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ECB review: A commitment to keep the policy accommodative







The European Central Bank (ECB) maintained status quo, and made the change to its forward guidan ce
on policy rates on expected lines
The new forward guidance provided an even stronger signal from the Central Ban k, t h at p olicy rates
will be kept at current levels, for a prolonged period of time
While there was some acknowledgement that growth could pick-up, inflation was expected to continu e
to undershoot in the medium to long-term. The ECB also said that it will remain watchf ul o n the risks
posed by the delta variant of the virus
Hence, we see the ECB continuing with its Pandemic Emergency Purchases Program (PE PP) till Mar
2022. After which, it is expected to increase the size of its open -ended Quantitative Easing (QE)
programme from EUR 20 per month to EUR 50-60 bn per month, over 2022
We remain bearish on the EUR/USD pair, reflecting ongoing divergence in growth and monetary p olicy ,
between the US economy and the Euro-zone
We see a steepening bias taking hold in the European yield curves over the medium-term.

EC B changes its forward guidance…: The ECB introduced a new forward guidance for policy rates to take in to account the
revised framework that was made in conclusion to the strategic review.
The ECB revised its guidance to state that ‘the key ECB interest rates will remain at their present or lower levels until it sees

inflation reaching two per cent well ahead of the end of its projection horizon, and durably for the rest of the projection
horizon, and it judges that realised progress in the underlying inflation, is sufficiently advanced to be consistent with
inflation stabilising at two per cent over the medium term. This may also imply a transitory period in which inflation is
moderately above target’.
This compares to the previous guidance of ‘the key ECB interest rates, which will remain at their present or lower levels

until it has seen the inflation outlook robustly converge to a level sufficiently close to, but below, 2% within its projecti on
horizon, and such convergence has been consistently reflected in underlying inflation dynamics.’
Th e changes made along with the guidance provided from the Governor, imply that the Central Bank will want to en sure
th at inflation reaches the 2% mark, well ahead of the end of the projection h orizon th at i s curren tly at 2023. As w e
understand, this would mean that the ECB would not hike rates, even if its forecast is for inflation to reach 2% at the end of
the forecast horizon. Instead, it would want to ensure that it averages 2% over the period. In the latest round of projections
released for June, the ECB forecasts CPI inflation at 1.4% for end 2023 and average of 1. 6% for the period. Hen ce, by
altering its forward guidance, the ECB has committed to keeping rates low for a fairly long period of time. The ECB is du e
to release its forecasts for 2024 in its December policy meeting. The Central Bank also made it clear that it will look through
any temporary overshoots, as would be the case in 2021.
…but keeps policy framework unchanged: While changes were made to the forward guidance, other componen ts of the
policy were not altered.





The ECB kept policy rates unchanged
The size of the pandemic emergency purchases programme of EUR 1850 bn was kept unchanged, with the
programme set to expire on Mar 2022. The Central Bank will continue to reinvest in maturing securities u nder th e
programme, up to at least the end of 2023. It also reiterated that it will continue maintaining a significantly higher pace
of purchases in Q3 2021, as compared to what was witnessed in the first few months of 2021. The ECB Governor said
that any talk about tapering of purchases under PEPP was premature at the current juncture
It kept the size of its open-ended monthly quantitative easing programme at EUR 20 bn per month unchanged, and will
continue to reinvest in maturing securities under the programme.
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Commentary on the economy was relatively unchanged: The post policy statement for the July policy meeting was similar
to the previous one in June.





On growth, the ECB acknowledged that momentum should pick-up in Q3 2021 on th e back of vaccination s and
reopening of the economy. Risks to the growth outlook were described as being balanced. However, the ECB governor
did warn about the risks from the pick-up in spread of the delta variant of the virus
On inflation, guidance remained unchanged. While inflation could remain high in the near-term, driven by temporary
factors, it was expected to remain soft in the medium-term. On several occasions during the press conference, the ECB
Governor emphasised that the outlook for inflation in the medium-term remains fairly subdu ed or benign . S he also
emphasised that inflation is forecasted to undershoot target levels at the current juncture
The only constructive statements provided was the commentary on investments. The ECB said that there was strong
evidence of an investment related pick-up, that was visible in credit data and the Central Bank’s bank lending survey.

Monetary policy on auto-pilot mode: The changes that were made to the forward guidance and tone of th e G overnor’s
press conference make us believe that the ECB will keep policy accommodative for a prolonged period of time. We expect
the ECB to end its PEPP programme on schedule on Mar 2022. Given ongoing concerns abou t in flation u ndersh ooting
target levels, we maintain that the ECB will increase the size of its open-ended QE programme from EUR 20 bn per month
to EUR 50 bn to EUR 60 bn per month going in to 2022. With the ECB altering its guidance to indicate that rates will remain
low for a longer period of time, in theory that should imply that the risk of an abrupt unwindin g of QE is unlikely.
Market impact: The effect on the EUR/USD pair and the European rates market was fairly modest given th at the policy
reconfirms that the accommodative monetary environment will remain in place for a considerable period of time.
We maintain our bearish medium-term call on the EUR/USD pair. We see it trading in the 1.17-1.20 range in Q3 2021
followed by a move to 1.15-1.16 by end-2021, reflecting monetary divergence between the US economy and th e Eu ro zone, respectively.
We see the Euro-zone sovereign yield curve steepening in the medium-term. Short-term yields are likely to remain flat ,
reflecting guidance on policy. On the other hand, longer-end yields could gradually drift h igher in Q42021 an d H12022
responding to improvement in the growth outlook. We see the German 10-year bund going from -0.10% to -0. 20% in Q3
2021, to 0% by end-2021, and 0.05% in Q1 2021.
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