ECB: Follows Guidance with 50bps Hike, Switches to
Wait-and-See Stance
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e  For now, if markets and the economy get past current turbulence somewhat
successfully, the ECB looks set to hike 25bps at its next meeting (and likely the one
after that) with a chance it shifts to a faster QT in the second half of 2023.

Sentilbatos e Lagarde said that if their baseline persists, then the ECB will still have “a lot more
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giglt(i)arbicr?l? gg}\': e baseline persisting should provide solid support to the EUR and EGB yields , but it
+44.207.826.5654 may be too early to call.

juanmanuel.herrera@scotiabank.com

The ECB followed through on its long-communicated guidance with a 50bps hike today,
but accompanied this with very limited signaling regarding the future policy path, against
a backdrop of financial stability concerns. Had this meeting taken place just one week ago,
the bank may have sounded a more hawkish note given today’s revision higher to its core
inflation and GDP growth forecasts (table 1).

Chart 1 With the statement and Lagarde’s presser giving us little to go on in terms of what to

Choppy ECB Rate Expectations expect at the May decision, we leave our forecast unchanged, seeing a 25bps hike at the
See Limited Rates Upside May meeting.
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Sources: Bloomberg, higher from US yields on bank news helped them higher to sit at their highest point since

Scotiabank FICC/Economics. before the de Guindos story—at about 2.55% at writing. The spread between German and

US 2yr yields has widened by about 20bps since Lagarde finished her presser, however, as
European banking risks seem to outweigh those in the US. At writing, the EUR is roughly
unchanged on the day just around 1.06 after falling as low as 1.0551 about two hours ago.

It may simply be that case that the EUR and EGBs will remain bound by the evolving
situation around Europe’s financial sector (and the US) and it will become clear what the
next ECB step will be in due time. For now, if markets and the economy get past current
turbulence somewhat successfully, the ECB looks set to hike 25bps at its next meeting
(and likely the one after that) with a chance it shifts to a faster QT in the second half of
2023. The fact that hikes look relatively underpriced in markets (chart 1) should be
supportive for the EUR as (if) things normalize.

According to Lagarde, the 50bps hike was the only option presented and a “very large
majority” backed this choice, with “three or four” preferring to wait to see how the
situation unfolds (though not opposing in “in principle”). That looks like strong enough
support for today’s hike all things considered.
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The complete set of communications seems like a fair compromise Table 1: ECB Staff Projections (annual % change)

given elevated uncertainty; the ECB didn’t give too much away, 2023 2024 2025

understandably. The bank has given itself optionality and time to Dec Mar | Dec Mar | Dec Mar

respond to data and see how the situation shakes out, while not HICP Headline 63 53 34 29 23 21

feeding the panic in markets with a dovish message or evidence of | HICP ex. Food &Energy 4.2 4.6 2.8 25 | 24 22

alarm among the Governing Council. Sticking to the hike that they Real GDP - 0.5 - 1.0 19 1.6 18 1.6
. . Sources: Scotiabank FICC/Economics, ECB.

had teed up is also less of a surprise and allows them to press on

with the inflation fight on the hope that the situation resolves itself Chart 2

without too much impact on lending (and thus the economy). Do note that the lower headline Steep Yields Decline on Banking Risks
inflation forecast (table 1and chart 3), which sees it steeply falling over the next few months, 550

could act to check the bank’s hawkishness. £ 00 %, yield
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Though the Eurozone economy looks fairly detached from the failure of banks in the US— Sources: Bloomberg, Scotiabank

caused mainly by idiosyncratic rather than systemic challenges—the ECB does not yet have FICC/Economics.

enough information on the possible repercussions of the events in the past few days relating Chart 3

to Credit Suisse to confidently tee up it s next move. Even prior to the recent troubles in the ECB Revises Headline Inflation

financial sector, the ECB had reason to stick a data dependent approach with inflation on a Forecasts Lower
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