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The ECB’s dovish stance is really looking out of place these days, particularly
with Euro Area inflation unexpectedly picking up speed and hitting a record-
high 5% in December. Not only is the central bank refusing to even entertain
the idea of higher rates, it is still buying bonds after the PEPP ends in March.
(Italy, which has enjoyed a rare year of calm, may need some support as it is
about to get a little more volatile if Mario Draghi walks away from the PM role.)
Everywhere else in the world, inflation is on the up and up, boosted by supply
shortages and strong consumer demand, and the Euro Area is no different. The
ECB expects inflation to remain above its 2% target again this year, but it needs
to drop meaningfully to reach its 3.2% forecast, up from 2.6% in 2021. Chief
Economist Philip Lane (one of the doves) quickly spoke to the media following
December’s brow-raising inflation figure, and repeated the well-known narrative:
that it expects inflation will come down this year. But, “it’s going to be above
where we want it to be in the long term”. He also urged markets not to compare
the 2020-to-2022 period to the past. While that makes sense, it is becoming
more and more difficult to ignore such price pressures. Higher prices will eat into
household savings which have been supporting economic growth.

At a minimum, the tone needs to change (even just acknowledging greater
upside inflation risks) or the ECB will have another problem on its hands:
defending its credibility.
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