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We expect no policy decision and no
major change in the ECB’s
communication at its 25 January
meeting. There is no incentive for the
ECB to fuel further hawkish market
re-pricing at this stage, especially
after core inflation disappointed
again and the EUR has strengthened.
The only small change we see as
possible is the removal of the
optionality in terms of QE “size”.

Ultimately, the ECB’s forward
guidance and policy decisions
continue to be driven by core
inflation. The risk is that more
patience is needed before the ECB see
a “sustained adjustment” in inflation
and wages.

We expect a transition in forward
guidance from QE to policy rates in
March, followed by a tapering
announcement in June or in July. Once
Italian elections are out of the way,
and assuming limited further EUR
appreciation, risks could again shift
towards a more hawkish ECB in the
spring.
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The accounts of the ECB’s December meeting have triggered another leg of
market re-pricing amid concerns over hawkish communication changes
“early this year”. Such changes look all but inevitable, as we wrote in our
2018 outlook, but we see little incentive for the ECB to precipitate things at
the beginning of the year, especially after core inflation disappointed again.
Given recent EUR strength, the path of least resistance is for Mario Draghi to
push back against the idea of “early changes” during the press conference
on 25 January, instead hinting at “gradual changes” to the ECB’s forward
guidance. Crucially, the exit sequencing should be reinforced, implying that
policy rates will not rise until “well after” the end of net asset purchases.

It would make sense for the ECB to abandon its option to increase asset
purchases “in terms of size”, but even that change could be postponed until
March. Our baseline scenario foresees a transition in forward guidance from
net asset purchases to policy rates in March, implying a ‘de-linking’
between QE and the inflation outlook. Looking ahead, we forecast a formal
tapering announcement by the summer, and gradual hawkish changes to the
ECB’s guidance on policy rates in H2 2018.

As regards FX moves, ultimately we expect the ECB to stick with its positive,
‘glass half-full” interpretation from 2017 as stronger growth is expected to
offset the disinflationary effects of a stronger currency. But, recent EUR
strength is “not helping”, to quote ECB governor Ewald Nowotny, coming
after a 7% appreciation in trade-weighted terms in 2017, adding to the
reasons for Draghi to sound cautious at next week’s press conference.

Chart 1: ECB decisions and the EUR
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Higher volatility could well be the price to pay for gradual changes in
communication if markets continue to front-run the ECB. The table below
shows a possible timeline for upcoming changes in ECB’s forward guidance,
including a ‘de-linking’ between QE and inflation in March and a tapering
announcement in June or in July. Draghi is likely to prepare the market next
week for such changes to happen in the course of this year.

Table: possible timeline of ECB’s communication changes

Q12018 02 2018 Q3 2018 04 2018 2019
25 Jan: remove the optionto 26 Apr: no change 26 Jul: technical details on QE  More guidance on policy rates: H1: focus on the pace of rate hikes,
increase QE "in terms of size" tapering - "extended period of time" liquidity framework and reinvesment
(no more optionality by March) removed policy

- "well past" adjusted
- conditionality (first hike)
- modalities (rates corridor)

8 Mar: transition from forward 14 Jun: taper announcement H2: first rate hike no later than Sep-19

guidance on QE ('de-linking')  with the goal to end net asset

13 Sep: adjust rates guidance

but keep exit sequencing +20bp in the deposit rate, to -0.20%

to broader policy stance (rates) purchases by Dec-18 or Q1-19 +5bp in the refinancing rate, to 0.05%

Source: Pictet WM — AA&GMR, ECB, Bloomberg

We see risks tilted towards a more cautious ECB in the very near term due to
subdued core inflation and the stronger EUR. However, once the Italian
elections (4 March) are out of the way, and assuming even a modest rebound
in core inflation, the ECB will likely shift more rapidly towards a neutral
policy stance. Our impression is that not only are the hawks growing
impatient, but a broader group within the Governing Council sees further
adjustments to the ECB'’s forward guidance as warranted.

In our view, a more hawkish ECB would shift the focus on the pace of rate
hikes in 2019 and beyond, once the normalisation process has started. For the
record, our scenario remains for the ECB to terminate QE by early 2019 and
to deliver a first rate hike no later than in September 2019.

Chart 2: impact on inflation of changes in oil prices and the EUR since December

020 Impact on ECB staff projections for
2019 HICP inflation (%)
0.15
—Effect of changes in the trade-weighted EUR (EER-38)
0.10 Effect of changes in oil prices
0.05
0.00

u\\d

15-Nov 30-Nov 15-Dec 30-Dec 14-Jan

-0.05

Source: Pictet WM — AA&GMR, ECB, Bloomberg

The other talking points ahead of next week’s press conference include rising
oil prices, political developments and wage negotiations in Germany,
Greece’s bailout review, or the US tax reform, all of which have the potential
to add to the bullish case for euro area inflation later this year. But the ECB
will likely start this year like it ended the previous one, sounding confident,
but also “patient, persistent and prudent”.
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