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ECB preview: Delays in operations or full focus on June?

Authors: Dr Frederik Kunze // Dr Norman Rudschuck, CIIA

ECB balance sheet
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The slightly longer roadmap for 2024

The year of interest rate cuts continues to cast its shadow ahead. The ECB meets on the
following dates:

e 07 March —incl. new staff projections

e 11 April
e 06 June —incl. new staff projections
e 18lJuly

e 12 September —incl. new staff projections
e 17 October

e 12 December —incl. new staff projections, then for the first time for 2027

Key interest rate decision on 07 March: New projections on the way to a lower interest
rate environment

The environment in which the Governing Council of the ECB must hold its upcoming key
interest rate meeting continues to be characterized by a heightened level of geopolitical
uncertainty. The geopolitical concerns in Ukraine and the Middle East are overshadowing
the usual monetary policy considerations and we have inherited them unchanged from the
previous year. However, other parameters are also increasingly causing us headaches: Due
to the political shift to the right, the European elections (early June) and the three state
elections in eastern Germany (Saxony, Thuringia and Brandenburg) as well as the US presi-
dential election (05 November). 10y Bunds fell below 1.9% after Christmas and were even
back at 2.5% last week. For the upcoming ECB Governing Council meeting, all factors un-
derpin the fact that key interest rates will remain unchanged — for the time being. The
roadmap for the PEPP is on the table and will be stoically implemented in 2024. Market
participants are now wondering when the ECB Governing Council will dare to tackle the
minimum reserve rate. And how quickly will the interest rate cuts really happen?

Inflation development (in %)
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mmmmm TLTRO and other long-term loans to banks
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ECB key interest rates (in %; incl. interest rate pause expected by us)
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Opinions from the inner ECB circle: Afraid of their own courage?

What some market participants saw as a very likely scenario just a few trading weeks ago
now seems to be increasingly going up in smoke. A rapid or timely turnaround in interest
rates is now evidently receding somewhat further into the distance. The views of the ECB
Governing Council members communicated to the outside world once again form the basis
for some market observers to adjust their expectations with regard to the central bankers'
next key interest rate decisions. Opinions from the ECB environment have by no means
been homogeneous in recent days and weeks. However, we have noticed a certain pre-
ponderance of views warning against a premature interest rate move in the various lines of
argument. Bundesbank President Joachim Nagel formulated a veritable appeal not to be
"diverted from the path we have chosen". The "road ahead" may still be a long one, but
perseverance must be shown, said the central banker. Meanwhile, ECB Executive Board
member Isabel Schnabel noted that, based on her staff's model calculations, there were
signs that the monetary policy-induced slowdown in economic activity was bottoming out.
The "soft landing" could therefore be within reach. Gabriel Makhlouf from Ireland contrib-
uted his view of the labor market as an underpinning. He described it as "surprisingly resil-
ient". In this context, we are also repeatedly struck by Christine Lagarde's focus on wage
growth. The ECB President has recently been sympathetic to the slowdown in wage growth
but has remained on alert with regard to wage settlements in the first quarter of 2024. This
is hardly surprising. After all, the "wages and salaries" component is an important part of
the demand-induced inflation rate, which is not only causing headaches for central bankers
in the Eurozone. In this respect, it would be a natural reaction on the part of the ECB Gov-
erning Council to wait for further data to be published before taking any interest rate ac-
tion. Not everyone shares this view unreservedly. Mario Centeno, for example, expects a
certain willingness to consider a rate cut at the next meetings. The central banker from
Portugal apparently believes that there will be sufficient data available in less than ten
days — at least to start a substantive and data-based debate.
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Yield development in the euro area (in %)
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Minutes of the January meeting: Keeping their feet still for a bit?

On February 22, the ECB published the minutes of its first meeting of the year. Even
though it was a few weeks ago, we believe that the discussions are very much in line with
the current state of the debate. From the "ECB Minutes", we would first highlight the dis-
cussion situation with regard to the labor market. According to this, wage developments
do not yet allow for a key interest rate cut or make such a debate appear premature. Con-
sidering future wage developments, the ECB minutes also pointed out that many negotia-
tions should be concluded in February or March 2024. This initially draws attention to the
meeting in April. At the same time, the focus should not be too strongly on salaries and the
associated price increases alone. The minutes reveal that the discussion drew attention to
"another reason why inflation could be falling in spite of increasing wages". It says: "Since
wages amounted to only around 40% of firms’ total costs and most indicators of interme-
diate costs were currently falling, when wages and intermediate costs were taken togeth-
er, pressure on inflation from total costs was declining." And further: "As changes in pro-
ducer prices typically led changes in consumer prices by a few quarters, this decline in cost
pressure could be expected to be transmitted to consumer prices in the next couple of
quarters." In our opinion, this differentiated view is essential, also to avoid misinterpreta-
tions. It was also put on record that continuity, caution and patience are still required. The
disinflation process would still be too fragile and previous progress could be undone. "In-
flation shock had largely reversed", but the challenges seemed to remain stubborn. On the
other hand, there was confidence with regard to achieving the inflation target. Here, "for
the first time in many meetings", there was more consensus in the discussion. However,
after several years of "clearly exceeding the inflation target", the ECB Governing Council
believes that the costs of exceeding it again are likely to be higher than the costs of falling
short of it. So there remains a "hawkish" undertone!


https://www.ecb.europa.eu/press/accounts/2024/html/ecb.mg240222~1af5fcd5f9.en.html

6 / Fixed Income Special // 27 February 2024

Implied Overnight Rate 27.12.2023
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How "fickle" are market expectations?

Market expectations play a hardly negligible role for the ECB's central bankers, but should
by no means be seen as the measure of all things. And indeed, it is fair to assume that the
anonymous mass of market participants is quite "fickle". In our comments on the last ECB
meeting, we already tried to incorporate this view into our assessment and accordingly
looked at the implied interest rate changes derived from overnight index swaps from Janu-
ary 2024. If we extend the edges of this observation period both into the past (i.e. 27 De-
cember 2023) and closer to the current edge (26 February), the "turnaround" of market
participants becomes quite obvious. Has the express train become a narrow-gauge rail-
road? We would by no means want to say that at this point. But the interest rate cut in
March is off the table and the key interest rate level, which is now expected by the end of
the year, is significantly higher than just a few weeks ago. Market expectations are un-
doubtedly difficult to forecast. Nevertheless, we dare to assume that it will become clear in
the further course of the year that the (implied or actual) interest rate cuts will shift fur-
ther back along the time axis than is still expected by some market participants (although
no longer the majority).
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Our expectations for March 7: Interest rate cut fantasies shelved?

For the upcoming interest rate decision, we assume that the ECB Governing Council will
once again extend the pause on the elevated platform — to stay with the railroad meta-
phor. Interest rate hikes are a thing of the past, the cards are also on the table for the fur-
ther course of the PEPP, so all market observers are focusing on two relevant questions:
not whether interest rates will be cut in 2024, but when or how often? And when will the
Council conclude the operational discussion of the minimum reserve ratio or double it
from 1% to 2%? As we expect and as communicated by the ECB, the meetings will remain
data-based so as not to be "data-driven" again. We are already looking forward to the
months of March and June, as this is when the new staff projections will be published. It is
too early to categorically rule out a rate cut for H1. We have made a forecast for very few
interest rate cuts in 2024 and have also pointed out that we believe that the first cuts
called for in Q1 are more than premature. APP and PEPP have been cleared thematically,
QT is in full swing and will gain further momentum in the second half of the year. For the
time being, this leaves the issue of minimum reserves and the minimum reserve ratio and,
at some point, the resulting interest rate. We continue to expect that there will be a
stronger focus on interest rate cuts both in internal discussions and at the press confer-
ence. All in all, everything continues to speak in favor of a meeting-by-meeting approach
instead of forward guidance on the interest rate side. This also applies to the minimum
reserve.

The influence of monetary policy on the Public Issuers/SSA and Covered Bonds

As part of our regular commentaries on the influence of the ECB's monetary policy on the
asset classes we focus on, Public Issuers/SSA and Covered Bonds, we have always pointed
out the distortions of the unconventional policy parameters in recent years. These had an
impact on both the supply and demand side, while at the same time risk premiums were
drastically reduced far beyond the two asset classes mentioned. In the course of the
change in monetary policy, new distortions gained influence. For example, making general
financing conditions for the banking sector more expensive was a key objective of the cen-
tral bankers. Nevertheless, this not only depressed the development of new business at
many commercial banks, but also increased refinancing costs for both the credit sector and
the public sector as part of the general repricing process. There was also a long-suppressed
but necessary differentiation within and between the various asset and sub-asset classes,
which triggered overdue migration on the investor side. However, we are still a long way
from being able to speak of a "distortion-free" spread or yield structure. This is particularly
evident when looking at the yield curve or swap curve. As interest rates begin to fall, the
course of these curves should normalize somewhat and both investors and issuers are
likely to try to position themselves accordingly in advance. Investors who are more inter-
ested in "absolute yield" should therefore have an incentive to secure the still high interest
rate level for the longer term. On the other hand, those investors who tend to base their
investment decisions on the spread to the swap curve are more likely to make their in-
vestments on the basis of the possible impetus for change that could be triggered by a new
change in monetary policy on the spreads. The question here is often to what extent the
general sentiment or risk appetite could change. For the asset classes we are looking at,
we expect spreads to move sideways (until the middle of the year) or narrow slightly (in
the second half of the year) over the remainder of the year.
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Conclusion and outlook

"The train has no brakes" — at least if the market is to be believed, the interest rate cut
train could hardly be stopped in 2024. After all, some people thought they could find hap-
piness in interest rate cuts that were completely premature for us. For the time being, we
would therefore like to take a closer look at the implied interest rate probabilities and
their "alignment" with reality. We continue to believe that nothing will happen until the
summer, although a first small move in June (-25bp) would be the highest of feelings for
us. To stay with the railroad image: Will there be delays in operations or is caution already
required at the platform edge in the near future? There could also be a "strike" in the
event of interest rate cuts and one or the other market participant would have bet on
premature moves to the downside. It is also clear that if the ECB Governing Council gets on
the interest rate cut train and buys its ticket for the journey, there will be no way to buy a
return ticket in 2024 or 2025. Everyone is also in agreement for the March meeting: an-
other interest rate pause on the elevated platform is clearly to be expected. The central
bankers' wait-and-see attitude actually has some advantages. Certainly, this standstill
should not be mistaken for sitting back. There are plenty of topics for discussion. Discus-
sions on the economic situation are likely to be just as spirited. After all, against the back-
drop of current developments, there are many conceivable outcomes. Against the back-
drop of a meeting-by-meeting approach, discourse is once again the most effective means.
We are looking forward to the meeting in March with great interest, as the new staff pro-
jections will be announced and are always somewhat explosive. These have once again
gained in importance, as everyone is looking ahead to the data-based first interest rate cut
around the middle of the year.
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financial situation or individual needs.

Moreover, the present report in whole or in part is not a sales or other prospectus. Accordingly, the information contained herein merely constitutes an over-
view and does not form the basis for any potential decision to buy or sell on the part of an investor. A full description of the details relating to the financial
instruments or transactions which may relate to the subject matter of this report is given in the relevant (financing) documentation. To the extent that the
financial instruments described herein are NORD/LB’s own issues and subject to the requirement to publish a prospectus, the conditions of issue applicable to
any individual financial instrument and the relevant prospectus published with respect thereto as well NORD/LB'’s relevant registration form, all of which are
available for download at www.nordlb.de and may be obtained free of charge from NORD/LB, Georgsplatz 1, 30159 Hanover, shall be solely binding. Further-
more, any potential investment decision should be made exclusively on the basis of such (financing) documentation. The present information cannot replace
personal advice. Before making an investment decision, each Recipient should consult an independent investment adviser for individual investment advice with
respect to the appropriateness of an investment in financial instruments or investment strategies subject to this information as well as for other and more
recent information on certain investment opportunities.

Each of the financial instruments referred to herein may involve substantial risks, including capital, interest, index, currency and credit risks in addition to politi-
cal, fair value, commodity and market risks. The financial instruments could experience a sudden and substantial deterioration in value, including a total loss of
the capital invested. Each transaction should only be entered into on the basis of the relevant investor’s assessment of his or her individual financial situation as
well as of the suitability and risks of the investment.
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NORD/LB and its affiliated companies may participate in transactions involving the financial instruments described in the present information or their underly-
ing basis values for their own account or for the account of third parties, may issue other financial instruments with the same or similar features as those of the
financial instruments presented in this information and may conduct hedging transactions to hedge positions. These measures may affect the price of the
financial instruments described in the present information.

If the financial instruments presented in this information are derivatives, they may, depending on their structure, have an initial negative market value from the
customer's perspective at the time the transaction is concluded. NORD/LB further reserves the right to transfer its economic risk from a derivative concluded
with it to a third party on the market by means of a mirror-image counter transaction.

More detailed information on any commission payments which may be included in the selling price can be found in the “Customer Information on Securities
Business" brochure, which is available to download at www.nordlb.de.

The information contained in the present report replaces all previous versions of corresponding information and refers exclusively to the time of preparation of
the information. Future versions of this information will replace this version. NORD/LB is under no obligation to update and/or regularly review the data con-
tained in such information. No guarantee can therefore be given that the information is up-to-date and continues to be correct.

By making use of this information, the Recipient shall accept the terms and conditions outlined above.

NORD/LB is a member of the protection scheme of Deutsche Sparkassen-Finanzgruppe. Further information for the Recipient is indicated in clause 28 of the
General Terms and Conditions of NORD/LB or at www.dsgv.de/sicherungssystem.

Additional information for Recipients in Australia:

NORD/LB IS NOT A BANK OR DEPOSIT TAKING INSTITUTION AUTHORISED UNDER THE 1959 BANKING ACT OF AUSTRALIA. IT IS NOT SUPERVISED BY THE AUS-
TRALIAN PRUDENTIAL REGULATION AUTHORITY. NORD/LB does not provide personal advice with this information and does not take into account the objec-
tives, financial situation or needs of the Recipient (other than for the purpose of combating money laundering).

Additional information for Recipients in Austria:

None of the information contained herein constitutes a solicitation or offer by NORD/LB or its affiliates to buy or sell any securities, futures, options or other
financial instruments or to participate in any other strategy. Only the published prospectus pursuant to the Austrian Capital Market Act should be the basis for
any investment decision of the Recipient. For regulatory reasons, products mentioned herein may not be on offer in Austria and therefore not available to
investors in Austria. Therefore, NORD/LB may not be able to sell or issue these products, nor shall it accept any request to sell or issue these products to inves-
tors located in Austria or to intermediaries acting on behalf of any such investors.

Additional information for Recipients in Belgium:
Evaluations of individual financial instruments on the basis of past performance are not necessarily indicative of future results. It should be noted that the
reported figures relate to past years.

Additional information for Recipients in Canada:

This report has been prepared solely for information purposes in connection with the products it describes and should not, under any circumstances, be con-
strued as a public offer or any other offer (direct or indirect) to buy or sell securities in any province or territory of Canada. No financial market authority or
similar regulatory body in Canada has made any assessment of these securities or reviewed this information and any statement to the contrary constitutes an
offence. Potential selling restrictions may be included in the prospectus or other documentation relating to the relevant product.

Additional information for Recipients in Cyprus:

This information constitutes an analysis within the meaning of the section on definitions of the Cyprus Directive D1444-2007-01 (No. 426/07). Furthermore, this
information is provided for information and promotional purposes only and does not constitute an individual invitation or offer to sell, buy or subscribe to any
investment product.

Additional information for Recipients in the Czech Republic:
There is no guarantee that the invested amount will be recouped. Past returns are no guarantee of future results. The value of the investments may rise or fall.
The information contained herein is provided on a non-binding basis only and the author does not guarantee the accuracy of the content.

Additional information for Recipients in Denmark:

This Information does not constitute a prospectus under Danish securities law and consequently is not required to be, nor has been filed with or approved by
the Danish Financial Supervisory Authority, as this Information either (i) has not been prepared in the context of a public offering of securities in Denmark or the
admission of securities to trading on a regulated market within the meaning of the Danish Securities Trading Act or any executive orders issued pursuant there-
to, or (ii) has been prepared in the context of a public offering of securities in Denmark or the admission of securities to trading on a regulated market in reli-
ance on one or more of the exemptions from the requirement to prepare and publish a prospectus in the Danish Securities Trading Act or any executive orders
issued pursuant thereto.

Additional information for Recipients in Estonia:
It is advisable to closely examine all the terms and conditions of the services provided by NORD/LB. If necessary, Recipients of this information should consult
an expert.

Additional information for Recipients in Finland:

The financial products described herein may not be offered or sold, directly or indirectly, to any resident of the Republic of Finland or in the Republic of Finland,
except pursuant to applicable Finnish laws and regulations. Specifically, in the case of shares, such shares may not be offered or sold, directly or indirectly, to
the public in the Republic of Finland as defined in the Finnish Securities Market Act (746/2012, as amended). The value of investments may go up or down.
There is no guarantee of recouping the amount invested. Past performance is no guarantee of future results.
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Additional information for Recipients in France:

NORDY/LB is partially regulated by the “Autorité des Marchés Financiers” for the conduct of French business. Details concerning the extent of our regulation by
the respective authorities are available from us on request. The present information does not constitute an analysis within the meaning of Article 24 (1) Di-
rective 2006/73/EC, Article L.544-1 and R.621-30-1 of the French Monetary and Financial Code, but does represent a marketing communication and does quali-
fy as a recommendation pursuant to Directive 2003/6/EC and Directive 2003/125/EC.

Additional information for Recipients in Greece:

The information contained herein gives the view of the author at the time of publication and may not be used by its Recipient without first having confirmed
that it remains accurate and up to date at the time of its use. Past performance, simulations or forecasts are therefore not a reliable indicator of future results.
Investment funds have no guaranteed performance and past returns do not guarantee future performance.

Additional information for Recipients in Indonesia:
This report contains generic information and has not been tailored to the circumstances of any individual or specific Recipient. This information is part of
NORD/LB’s marketing material.

Additional information for Recipients in the Republic of Ireland:

This information has not been prepared in accordance with Directive (EU) 2017/1129 (as amended) on prospectuses (the “Prospectus Directive”) or any
measures made under the Prospectus Directive or the laws of any Member State or EEA treaty adherent state that implement the Prospectus Directive or such
measures and therefore may not contain all the information required for a document prepared in accordance with the Prospectus Directive or the laws.

Additional information for Recipients in Japan:

This information is provided to you for information purposes only and does not constitute an offer or solicitation of an offer to enter into securities transactions
or commodity futures transactions. Although the actual data and information contained herein has been obtained from sources which we believe to be reliable
and trustworthy, we are unable to vouch for the accuracy and completeness of this actual data and information.

Additional information for Recipients in South Korea:

This information has been provided to you free of charge for information purposes only. The information contained herein is factual and does not reflect any
opinion or judgement of NORD/LB. The information contained herein should not be construed as an offer, marketing, solicitation to submit an offer or invest-
ment advice with respect to the financial investment products described herein.

Additional information for Recipients in Luxembourg:
Under no circumstances shall the present information constitute an offer to purchase or issue or the solicitation to submit an offer to buy or subscribe for
financial instruments and financial services in Luxembourg.

Additional information for Recipients in New Zealand:
NORD/LB is not a bank registered in New Zealand. This information is for general information only. It does not take into account the Recipient's financial situa-
tion or objectives and is not a personalised financial advisory service under the 2008 Financial Advisers Act.

Additional information for Recipients in the Netherlands:
The value of your investment may fluctuate. Past performance is no guarantee for the future.

Additional information for Recipients in Poland:
This information does not constitute a recommendation within the meaning of the Regulation of the Polish Minister of Finance Regarding Information Consti-
tuting Recommendations Concerning Financial Instruments or Issuers thereof dated 19 October 2005.

Additional information for Recipients in Portugal:

This information is intended only for institutional clients and may not be (i) used by, (ii) copied by any means or (iii) distributed to any other kind of investor, in
particular not to retail clients. The present information does not constitute or form part of an offer to buy or sell any of the securities covered by the report, nor
should it be understood as a request to buy or sell securities where that practice may be deemed unlawful. The information contained herein is based on in-
formation obtained from sources which we believe to be reliable, but is not guaranteed as to accuracy or completeness. Unless otherwise stated, all views
contained herein relate solely to our research and analysis and are subject to change without notice.

Additional information for Recipients in Sweden:

This information does not constitute (or form part of) a prospectus, offering memorandum, any other offer or solicitation to acquire, sell, subscribe for or
otherwise trade in shares, subscription rights or other securities, nor shall it or any part of it form the basis of or be relied on in connection with any contract or
commitment whatsoever. The present information has not been approved by any regulatory authority. Any offer of securities will only be made pursuant to an
applicable prospectus exemption under the EC Prospectus Directive (Directive (EU) 2017/1129), and no offer of securities is being directed to any person or
investor in any jurisdiction where such action is wholly or partially subject to legal restrictions or where such action would require additional prospectuses,
other offer documentation, registrations or other actions.

Additional information for Recipients in Switzerland:

This information has not been approved by the Federal Banking Commission (merged into the Swiss Financial Market Supervisory Authority (FINMA) on 1 Janu-
ary 2009). NORD/LB will comply with the Directives of the Swiss Bankers Association on the Independence of Financial Research (as amended). The present
information does not constitute an issuing prospectus pursuant to article 652a or article 1156 of the Swiss Code of Obligations. The information is published
solely for the purpose of information on the products mentioned herein. The products do not qualify as units of a collective investment scheme pursuant to the
Federal Act on Collective Investment Schemes (CISA) and are therefore not subject to supervision by FINMA.
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Additional information for Recipients in the Republic of China (Taiwan):

This information is provided for general information only and does not take into account the individual interests or requirements, financial status and invest-
ment objectives of any specific investor. Nothing herein should be construed as a recommendation or advice for you to subscribe to a particular investment
product. You should not rely solely on the information provided herein when making your investment decisions. When considering any investment, you should
endeavour to make your own independent assessment and determination on whether the investment is suitable for your needs and seek your own professional
financial and legal advice. NORD/LB has taken all reasonable care in producing this report and trusts that the information is reliable and suitable for your situa-
tion at the date of publication or delivery. However, no guarantee of accuracy or completeness is given. To the extent that NORD/LB has exercised the due care
of a good administrator, we accept no responsibility for any errors, omissions, or misstatements in the information given. NORD/LB does not guarantee any
investment results and does not guarantee that the strategies employed will improve investment performance or achieve your investment objectives.

Information for Recipients in the United Kingdom:

NORD/LB is subject to partial regulation by the Financial Conduct Authority (FCA) and the Prudential Regulation Authority (PRA). Details of the scope of regula-
tion by the FCA and the PRA are available from NORD/LB on request. The present information is "financial promotion". Recipients in the United Kingdom should
contact the London office of NORD/LB, Investment Banking Department, telephone: 0044 / 2079725400, in the event of any queries. An investment in financial
instruments referred to herein may expose the investor to a significant risk of losing all the capital invested.
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