. Factors
that could cause a company’s actual results and financial condition to differ from expectations include, without limitation: political uncertainty, changes in general economic
conditions that adversely affect the level of demand for the company’s products or services, changes in foreign exchange markets, changes in international and domestic
financial markets and in the competitive environment, and other factors relating to the foregoing. All forward-looking statements contained in this report are qualified in their
entirety by this cautionary statement

This document may not be distributed in Canada or Australia.
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