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EUR and ECB Cribsheet

With euro strength no longer a pressing issue and higher bond yields
in focus instead, the ECB meeting should not be a risk event for the
euro. The latest EUR/USD fall was exaggerated by a positioning
squeeze, translating into non-negligible EUR undervaluation. As the
economy recovers in 2Q and US front-end rates remain negative,
EUR/USD should rebound

Scenario analysis: How to position for Lagarde’s alternatives
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Less need for the ECB to lean against the euro

Compared to prior occasions, the European Central Bank meeting on Thursday should not be a risk
event for euro. The recent declines in the trade-weighted euro and the EUR/USD suggest there is
no need to lean against the currency strength. Instead, the prime ECB focus has recently shifted
to rising bond yields. While the ECB may talk about the unwarranted increase in yields and the
tightening of financial conditions, more forceful action that would weigh on the single

currency (i.e. an increase in the Pandemic Emergency Purchase Programme's 'envelope' - be it an
announcement or outright signalling) is highly unlikely. The new set of economic forecasts should
not be surprising either (a downward revision of the growth forecasts in 2021 and an upward
revision of the inflation forecasts for 2021 and 2022 - see the ECB Preview). All this means that
EUR/USD should continue to be driven by global / US related factors for now (the direction of US
Treasury yields and the strength of the US dollar) with the euro-specific drivers taking a back seat.
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Unless extended in size, PEPP modifications won't have a big
impact on EUR

Even if the ECB were to suggest a front-loading of PEPP purchases (to contain rising bond yields),
the impact on the euro should be limited, as long as the whole PEPP envelope is not extended.

If markets are disappointed by the ECB's level of support via PEPP and eurozone local bond yields
rise further, the impact on the euro should be negligible so long as the move is driven by global
factors (ie, higher US Treasury yields, the global reflation theme) and not by domestic risk
premiums (i.e. as was the case with BTPs last year - though this still had a limited negative
spillover into the euro). Indeed, this was the case after the last two weekly reports on ECB bond
buying, with numbers disappointing somewhat on the lower side, yet the spill over into the euro
was rather limited.

EUR/USD now screening cheap

We also note that based on our short-term financial fair value model, EUR/USD trades around 2%
cheap vs its fair value. This is a non-negligible under-valuation and based on the experience of past
quarters, an undervaluation of 2% or higher has been rare and short-lived. This should also add
some support to the currency in terms of the potential downside from here.

EUR/USD constructive outlook for 2Q remains intact

As per our March FX Talking, we continue to retain a constructive view on EUR/USD. Some of the
recent EUR/USD decline was exaggerated by positioning (with the speculative community being
heavily long EUR/USD going into the UST sell-off in February). As the eurozone economy starts to
recover in the second quarter (with the pace of vaccination set to increase) and the rise in UST
yields becomes more orderly, the EUR/USD should start moving higher, further helped by the
deeply negative US front-end real rates (note the US CPI should push above 3.5% during 2Q). We
thus expect EUR/USD to move above 1.2500 this summer.

Author

Carsten Brzeski
Global Head of Macro
carsten.brzeski@ing.de

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

Article | 10 March 2021 2


https://think.ing.com/uploads/reports/March_FX_Talking_-_FINAL.pdf
mailto:carsten.brzeski@ing.de

THINK economic and financial analysis

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 BRO00341) 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.

Article | 10 March 2021 3


http://www.ing.com

