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ECB preview: a compromise package

e All members of the ECB Governing Council look ready to ease monetary policy
further on 12 September. However, the members seem to disagree more than usual
about the nature and size of the additional stimulus measures.

e When the ECB decided to keep monetary policy on hold in July, it left the door wide
open for a new comprehensive policy package to emerge this month. Comments by
Governing Council members shortly thereafter nurtured such expectations. But the
pendulum has swung the other way recently. Even some usually dovish members
have cautioned against doing too much, arguing in particular against an immediate
resumption of net asset purchases.

e This week’s discussions could be lively. We expect a broad majority — not
necessarily all - of the Governing Council members to support a policy package in
the end. In our view, the ECB will probably:

o cut the deposit rate by 20bp from -0.4% t0 -0.6%;

o re-launch monthly net asset purchases worth €3obn euros for at least 12
months - an alternative could be €20bn euros for at least 18 months;

o strengthen its forward guidance by extending the horizon to keep rates at
present or lower levels beyond Hi1 2020; the ECB may also link the outlook for
asset purchases to the path of inflation, or even to a specific rate;

o introduce a tiering system for bank deposits so that only reserves in excess of
at least 10 times the minimum reserves will be charged the penalty rate; and

o raise the self-imposed issuer limit for purchases of government bonds from
33% t0 40% Or even 50%.

e The outlook is fraught with more uncertainty than usual. After a heated debate
this week, the Governing Council may postpone a decision to resume net asset
purchases and/or settle on a 10bp cut in the deposit rate (see Chart 1 on how the
market is split about the size of a rate cut).

e The ECB is reviewing its monetary policy strategy, including whether to make its
“below, but close to 2%” inflation target (more) symmetrical. The review will not
be finalised before 2020. Incoming ECB president Christine Lagarde, rather than its
incumbent head Mario Draghi, will eventually present the results.

e To bring the arguments for or against specific ECB actions into focus, we present
how a conversation might go between two hypothetical Governing Council
members - a dove and a hawk — just ahead of this week’s meeting (see overleaf).

Chart 1: The market is pricing in a rate cut, but is split about its size
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Implied probability for a change in the ECB’s deposit rate (currently at -0.4%) at the 12 September ECB meeting,
in %. Source: Bloomberg
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Dove and hawk: a hypothetical conversation

Dove: It is clear that the time has come to act decisively — no ifs or buts. Otherwise we may
have to ease policy more later on.

Hawk: Yes, growth is soft and core inflation refuses to go up. But why not take it
easy and go step by step? We can afford to do less now.

Dove: I do not think so. We have to come up with a package now that is both significant
and impactful: rates, asset purchases, long-term loans and forward guidance reinforce each
other.

Hawk: Our stance is already highly accommodative. And why should we go for a big
package if we can separately use different tools for different contingencies — for
example, rate cuts against an unwarranted tightening of financial conditions, asset
purchases to fight low inflation and liquidity injections such as TLTROs (targeted
long-term refinancing operations) to boost bank lending.

Dove: But we are not delivering on our goal to keep inflation below, but close to, 2%. We
need to do whatever we can within our mandate to get there.

Hawk: How confident are you that monetary policy can do much about trade
tensions or Brexit? It has become less effective and has notable side-effects.

Dove: Sure, fiscal policy is more effective than monetary policy. But waiting for fiscal policy
to act would be like waiting for Godot. As a side-effect, our policy helps to provide fiscal
space.

Hawk: The more monetary policy acts like the only game in town, the less fiscal
policy may do its job.

Growth outlook

Dove: Pervasive uncertainty will be with us for the rest of this year — just look at trade
tensions, the hard Brexit risk and the weakness of the Chinese economy. Our growth
forecasts have come down again (see Chart 2).

Hawk: The Eurozone’s domestic economy is still doing fine (see Chart 3), and the
fear factor may fade as everybody gets used to the mess.

Dove: I'm not sure about that. The industrial downturn is spreading more and more to
other parts of the Eurozone economy. Services close to manufacturing are suffering and
employment growth is slowing.

Hawk: Incomes continue to rise solidly and consumers remain confident about their
financial situation.

Dove: But the risk that we could be heading for a recession is rising.
Hawk: While there is a significant recession risk, that applies only to Germany and
Italy, and maybe even there only to the industrial sector.

Chart 2: ECB projections: previous versus new (our estimates) Chart 3: Mind the gap: Eurozone PMI manufacturing versus services
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Deposit rate

Dove: I think we agree that rates have to go lower, but how low should we go? If you ask
me, it has got to be a rate cut of 20bp.

Hawk: 10bp will do. A bigger rate cut could signal that we are panicking. Plus, we
should leave some headroom to be able to do more later on if necessary.

Dove: We are not at the effective lower bound for interest rates yet, so we still have enough
headroom. The natural interest rate has most likely fallen by 20bps or more.

Hawk: The natural interest rate has fallen, but by less than that. We also should
keep in mind that our policy stance itself can affect the natural rate, so we may be
chasing our own tail.

Dove: A Taylor-style reaction function justifies a bigger rate cut, regardless of your
estimate of the output gap or your inflation target.

Hawk: We all know how difficult it is to tell the size of the output gap, or the level of
the natural rate.

Dove: Markets are pricing in a cut by 15bp (see Chart 1). Financial conditions could tighten
at the short end of the yield curve if we cut by less. Of course, we should not be led by
markets. But we do have to take financial conditions into account.

Hawk: We need to cut rates, but markets have got ahead of themselves.

Dove: Look to the US. We could pre-empt further Fed rate cuts with a bigger cut now and
avoid unwarranted tightening later via the exchange rate.

Hawk: The Fed’s dovish turn has not boosted the euro too much this year. The euro
remains competitively valued. Anyway, let’s focus on us.

Tiering of the negative deposit rate

Dove: If we settle on a rate cut — and possibly net asset purchases — we have to introduce
deposit tiering.

Hawk: Really?
Dove: If we go lower, the costs of more negative rates will otherwise offset their benefits.
Hawk: Bank profitability is not our mandate - it is price stability.

Dove: But low bank profitability can further impair the transmission of our monetary
policy stance to the real economy and inflation.

Hawk: The data show that bank lending is doing fine.

Dove: It may not stay this way. Banks are weak. We should exclude all reserves up to at
least 10 times from current minimum reserves. Tiering creates space for further rate cuts.

Hawk: Yes, but at the price of distorting markets more.

Chart 4: Inflation - softer versus stronger basket

Chart 5: Market- and survey-based inflation expectations
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Inflation outlook

Dove: Let’s move on to inflation. I don’t like what I see: price pressures remain weak. Even
for 2021, we forecast inflation to be far below our target (see Chart 2).

Hawk: Underlying price pressures are building. Look at those items of the price
basket that are closely linked to domestic demand and the labour market (see Chart
4).

Dove: But core inflation is still at around 1% — and has been for more than five years now.
Weaker growth prospects point to a worsening of the medium-term outlook.

Hawk: Yes, but the medium-term over which the ECB should reach its inflation
target should be interpreted flexibly amid long-term disinflationary headwinds such
as demographics, global competition and technological change.

Asset purchases

Dove: Still, inflation expectations are at ever greater risk of becoming de-anchored (see
Chart 5). We should thus re-launch net asset purchases.

Hawk: I see no need to do that now. Survey-based inflation expectations are at 1.7-
1.8% for the long term. They are still below, but close to, 2%.

Dove: Even survey-based inflation expectations have fallen to their lowest level ever.
Indicators across the board — market or survey-based, short- or long-term - point to even
lower inflation.

Hawk: We are still far away from the 2014/2015 trough and deflation risks, though.
Dove: I do not want to wait until that. We need to announce quantitative easing now.

Hawk: If necessary, we will announce it in December - it is still too early now to
know whether we really need to do it.

Dove: Let us talk about the sum. I would go for at least €60bn, for 24 months and as long as
necessary.

Hawk: Again, if necessary, at most €15bn, for six months, which would allow us to
stay within our issuer limit. Do not forget our ongoing re-investments (see Chart 6).

Universe of eligible assets
Dove: To have more flexibility, we need to expand the universe of eligible assets.
Hawk: Again, not yet, one step after another.

Dove: We need to raise the issuer limit from 33% to 50% to give us more headroom for a
sizeable purchase programme of government bonds (see Chart 7).

Hawk: But doing so would bring us closer to the monetary financing of fiscal policy.

Chart 6: Past ECB asset purchases Chart 7: Firepower if issuer limit raised from 33% to 50%
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Dove: Would you prefer to open the universe of eligible assets to (unsecured) bank debt
and equity?

Hawk: No, that creates even more distortions. Banks already have access to cheap
funding via our TLTROSs.

Dove: What about a review of the capital key rule?

Hawk: That is a no go. We have to stick to the capital key allocation of purchases.
Otherwise we would violate the rule that we implement the same monetary policy
for all member states.

Forward guidance

Dove: Forward guidance is another tool we should work on. Why not link our guidance on
rates or net asset purchases to a specific rate of core inflation?

Hawk: That is too strong for me: we would corner ourselves and lose options.
Dove: What about extending the guidance beyond the first half of 2020?

Hawk: We may have to do that at some point. But as we are data-dependent, we can
easily wait until 2020 before changing it.

Liquidity injections (TLTROs)

Dove: Anything else? The new targeted long-term liquidity operations which we call
TLTROs are starting this month. I want to make them cheaper.

Hawk: Even cheaper?

Dove: Let’s go lower and get rid of the 10bp mark-up on top of the deposit rate we agreed
on earlier this year.

Hawk: No. The terms are sufficiently generous. The loans will turn cheaper with a
rate cut anyway.

Review of strategy

Dove: One last thing: regarding the review of our strategy, we should really make our
target symmetrical, either by setting it at 2% straight or by moving to a range of 1-3% or...

Hawk: ...wait, wait. I see your point, but we should take our time. We have to be
careful not to lose our credibility by being unduly hasty now.
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Disclaimer

This document was compiled by the above mentioned authors of the economics department of Joh. Berenberg, Gossler &
Co. KG (hereinafter referred to as “the Bank”). The Bank has made any effort to carefully research and process all
information. The information has been obtained from sources which we believe to be reliable such as, for example,
Thomson Reuters, Bloomberg and the relevant specialised press. However, we do not assume liability for the correctness
and completeness of all information given. The provided information has not been checked by a third party, especially an
independent auditing firm. We explicitly point to the stated date of preparation. The information given can become
incorrect due to passage of time and/or as a result of legal, political, economic or other changes. We do not assume
responsibility to indicate such changes and/or to publish an updated document. The forecasts contained in this
document or other statements on rates of return, capital gains or other accession are the personal opinion of the author
and we do not assume liability for the realisation of these.

This document is only for information purposes. It does not constitute investment advice or recommendation to buy
financial instruments. It does not replace consulting regarding legal, tax or financial matters.

Remarks regarding foreign investors

The preparation of this document is subject to regulation by German law. The distribution of this document in other
jurisdictions may be restricted by law, and persons, into whose possession this document comes, should inform
themselves about, and observe, any such restrictions.

United Kingdom
This document is meant exclusively for institutional investors and market professionals, but not for private customers. It
is not for distribution to or the use of private investors or private customers.

United States of America

This document has been prepared exclusively by Joh. Berenberg, Gossler & Co. KG. Although Berenberg Capital Markets
LLC, an affiliate of the Bank and registered US broker-dealer, distributes this document to certain customers, Berenberg
Capital Markets LLC does not provide input into its contents, nor does this document constitute research of Berenberg
Capital Markets LLC. In addition, this document is meant exclusively for institutional investors and market professionals,
but not for private customers. It is not for distribution to or the use of private investors or private customers.

This document is classified as objective for the purposes of FINRA rules. Please contact Berenberg Capital Markets LLC (+1
646 949 9000), if you require additional information.

Copyright
The Bank reserves all the rights in this document. No part of the document or its content may be rewritten, copied,
photocopied or duplicated in any form by any means or redistributed without the Bank’s prior written consent.

© 2019 Joh. Berenberg, Gossler & Co. KG
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