
ECB STRIKES A BALANCE BETWEEN
THE DOVES AND HAWKS
Aneeka Gupta — Director, Macroeconomic Research

22 Jun 2018

Projecting an unbiased political stance

 

President Mario Draghi took a bold stance at the European Central Bank (ECB) press

conference on 14 June. It appears that Draghi has found the perfect balance for the

hawks (scale back its net asset purchases) and doves (lower rates for longer). Not only

did Draghi announce the timeframe for ending the asset purchase programme in 2018 but he

also provided forward guidance on the unlikelihood of an interest rate hike until the

summer of next year, subject to incoming data. Taking into consideration the occurrence

of the meeting comes just weeks after the Italian political turmoil, it is likely that

Draghi was trying to project the most politically unbiased stance of the ECB to the

markets by ending an era of easy money. Most analysts expected forward guidance language

on rates to only come at the December meeting. The ECB provided it earlier. In addition,

the projected timeframe for the next rate hike is longer than investors had originally

expected. The timing of the end of the stimulus triggered speculation on when the ECB

will raise rates. According to the Eonia-dated contracts, it now appears more likely

that the first-rate hike won’t take place until September 2019, provided inflation is

sustainable. This is close to the time that Mario Draghi retires from his current

position in October 2019. The market is becoming convinced this is a slight dovish set

of policy changes.  This sentiment is in sharp contrast to the more hawkish sentiment

signalled by the Federal reserve interest rate decision in the US to raise interest

rates four times this year and a further two to three times in 2019. We expect the sharp

divergence of rate expectations to weigh on the Euro versus the US Dollar. 

 

Figure 1: 1 day % return following ECB market reaction
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Source: Bloomberg, WisdomTree, data available as of close 15 June 2018. You cannot invest directly in an Index.

Historical performance is not an indication of future performance and any

investments may go down in value.

 

Rising inflation underpins ECB plan to taper

 

As the ECB’s mandate remains focussed on price stability, it shrugged off a series of

downbeat macroeconomic data in the euro area and contagion spreading from Italian

political risks. Instead it drew attention to the sustained adjustment in the path of

inflation as the core reason for ending its bond buying program. According to the latest

staff projections for GDP, growth was revised lower for this year, while the outlook for

2019 and 2020 remain upbeat. While the inflation outlook was lifted higher to 1.7% from

1.4% each year until 2020. It seemed contradictory that the ECB remained optimistic on

the forward growth projections despite central bank staff projections for 2018 being

lowered to 2.1% versus 2.4%. It is also worth noting that the committee was unanimous in

its decision to alter forward guidance should things change, and Draghi confirmed there

was a desire to retain optionality should conditions deteriorate. 

 

Figure 2: Approaching Inflation target - ECB aims to keep inflation below but

close to 2% in the medium term

 

Source: Eurostat, Bloomberg, WisdomTree, data available as of close 15 June 2018. You cannot invest directly in an Index.

Historical performance is not an indication of future performance and any

investments may go down in value.

 

Hedged European equities may offer an attractive advantage to benchmark indices 

 

 

The dovish undertone coupled with greater clarity from the ECB on the interest rate path

ahead seemed to resonate across the markets. The Euro dipped 1% while European equity
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markets closed higher by 1.23% and bond yields in Germany, Italy and Spain declined

0.45%, 2.78% and 1.35% respectively (as of 14 June 2018). After being caught in the

crossfire of trade wars during the first five months of 2018, European exporters such as

the automakers that caught a tailwind from the declining Euro posted among the strongest

gains on the European equity markets after the ECB meeting. While we remain constructive

on the Euro area, we caution investors to remain selective while allocating towards the

Euro area and perhaps consider hedged European equities.

 

 

You may also be interested in reading:

 

+ How to hedge European fixed income amidst the ECB’s QE tapering 

View the online version of this article here.
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https://www.wisdomtree.eu/en-gb/blog/2018-06-22/ecb-strikes-a-balance


Important Information

 

Marketing communications issued in the European Economic Area (“EEA”):         This

document has been issued and approved by WisdomTree Ireland Limited, which is authorised

and regulated by the Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA:         This

document has been issued and approved by WisdomTree UK Limited, which is authorised and

regulated by the United Kingdom Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as

“WisdomTree” (as applicable). Our Conflicts of Interest Policy and Inventory are

available on request. 

For professional clients only. The information contained in this document is for

your general information only and is neither an offer for sale nor a           

solicitation of an offer to buy securities or shares. This document should not       

be used as the basis for any investment decision. Investments may go up or down

in value and you may lose some or all of the amount invested. Past performance

is not necessarily a guide to future performance. Any decision to invest should

be based on the information contained in the appropriate prospectus and after          

seeking independent investment, tax and legal advice. 

The application of regulations and tax laws can often lead to a number of            

different interpretations. Any views or opinions expressed in this communication

represent the views of WisdomTree and should not be construed as regulatory, tax

or legal advice. WisdomTree makes no warranty or representation as to the          

accuracy of any of the views or opinions expressed in this communication. Any           

decision to invest should be based on the information contained in the          

appropriate prospectus and after seeking independent investment, tax and legal        

advice.

This document is not, and under no circumstances is to be construed as, an advertisement

or any other step in furtherance of a public offering of shares or securities in the

United States or any province or territory thereof. Neither this document nor any copy

hereof should be taken, transmitted or distributed (directly or indirectly) into the

United States. 

Although WisdomTree endeavours to ensure the accuracy of the content in this document,

WisdomTree does not warrant or guarantee its accuracy or correctness. Where WisdomTree

has expressed its own opinions related to product or market activity, these views may

change. Neither WisdomTree, nor any affiliate, nor any of their respective officers,

directors, partners, or employees accepts any liability whatsoever for any direct or

consequential loss arising from any use of this document or its contents.
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