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From economic green shoots to policy 
daisies… 
The list of signs of stabilization grows by the day, today with June 
Eurozone economic confidence. It is still too short, however, to lead 
the ECB to change its cautious tone later this week. The green shoots 
are not a positive surprise, they are just confirmation of what most of 
us expected, and as such they justify relief, but not enthusiasm. In 
fact, the ECB’s own macroeconomic outlook would justify additional 
easing, but the turnaround in activity data has shifted the balance of 
risks: given the still high uncertainty, the ECB now probably sees the 
risks of policy overshoot as larger than those of a renewed economic 
downturn. Similarly, the ECB sees risks of deflation as limited, and its 
priority is to maintain the ability to tighten quickly when needed. 
Therefore, I expect the ECB will keep policy on hold this month and for 
the rest of the year. Then it will turn from watching the green shoots to 
picking the petals off the first daisy, wondering “I tighten, I tighten 
not…” Meanwhile, in the coming months it will watch anxiously 
various measures of inflation expectations, because the true test of 
whether inflation expectations are really anchored is coming now.  

Eurozone economic confidence rose for the third consecutive month 
in June, beating consensus expectations and bringing some 
additional comfort to ECB officials preparing for Thursday’s monetary 
policy meeting. With the exception of retail, all sectors reported unchanged 
or improved sentiment, confirming that the turnaround is broad-based. This, 
however, will change the ECB’s cautious tone in my view, and for good 
reasons.  
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First, saying that the worst is behind us does not mean much when 
the worst is as bad as what we have seen. As ECB President Trichet has 
explained, we are seeing evidence that the economy is stabilizing at very 
low levels after a dramatic plunge—this is reassuring, but hardly cause for 
unrestrained celebration. Economic confidence, like other indicators, is still 
deep in recessionary territory, having barely recovered after a deep and 
prolonged plunge (see chart above). 
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  Second, we need to bear in mind that these signs of stabilization, the by now famous 
“green shoots”, are just the confirmation of what most of us expected, and not a 
pleasant surprise. In other words, they are consistent with expectations of a very gradual
and weak recovery rather than with V-shaped rebound—indeed upward revisions of growth 
forecasts by investment banks and international organizations have been limited and mostly
cautious.  

Based also on these tentative signs of stabilization, the ECB will most likely keep
policy on hold this week, holding the Refi rate at 1.0% and declining to step up either its
liquidity operations or its asset purchases. Indeed, the ECB will almost certainly re-emphasize 
that both the covered bonds purchases and the 1-year liquidity operations launched last week 
are aimed at providing “better” liquidity rather than more liquidity.  

  But is this the right policy? 

At the end of our discussion last week, my colleagues in the ECB shadow council and I
recommended cutting interest rates by 50bp. It was a close decision which followed a 
lively debate. The main rationale for further policy easing is, in my view, that most forecasts
including those of the ECB’s staff point to a significant undershooting of the inflation target
next year, together with zero growth following this year’s severe recession. It seems therefore 
quite clear that the ECB’s own mandate calls for further monetary easing, whether in the form
of interest rate cuts or through quantitative easing.  

The ECB, however, is understandably reluctant to ease further just when the economy 
seems to have turned the corner. While the data and forecasts imply that policy should 
have been eased sooner and more decisively, the fact that the data have now turned seems
to have shifted the balance of risks: given that uncertainty is still extremely high, signs of 
stabilization suggest to the ECB that the risk of stimulus overshooting now needs to be taken
more seriously.  

  In other words, the ECB’s attitude can be summarized as follows: 

The ECB still sees the risk of deflation as very limited. In a recent speech (“Inflation and 
deflation risks: How to recognize them? How to avoid them?”,
http://www.ecb.int/press/key/date/2009/html/sp090624.en.html) , Governing Council member 
Bini-Smaghi noted that (1) compared to the US and the UK, larger and persistent changes in
the output gap are needed to impact eurozone inflation; and (2) while consumers’ inflation
expectations have fallen to a record low in May, they do not yet signal deflation; 5-years 
ahead projections in the Survey of Professional Forecasters are in line with price stability; and
some market measures of inflation expectations have rebounded since last April.  
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  Bini-Smaghi, however, quotes the IMF to add that “continuous monitoring is needed, 
as history shows that ‘deflation and deflation expectations can take root surprisingly
quickly’”. Indeed, inflation expectations will need to be monitored very closely over the 
coming months, when headline inflation will settle firmly in negative territory, providing the real 
test of whether or not inflation expectations are well anchored. In this regard, note that
consumer inflation expectations released today declined further in the face of the recent 
rebound in energy prices.  

The ECB places a very high priority on its ability to tighten policy quickly when the
time comes. This is clearly the rationale for keeping the Refi rate at 1.0% while pushing
market rates close to zero with the deposit rate at 0.25% and massive liquidity injections: it 
will be able to bring market rates all the way back up to 1.0% without controversial newspaper
headlines about rate hikes. It is also the rationale for relying heavily on liquidity operations 
rather than asset purchases: the former are much easier to unwind.  

Therefore, I would expect the ECB to keep its policy firmly on hold and refrain from 
further easing unless economic activity weakens again or unless we see a sustained
downtrend in most measures of inflation expectations. If that risk does not materialize,
around the turn of the year the ECB will start pondering more seriously the timing for a
new tightening cycle.  

 



 

 

 

June 29, 2009 Economics & FI/FX Research

Market Sense

Bayerische Hypo- und Vereinsbank AG                UniCredit CAIB Group page 4 See last pages for disclaimer.

Disclaimer 
Our recommendations are based on information obtained from, or are based upon public information sources that we consider to be reliable but for the completeness and 
accuracy of which we assume no liability. All estimates and opinions included in the report represent the independent judgment of the analysts as of the date of the issue. We 
reserve the right to modify the views expressed herein at any time without notice. Moreover, we reserve the right not to update this information or to discontinue it altogether 
without notice. 
This analysis is for information purposes only and (i) 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 
financial, money market or investment instrument or any security, (ii) is neither intended as such an offer for sale or subscription of or solicitation of an offer to buy or subscribe 
for any financial, money market or investment instrument or any security nor (iii) as an advertisement thereof. The investment possibilities discussed in this report may not be 
suitable for certain investors depending on their specific investment objectives and time horizon or in the context of their overall financial situation. The investments discussed 
may fluctuate in price or value. Investors may get back less than they invested. Changes in rates of exchange may have an adverse effect on the value of investments. 
Furthermore, past performance is not necessarily indicative of future results. In particular, the risks associated with an investment in the financial, money market or investment 
instrument or security under discussion are not explained in their entirety.  
This information is given without any warranty on an "as is" basis and should not be regarded as a substitute for obtaining individual advice. Investors must make their own 
determination of the appropriateness of an investment in any instruments referred to herein based on the merits and risks involved, their own investment strategy and their legal, 
fiscal and financial position. As this document does not qualify as an investment recommendation or as a direct investment recommendation, 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. Investors are urged to contact their 
bank's investment advisor for individual explanations and advice. 
Neither 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 Değerler A.Ş., UniCredit Bulbank, Zagrebačka banka, UniCredit Bank, Bank Pekao, Yapi 
Kredi, UniCredit Tiriac Bank, ATFBank nor any of their respective directors, officers or employees nor any other person accepts any liability whatsoever (in negligence or 
otherwise) for any loss howsoever arising from any use of this document or its contents or otherwise arising in connection therewith. 
This analysis is being distributed by electronic and ordinary mail to professional investors, who are expected to make their own investment decisions without undue reliance on 
this publication, and may not be redistributed, reproduced or published in whole or in part for any purpose. 
Responsibility for the content of this publication lies with:  
a) Bayerische Hypo- und Vereinsbank AG, Am Tucherpark 16, 80538 Munich, Germany, (also responsible for the distribution pursuant to §34b WpHG). The company belongs to 

UCI Group. 
Regulatory authority: “BaFin“ – Bundesanstalt für Finanzdienstleistungsaufsicht, Lurgiallee 12, 60439 Frankfurt, Germany. 
b) Bayerische Hypo- und Vereinsbank AG, London Branch, Moor House, 120 London Wall, London EC2Y 5ET, United Kingdom.  
Regulatory authority: “BaFin“ – Bundesanstalt für Finanzdienstleistungsaufsicht, Lurgiallee 12, 60439 Frankfurt, Germany and subject to limited regulation by the Financial 
Services Authority (FSA), 25 The North Colonnade, Canary Wharf, London E14 5HS, United Kingdom. Details about the extent of our regulation by the Financial Services 
Authority are available from us on request. 
c) Bayerische Hypo- und Vereinsbank AG Milan Branch, Via Tommaso Grossi, 10, 20121 Milan, Italy, duly authorized by the Bank of Italy to provide investment services.  
Regulatory authority: “Bank of Italy”, Via Nazionale 91, 00184 Roma, Italy and Bundesanstalt für Finanzdienstleistungsaufsicht, Lurgiallee 12, 60439 Frankfurt, Germany. 
The UniCredit CAIB Group, consisting of 
d) UniCredit CAIB AG, Julius-Tandler-Platz 3, 1090 Vienna, Austria 
Regulatory authority: Finanzmarktaufsichtsbehörde (FMA), Praterstrasse 23, 1020 Vienna, Austria 
e) UniCredit CAIB Securities UK Ltd., Moor House, 120 London Wall, London EC2Y 5ET, United Kingdom 
Regulatory authority: Financial Services Authority (FSA), 25 The North Colonnade, Canary Wharf, London E14 5HS, United Kingdom 
f) UniCredit Securities, Boulevard Ring Office Building, 17/1 Chistoprudni Boulevard, Moscow 101000, Russia 
Regulatory authority: Federal Service on Financial Markets, 9 Leninsky prospekt, Moscow 119991, Russia 
g) UniCredit Menkul Değerler A.Ş., Büyükdere Cad. No. 195, Büyükdere Plaza Kat. 5, 34394 Levent, Istanbul, Turkey 
Regulatory authority: Sermaye Piyasası Kurulu – Capital Markets Board of Turkey, Eskişehir Yolu 8.Km No:156, 06530 Ankara, Turkey 
h) UniCredit Bulbank, Sveta Nedelya Sq. 7, BG-1000 Sofia, Bulgaria 
Regulatory authority: Financial Supervision Commission, 33 Shar Planina str.,1303 Sofia, Bulgaria 
i) Zagrebačka banka, Paromlinska 2, HR-10000 Zagreb, Croatia 
Regulatory authority: Croatian Agency for Supervision of Financial Services, Miramarska 24B, 10000 Zagreb, Croatia 
j) UniCredit Bank, Na Príkope 858/20, CZ-11121 Prague, Czech Republic 
Regulatory authority: CNB Czech National Bank, Na Příkopě 28, 115 03 Praha 1, Czech Republic 
k) Bank Pekao, ul. Grzybowska 53/57, PL-00-950 Warsaw, Poland 
Regulatory authority: Polish Financial Supervision Authority, Plac Powstańców Warszawy 1, 00-950 Warsaw, Poland 
l) UniCredit Bank, Prechistenskaya emb. 9, RF-19034 Moscow, Russia 
Regulatory authority: Federal Service on Financial Markets, 9 Leninsky prospekt, Moscow 119991, Russia 
m) UniCredit Bank, Šancova 1/A, SK-813 33 Bratislava, Slovakia 
Regulatory authority: National Bank of Slovakia, Stefanikovo nam. 10/19, 967 01 Kremnica, Slovakia 
n) Yapi Kredi, Yapi Kredi Plaza D Blok, Levent, TR-80620 Istanbul, Turkey 
Regulatory authority: Sermaye Piyasası Kurulu – Capital Markets Board of Turkey, Eskişehir Yolu 8.Km No:156, 06530 Ankara, Turkey 
o) UniCredit Tiriac Bank, Ghetarilor Street 23-25, RO-014106 Bucharest 1,Romania 
Regulatory authority: CNVM, Romanian National Securities Commission, Foişorului street, no.2, sector 3, Bucharest, Romania 
p) ATFBank, 100 Furmanov Str., KZ-050000 Almaty, Kazakhstan 
Agency of the Republic of Kazakhstan on the state regulation and supervision of financial market and financial organisations, 050000, Almaty, 67 Aiteke Bi str., Kazakhstan 
 
POTENTIAL CONFLICTS OF INTEREST 
Bayerische Hypo- und Vereinsbank AG acts as a Specialist or Primary Dealer in government bonds issued by the Italian, Portuguese and Greek Treasury. Main tasks of the 
Specialist are to participate with continuity and efficiency to the governments' securities auctions, to contribute to the efficiency of the secondary market through market making 
activity and quoting requirements and to contribute to the management of public debt and to the debt issuance policy choices, also through advisory and research activities. 
ANALYST DECLARATION 
The author’s remuneration has not been, and will not be, geared to the recommendations or views expressed in this study, neither directly nor indirectly. 
ORGANIZATIONAL AND ADMINISTRATIVE ARRANGEMENTS TO AVOID AND PREVENT CONFLICTS OF INTEREST 
To prevent or remedy conflicts of interest, 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 Değerler A.Ş., UniCredit Bulbank, Zagrebačka banka, 
UniCredit Bank, Bank Pekao, Yapi Kredi, UniCredit Tiriac Bank, ATFBank have established the organizational arrangements required from a legal and supervisory aspect, 
adherence to which is monitored by its compliance department. Conflicts of interest arising are managed by legal and physical and non-physical barriers (collectively referred to 
as “Chinese Walls”) designed to restrict the flow of information between one area/department 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 Değerler A.Ş., 
UniCredit Bulbank, Zagrebačka banka, UniCredit Bank, Bank Pekao, Yapi Kredi, UniCredit Tiriac Bank, ATFBank and another. In particular, Investment Banking units, including 
corporate finance, capital market activities, financial advisory and other capital raising activities, are segregated by physical and non-physical boundaries from Markets Units, as 
well as the research department. In the case of equities execution by Bayerische Hypo- und Vereinsbank AG Milan Branch, other than as a matter of client facilitation or delta 
hedging of OTC and listed derivative positions, there is no proprietary trading. Disclosure of publicly available conflicts of interest and other material interests is made in the 
research. Analysts are supervised and managed on a day-to-day basis by line managers who do not have responsibility for Investment Banking activities, including corporate 
finance activities, or other activities other than the sale of securities to clients. 
 
 



 

 

 

June 29, 2009 Economics & FI/FX Research

Market Sense

Bayerische Hypo- und Vereinsbank AG                UniCredit CAIB Group page 5 See last pages for disclaimer.

ADDITIONAL REQUIRED DISCLOSURES UNDER THE LAWS AND REGULATIONS OF JURISDICTIONS INDICATED 
Notice to Austrian investors 
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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 
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such information, and are subject to change without notice. 
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