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ECB'’s lower ad infinitum

e ‘Lower for longer’ is now official srael Da Costa. CFA

e The changes in the TLTRO conditions will be particularly supportive for weaker European banks, S;-id;OA;;!l));Sg355
and will reduce bond issuance volumes in the next 12 months Israel.DaCosta@uk.daiwacm.com

e Tiering will have a modestly positive on banks in Germany, France and Netherlands

Positive relief measures from the ECB, yet damage from negative rates will continue

The main message from yesterday’s announcements by the ECB is that the negative rate on the central bank’s main deposit facility,
which has been negative since June 2014, will remain negative for years to come. Even though some relief was provided in the
form of better conditions on TLTROs and the belated implementation of tiering, the already weak profitability of euro area retail
banking will continue to deteriorate. The introduction of tiering will have a direct positive - albeit somewhat limited - impact for banks
in Germany, France and Netherlands in particular, which hold the vast majority of excess liquidity at the central bank. Yet banks will
continue to be penalized for taking on deposits, which distorts banks’ very reason of being. That said, the changes in the TLTRO
conditions will provide strong support to wholesale funding conditions for weaker euro area banks, which may prove vital amid the
many political risks across the area and deteriorating economic outlook.

Interest Rates: 10bps cut in the deposit rate to -0.50%, forward guidance kept open the door to further rate cuts until the
inflation outlook “robustly” converges to target.

The new forward guidance is a credit negative. It makes the ‘lower for longer’ environment official. Given the weak and downgraded
economic outlook, it is clear that euro area banks will have to work with negative interest rates for several years to come.
Profitability from retail banking operations will deteriorate further, the operational viability of several banks will remain under
question, particularly in Germany. Further cost cuts will be needed. Weak profitability means euro area banks will be poorly
positioned for a potential recession in the region.

Quantitative Easing relaunch: monthly net purchase amounting to €20bn from 1 November, open-ended, to continue until
just before rates start to go up goes well beyond expectations
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reserves from the deposit facility to the current account facility,
they will now pay about €5.6bn per year to the ECB according to our estimates, down from the €7.1bn paid in 2018.
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We estimate that around 35-40% of the current excess liquidity of €1.8tn will become exempt from paying the ECB’s deposit rate.
Banks from Germany, France, the Netherlands and Luxembourg, which account for the lion's share of excess reserves, will benefit
the most. Italian banks, meanwhile, will have around €50bn of liquidity they could still place at the ECB at no extra cost. The
measure has reduced the relative attractiveness of bonds relative to excess funds deposited at the ECB, which has led to a sell-off
of shorter-dated government bonds.

Market Reaction

Taking their prompt from sovereigns, European bank yields rose sharply yesterday, and continue to do so this morning. After being
in negative territory since end-July 2019, the average yield on EUR Senior Preferred paper is now back in the black, at 0.04%. USD
yields followed a similar pattern. The stock market was very volatile during the day, impacted by a wide range of factors, including
suggestions of a further easing of US—China trade tensions. But while the SX7P closed marginally down at -0.07%, it has opened
higher this morning.
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