THINK economic and financial analysis

ING

Article | 8 March 2023

ECB preview: 50bp next week but how far
will the ECB still go?

A 50bp rate hike next week looks like a done deal. The more heated
debate at the European Central Bank will be about the path for
monetary policy beyond the March meeting

Source: Shutterstock

ECB president Christine Lagarde’s de facto pre-announcement at the February meeting, the ECB
discussion reflected in the minutes of the meeting and official comments since the February
meeting all show that a 50bp rate hike next week is a done deal. The discussion will rather focus on
steps beyond the March meeting and how to communicate them.

Stagnating economy and stubbornly high inflation

While there have been some positive developments in confidence indicators since the start of the
year, hard data is still anything but rosy. Interestingly, two downward revisions of German GDP
data and one downward revision of Irish GDP data brought the eurozone economy at the brink of
recession in the fourth quarter of 2022 and another stagnation in the first quarter cannot yet be
excluded. As regards sentiment indicators, consumer confidence remains low and actual
assessment components are still weak. After the inventory build-up at the end of last year,
production could still remain sluggish. It is far from certain that the Chinese reopening will be
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sufficient to shift the eurozone economy into a higher gear.

Since the start of the year, hard data is still anything but rosy

Lower energy prices have led to lower headline inflation than expected in December and will
continue to push down headline inflation further. As of March, there should be a sharp negative
base effect from energy prices. Also, the ECB's very own consumer expectations survey this week
showed a further drop in consumers' inflation expectations. At the same time, however, core
inflation continued to increase and there are no signs of a peak, yet. Selling price expectations in
industry have come down significantly but remain close to all-time highs in services, suggesting
that the pass-through of higher input prices to consumers is far from being over. Add to this higher
nominal wage growth this year and next year and it is easy to understand the ECB’s concern about
stubbornly high core inflation.

Macro developments since the February meeting have not brought any relief for inflation and the
inflation outlook, which is why a 50bp rate hike looks like a done deal.

Heated discussion about path and pace of monetary policy
beyond next week's meeting

Up to now, the ECB has been surprisingly unanimous on rate hikes. Recent comments by ECB
officials, however, suggest that the debate at the ECB will become more heated again. While chief
economist Philip Lane and others argue for a more cautious approach, which could lead to a
slowing of the rate hike pace and a not so far away pause or end, the hawkish camp, currently
headed by Isabel Schnabel, argues in favour of further firm tightening.

The publication of a new round of macro projections at next week's meeting will do little to change
the actual rate decision but will give clear insights in where the discussion within the ECB about
future rate hikes is heading to.

New projections to show lower inflation in 2024 and 2025

Compared with the December forecasts, the external environment and the so-called technical
assumptions have changed drastically. Remember that back in December, the ECB had still
penciled in gas prices to average 120 euro per MWh in 2023 and 98 euro in 2024; based on market
futures. These futures would currently result in average prices of around 50 euro per MWh for this
year and next year. The other most significant change stems from interest rates, as 3m Euribor
rates should now average almost 100bp more and 10-year bond yields around 60bp more than in
the December forecasts. Add to this lower oil prices and a stronger euro exchange rate and
anything other than a downward revision of the ECB'’s inflation projections for 2024 and 2025
would be a strong surprise. Anything other than a downward revision would also indicate that the
ECB has actually become more alarmed about underlying inflation. Back in December, the ECB had
expected headline inflation to average 3.4% and 2.3% in 2024 and 2025 respectively, and core
inflation at 2.8% and 2.4%.

Finally, we will have a very close eye on the ECB's growth projections. Not so much on the actual
numbers but on the underlying profile. If the ECB sticks to its previous view that the eurozone
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economy will return to pre-pandemic growth rates already in the second half of this year, the risk
of further rate hike overshooting increases. If the ECB gets closer to our own view of rather
subdued growth going into 2024, our call of the terminal rate for the deposit rate at 3.5% looks
realistic.

Several options for the ECB beyond next week's meeting

If the hawks remain in the driver's seat, the growth outlook becomes more upbeat and inflation
remains stubbornly high, there is a high risk that the ECB could actually continue with 50bp rate
hikes. In such a scenario, the ECB would bring policy rates to new historical highs, even if the risk of
a policy mistake increases. We are still surprised to see that even the hawks at the ECB seem to
underestimate the risk aggressive monetary policy tightening can (and will) have on the economuy.

If the opposition of the doves increases, the ECB will have to take a more moderate approach to
further monetary policy tightening. In such a scenario, which is our base-case scenario, the ECB
would hike rates by 25bp in May and June and then pause its hiking cycle. In this scenario, the
argument prevails that it will simply take some time before the full impact of the ECB's tightening
so far will materialise.

Our base-case scenario is for the ECB to hike rates by 25bp in
May and June and then pause its hiking cycle

Don't expect that a final decision on what will come after the March meeting will already be taken
next week. Between March and the next meeting in May, important data releases like an update of
the Bank Lending Survey and initial first-quarter GDP growth data will be available. These are two
important pieces of evidence that could tilt the balance in either direction; continue hiking rates
until actual inflation comes down or prepare to pause to better assess the impact of the rate hikes
so far. An instrument to bring hawks and doves closer together is obviously Quantitative
Tightening. More aggressive policy rate hikes against a very slow reduction of the ECB's bond
portfolio or less aggressive rate hikes but a faster reduction of the bond portfolio could be the
trade-off.

In any case, with the recent repricing in financial markets of the ECB's next steps, the heat is on.
Not only for the ECB but also for ECB president Lagarde at the press conference. In the past, fine-
tuning of market expectations at the press conference often failed. Therefore, it could very well be
that the ECB chooses a very defensive communication strategy, stressing the meeting-by-meeting
approach and (hopefully) suppressing any need to give forward guidance.
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Disclaimer

This publication has been prepared by the Economic and Financial Analysis Division of ING Bank N.V. (“ING”) solely for information
purposes without regard to any particular user's investment objectives, financial situation, or means. ING forms part of ING Group
(being for this purpose ING Group N.V. and its subsidiary and affiliated companies). The information in the publication is not an
investment recommendation and it is not investment, legal or tax advice or an offer or solicitation to purchase or sell any financial
instrument. Reasonable care has been taken to ensure that this publication is not untrue or misleading when published, but ING
does not represent that it is accurate or complete. ING does not accept any liability for any direct, indirect or consequential loss
arising from any use of this publication. Unless otherwise stated, any views, forecasts, or estimates are solely those of the author(s),
as of the date of the publication and are subject to change without notice.

The distribution of this publication may be restricted by law or regulation in different jurisdictions and persons into whose
possession this publication comes should inform themselves about, and observe, such restrictions.

Copyright and database rights protection exists in this report and it may not be reproduced, distributed or published by any person
for any purpose without the prior express consent of ING. All rights are reserved. ING Bank N.V. is authorised by the Dutch Central
Bank and supervised by the European Central Bank (ECB), the Dutch Central Bank (DNB) and the Dutch Authority for the Financial
Markets (AFM). ING Bank N.V. is incorporated in the Netherlands (Trade Register no. 33031431 Amsterdam). In the United Kingdom
this information is approved and/or communicated by ING Bank N.V., London Branch. ING Bank N.V., London Branch is authorised by
the Prudential Regulation Authority and is subject to regulation by the Financial Conduct Authority and limited regulation by the
Prudential Regulation Authority. ING Bank N.V., London branch is registered in England (Registration number BR0O00341) at 8-10
Moorgate, London EC2 6DA. For US Investors: Any person wishing to discuss this report or effect transactions in any security
discussed herein should contact ING Financial Markets LLC, which is a member of the NYSE, FINRA and SIPC and part of ING, and
which has accepted responsibility for the distribution of this report in the United States under applicable requirements.

Additional information is available on request. For more information about ING Group, please visit http://www.ing.com.
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