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The primary focus of the ECB remains on fostering a sustainable recovery. The current policy stance fits 
with that.  And so does a strong euro.  

Efforts to hype up September’s ECB meeting as a make or break for the euro have come to nothing.  President 
Lagarde’s press conference showed the pragmatists remain in control.  She outlined a consistent vision of how 
policy ought to evolve going forward, brushing off the most recent decline in Eurozone inflation rates and repeated 
questions about the appreciation of the euro. Both might appear to be a nightmare from a price stability focused 
ECB. But in reality, neither represent any new threat to the medium-term outlook. That was enough to leave 
the overall policy footing unchanged, with the governing council — as ever — willing to respond to changing 
circumstances as needed. Lagarde expressed a clear preference for more asset purchases over rate cuts if more 
action was needed.

This seems a sensible approach.  The governing 
council should overlook the decline in August inflation 
and prices over the next few months.
There is plenty of short-term chop weighing on 
the data. This ranges from the 3% pt. reduction in 
German VAT, which came into effect at the start 
of July and will run through to year-end.  This has 
knocked 2% pts. off the German yoy inflation rate 
(Figure 1). There is also quite a bit of volatility in the 
individual components as disruptions from Covid 
work through. Services during the holiday season 
look particularly vulnerable to downward swings. 
Energy will remain a persistent drag and earlier 
increases in food prices should unwind. All together, 
the headline data should continue to understate the 
true picture of underlying inflation slightly.

The argument still stands that underlying inflation is still too low, but this is a persistent and largely structural 
problem that pre-dates Lagarde and Covid. Trying to engineer some kind of euro depreciation won’t have any 
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effect on that and is really outside the control of the 
ECB, mandated or otherwise. While local currency 
strength has contributed to some of the recent 
weakness in import prices, it’s tough to argue that 
this is a significant driver, or for that matter any 
driver of the disinflation we’ve seen. Clearly there 
are bigger things going on than that, like the collapse 
of oil prices and the economic shock triggered by 
efforts to contain the virus.

In the real world, given the demand hit from 
Covid, this episode of ‘too low infl ation’ should be 
viewed as a positive contributor to the recovery, 
not something sinister. It increases the purchasing 
power of struggling consumers, thus supporting the 
recovery in demand.

The notion that a stronger euro might slow exports 
and compound manufacturers’ woes looks equally 
flimsy.  It’s tough to find a recent example of a 
country that has enjoyed an export boom thanks 
to a weaker currency, Japan being a comparable 
example where export volumes were completely 
static despite a currency depreciation of 25%. And 
in real terms the euro still looks reasonably priced.  
The real effective exchange rate is just 2% above its 
long-term average and substantially below the levels 
it was trading the last time a strong euro flustered the 
Governing Council (Figure 2).  The main determinant 
of export growth will be the broader recovery of the 
global economy.  Looking at the US and China that 
is on track.

We’d also take a positive view of the updated staff macroeconomic projections (Table 1).  The baseline scenario 
saw positive revisions to 2020 growth and unemployment.  Although the subsequent rate of recovery in 2021 and 
2022 were shaded lower, the shallower trough is far better news.  The alternative scenarios also provided some 
encouragement, with the worst case now looking milder than the declines policy makers were fretting about as the 
central scenario when the pandemic broke in the spring.

The prompt fiscal response — something the ECB seems very pleased with — alongside the uncharacteristically 
swift monetary policy reaction has clearly worked well too. This helped to ameliorate that labour market disruption 
while quick and generous liquidity measures helped avoid any credit crunch, creating a solid base from which to 
build the European recovery. The stronger euro partly reflects this positive reality, alongside the forward steps that 
Covid generated in terms of moving the entire euro project forward, specifically the relaxation of fiscal rules and 
delivery of a mutualised policy response.



3

Overall, we expect the Governing Council will maintain a pragmatic approach to euro gains and would expect to 
see further appreciation as the recovery continues. Downside risks for the currency look to stem entirely from any 
potential setback to the recovery and should not alter the outlook for monetary policy in isolation. In fact, a weaker 
currency/weaker growth and further policy steps look a more likely combination for euro bears to look for.
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