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ECB and US Fed get to work

Both the eurozone and the USA are set for a series of interest rate cuts in the
fall. Although the latest inflation data has not yet given the all-clear, overall it
points in the right direction. Other economic data also supports expectations
for interest rate cuts. In the eurozone, the economy is recovering slowly, while
in the USA there are increasing signs of a noticeable slowdown in the labor
market. As a result, the decision-making guidelines for the two central banks
have become clearer. We expect both the ECB and the US Fed to cut interest
rates by a total of 75 basis points by the end of the year. Further rate cuts
should then follow in 2025.

A new Donald Trump presidency poses risks. The announcement to raise US
tariffs would lead to trade conflicts and thus to uncertainty globally. In the US it
would increase inflation risks. The extent of this will probably also depend on
the majorities that emerge in both chambers of the US Congress after the
elections. There are many possible variations in the distribution of power after
the US elections and therefore the consequences. So far, the markets have
been calm, but the potential for reactions is certainly there.

As always, in this Interest Rate Outlook we present our expectations for both
central banks, the ECB and the US Fed, as well as for the respective
government bond markets in the eurozone and the US in compact form. We
also focus on two economic policy issues that could come under the spotlight
in the wake of the US elections: The future trade policy under Donald Trump
and the US federal budget.
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Eurozone - Economic data on course for
ECB?

The ECB will almost certainly make its next interest rate cut of 25 basis points
(bp) in September. The latest data should have been largely in line with the
Governing Council's expectations and thus confirm the forecasted
achievement of the inflation target in the second half of 2025. This clears the
way for the next interest rate cut. The ECB economists' new forecasts for the
coming years will also be available in September. Changes compared to the
forecasts in June should be minor, but should support further interest rate
cuts after September. In particular, we see potential for downward revisions to
GDP growth for this year and next. The reason for this is that the latest key
economic data has shown only slight improvements at best, meaning that the
economy is only getting off to a sluggish start and ECB economists'
expectations for a recovery should therefore be pushed back further.

The latest inflation data was mixed and led to little change in the inflation rate
over the last few months. This was also expected by the ECB, which does not
anticipate the start of a sustained decline in the inflation rate until the end of
this year or the beginning of next year. This means that these data did not
contradict upcoming interest rate cuts. On the contrary, there were slight
improvements in the structure of the inflation rate. The monthly momentum in
service prices has slowed in recent months compared to the high levels seen
at the beginning of the year. If the monthly rates of increase remain roughly
the same, annual inflation will start to fall from the beginning of next year. This
means that the overall inflation rate will also fall. The ECB is aware of this and
can therefore live with little change in annual inflation for the time being.

The growth rate of wages will be important for the ECB's assessment of
inflation. The increase in the first quarter of this year is likely to have been due
to delayed adjustments to inflation in multi-year wage agreements. The
growth rate of negotiated wages in the second quarter, which is already
available, has fallen significantly and indicates that the increase in the first
quarter may indeed have been temporary. The "compensation per employee"
indicator will provide clarification, although this will not be published until
September 6. The ECB does not expect a noticeably lower growth rate in
compensation of employees until the first quarter of 2025. Expectations for
the decline in wage pressure until then are modest and the actual figure
reported for the second quarter could thus fall even short of the ECB's
expectations.

We therefore expect three interest rate cuts totaling 75 bp by the end of the
year. The ECB Governing Council will still not commit to an interest rate path
in advance, but will make any decision dependent on incoming data. We see
the greatest risk to our forecast for the October meeting. The Governing
Council could opt for a more cautious, quarterly rhythm. New forecasts from
ECB economists are available at the meeting at the end of each quarter and
interest rate changes could be implicitly linked to this. In our view, however,
the slow economic recovery and relatively rapid interest rate cuts in the US
suggest that the ECB Governing Council will move relatively quickly and cut
interest rates in October as well as September and December.
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We expect yields on German government bonds to continue to move sideways
over the coming months, and later longer and medium-term maturities to
increase slowly. The biggest uncertainty factor for us is the US elections. If
Donald Trump wins the election, the prospect of higher US tariffs and a trade
conflict with the US would mean downside risks for the economy in the
eurozone and thus downward pressure on German yields. On the other hand,
the US market could point in the opposite direction due to the inflation risks
for the US posed by higher tariffs. A Trump presidency would therefore
increase volatility on the European bond markets. We do not take these
possible effects of the US elections into account in our point forecasts. In an
extreme case, we roughly estimate the impact to be a decline in German
yields of 10 - 20 bp.

Spreads on the eurozone sovereign bond markets moved sideways after
falling since the beginning of the year. The early elections in France and the
market turbulence at the beginning of August triggered upward spikes, but
these were generally short-lived. The exception among the major countries
was France, where spreads remained at a relatively high level. The
combination of a difficult government formation - none of the major blocs has
an absolute majority of seats in parliament - and the need to reduce the
budget deficit, as the EU has initiated an excessive deficit procedure, is
unsettling the markets. The current government of experts has presented a
budget for 2025 that freezes spending at the level of 2024 and can therefore
certainly be seen as an austerity budget (no inflation adjustment of spending).
However, this budget still has to be passed by the French parliament by
October 1. If a government is formed in time, a new government could still
adopt its own budget. There is certainly a need for action. In May, before the
recent political turmoil, the European Commission had forecast a deficit of 5%
of GDP in France next year.

Italy is the second major country in the eurozone to be subject to excessive
deficit proceedings. Although the deficit here is expected to be slightly lower
than in France at 4.7 % of GDP in 2025, it is expected to increase compared to
2024. Unlike France, however, Italy has a stable government. In our view,
Spain is in the best position of the three major spread markets. The deficit
should fall to just under 3% in 2025 and the Commission has not initiated
proceedings against Spain. The decisive factor for the outlook for all countries
will be the budgets that the eurozone countries have to submit to the
European Commission by October 15. We see the greatest risk of spreads
widening in France.
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USA - How quickly will the US Fed cut
rates?

The US Federal Reserve is also very likely to cut interest rates in September.
Both the economic data and statements by high-ranking representatives,
including Fed Chairman Powell, suggest that such a move is likely. We expect
a rate cut of 25 basis points (bp), but do not want to rule out 50 bp. In our
view, this will be determined by the data published before the meeting of the
decisive FOMC committee on September 17-18.

The US labor market data for July showed a further slowdown. In conjunction
with the previous months' data, some of which were revised, this showed a
relatively clear trend of rising unemployment and lower employment growth.
The unemployment rate has risen by 0.5 percentage points within four
months, following only very slight movements previously. If this recent trend
continues, the unemployment rate would soon reach levels that no longer
meet the Fed's monetary policy goal of full employment. The members of the
FOMC currently see the long-term average unemployment rate at 4.2%, which
is an indication of the target value. The recent development of the labor
market is not entirely unexpected for the FOMC. Concerns about the labor
market were already evident at the meeting at the end of July, i.e. before the
publication of the latest labor market data. Powell said that a further
significant weakening of the labor market would be unwelcomed. But that is
exactly what is now on the cards.

At the same time, the latest inflation data was encouraging. Not only did the
monthly price pressure ease, but the movement also came from the right
source. Similar to the eurozone, inflation in services in the USA had been
stubbornly persistent for a long time. Recently, there were signs of easing
from precisely this source. This means that the economic data allows for a
rate cut. We expect 25 bp in September. If the inflation data and the labor
market data for August are weak again, the door would also be open for a rate
cut of 50 bp. In line with our expectations of a further slowdown in the labor
market and inflation after September, we expect two further rate cuts of 25
bp each by the end of the year, which should be followed by further rate cuts
next year.

The pace of US interest rate cuts will also be determined by the US economy,
which has proved relatively robust to date. We see a slowdown in the
economy as likely, as we consider consumption to be too strong based on the
low savings rate. US households have been spending an unusually high
proportion of their income since the end of the COVID pandemic. The
assumption is that savings accumulated during the pandemic are being spent
and thus supporting consumption. The low savings rate is an indication of this.
However, these savings should be used up and the momentum of spending
should therefore slow down.

Another explanation for the persistently robust US economy, despite the
sharp rise in interest rates since 2022, is the sharp increase in migration to
the USA. According to estimates by the Congressional Budget Office,
population growth is expected to peak in 2024 and then slowly subside. This
means that the support provided by immigration for overall economic demand
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will decline but not cease, as population growth is still expected to remain
robust in 2025.

Overall, a moderate slowdown in the US economy therefore seems the most
likely scenario for us. We do not expect a recession. Overall economic demand
in the US has been surprisingly resilient for decades. Since 2000, shocks have
been needed to trigger a recession. These were the bursting of the dotcom
bubble in 2001, the financial market crisis in 2008 and the COVID pandemic in
2020. No such event is currently on the horizon.

The bond market has already priced in a considerable amount of interest rate
cuts. We therefore expect a volatile sideways trend for medium and longer
maturities in the coming months. Short maturities, on the other hand, should
benefit from the fact that future interest rate cuts will be taken into account to
an increasing extent and yields will therefore fall sustainably. The shape of the
yield curve should therefore slowly normalize.

The US elections and Donald Trump's victory are a major source of
uncertainty. The US president has far-reaching powers when it comes to trade
policy, as Trump proved in his first term of office, but also the current
president. Donald Trump is propagating new tariffs on a scale that could lead
to a noticeable rise in inflation in the US. An increase of around 1 percentage
point seems realistic. However, these estimates are based on assumptions
about the extent to which the tariffs will be passed on to consumers and are
therefore very uncertain. Whether these would be one-off effects, which
would be important for the US Fed's reaction, or not would depend on
whether tax cuts are introduced alongside the tariff increases. However, this
would require majorities in both chambers of the US Congress. The market
reaction to the US elections will therefore also depend on how the majorities
in the House of Representatives and the Senate are distributed. If the
Republicans win across the board, this would increase inflation risks. We
would expect a rise in yields, which we roughly estimate at 20 - 30 bp.
However, this scenario is not the basis of our point estimate, where we
assume no impact from the US elections, as the outcome of the elections is
too uncertain to serve as a basis.

The situation of the public budget in the US and the possible effects of the
elections are discussed in the next chapter. In summary, there is an acute
need for restructuring, as debt will otherwise continue to rise over the next 10
years and beyond. At the same time, the developments of recent years make
it unlikely that the political will to do so will be mustered. The markets accept
this outlook for US debt and we do not expect anything to change. However,
the USA's dependence on foreign capital harbors risks in the medium and long
term.
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Focus - What will US elections bring?

With only two months to go until the US elections, the potential impact is
coming to the fore. In our view, the two issues that could have the greatest
impact on the markets are future US trade policy and the development of the
public budget.

During the election campaign so far, Donald Trump has repeatedly called for
tariffs of 10% on all imports and 60% on imports from China. Trade conflicts
are therefore on the cards. The highest proportion of EU exports to the USA is
accounted for by machinery and components of all kinds, closely followed by
pharmaceutical products and vehicles. Conversely, with the exception of fossil
fuels, pharmaceutical products, aircraft industry products and machinery also
account for the highest share of US exports to the EU.

Effects of higher tariffs are difficult to assess

It is difficult to estimate what losses EU companies will suffer as a result of the
higher US tariffs. How the costs will be distributed among exporters, importers
and US consumers and therefore how high the losses for EU companies will
be will depend on the competitive position in the respective sector. The EU's
exports to the USA correspond to just under 3% of the EU's GDP. Since all
other importers, with the exception of China, would be affected by the same
tariff, the competitive disadvantage of EU producers would only be compared
to US producers. In our view, the orders of magnitude in question suggest that
the overall direct impact on the EU economy would be small. Furthermore, it is
very likely that countermeasures by the EU will have to be taken into account,
from which EU suppliers would benefit. EU imports from the US are equivalent
to 2% of EU GDP. The distribution of the burdens and reliefs of a trade conflict
across industries and sectors would vary.

However, a trade conflict would also lead to great uncertainty among
companies, which would result in a delay in investments. This would affect
more sectors than those that export to the US. This indirect impact would
probably be stronger than through trade flows and US tariffs could therefore
have a noticeable negative impact on the eurozone economy via this route.

The situation is different for China, as US tariffs would increase much more
than for other countries. The impact would probably be significant. The
comparatively more moderate measures taken by the last two US presidents
have already led to a significant drop in the proportion of Chinese imports to
the US. This was also due to Chinese companies relocating their production
facilities in order to avoid US tariffs. China has lost many shares of US trade to
Taiwan, for example. One example is telephones, where 57 % of US imports
came from China in 2019, compared to 47 % in 2023. Taiwan's share rose by
almost three percentage points to 6.4% in the same period. If tariffs actually
rise to 60% for China, this would likely prolong and accelerate existing trends.
We assume that the main beneficiaries of higher US tariffs on Chinese
products would be other countries outside the US. Either Chinese companies
will continue to relocate their production or companies based there will export
more to the US. India, Southeast Asian countries, Taiwan and Mexico should
therefore benefit from higher US tariffs on China.
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By contrast, the EU should hardly benefit from the higher US tariffs on
Chinese goods, as the EU and China hardly compete with each other in the
US. This is indicated by the fact that the EU was unable to benefit from
China's loss of share of US imports. We have also looked at the most
important product categories and compared the shares of China and the EU in
US imports. In many product categories, the shares differ so greatly that it
cannot be assumed that there is strong competition. Where there are similar
market shares, we have looked at whether there have been shifts and
whether the losses of one and gains of the other or vice versa have occurred
simultaneously. Such developments were only seen in a few product
categories. We therefore do not see any pronounced competition between the
EU and China in the US market, either in general or in the largest product
categories.

For the EU, the focus will be much more on competition from China on the
home market and increasing dependency (batteries and semiconductors). The
EU will have to think about how to deal with China's increasingly strong
position. While China has lost share in the US import market, it has gained
share globally and in imports to the EU. In the EU, the share of Chinese
imports rose from 8.4% in 2019 t0 9.1% in 2023. As a result, the EU now
imports almost as much from China as the USA.

US budget: no consolidation in sight

Regardless of who wins the next presidential election, there will hardly be any
consolidation of the public budget. This is because the issue has hardly been
addressed in the election campaign so far. In addition, US budgets must pass
both chambers of the US Congress, with a de facto majority of 60% required
in the Senate. This means that the majorities in the US Congress after the
elections will also be of decisive importance. There is a high probability that
they will remain thin. This suggests that the very cumbersome decision-
making process will continue. So far, agreement on annual budgets without a
significant reduction in the deficit has regularly only been reached after
protracted political negotiations and usually with considerable delay. An
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increase in the debt limit has regularly taken place literally at the last second.
Based on this experience, an agreement on higher revenues and/or lower
expenditure over several years seems very unlikely, even though budget
consolidation is undoubtedly necessary. This is because, according to
estimates by the Congressional Budget Office, the debt will continue to rise
with the current legislative situation.

Although the Congressional Budget Office is forecasting a fall in the central
government deficit from 7% this year to 5.5% of GDP in 2027, the underlying
assumption is that tax cuts expiring at the end of 2025 will not be extended.
Even then, total debt will still rise from 99% of GDP this year to 110.5% over
the next five years and to 122.4% of GDP over the next 10 years. Here,
government provisions for future social spending have already been
deducted. Without these deductions and therefore comparable with
international data, the IMF forecasts that debt will rise from 123.2 to 133.9 of
GDP over the next five years. The IMF does not expect a similar increase for
any other G7 country. An increase of just under six percentage points is
forecast for the next-ranked country, the United Kingdom.

However, these estimates are still optimistic. This is because it is likely that
the tax cuts expiring at the end of 2026 will be at least partially extended and
both candidates have further costly proposals in their program, with unclear
financing. A sharper increase in deficits and therefore debt than the above
forecasts is therefore a realistic possibility.

Finally, one long-term factor that a future government will have to address is
the US pension system. This currently still benefits from reserves, but these
will be exhausted around the middle of the next decade. Without
countermeasures, an additional gap will open up here, which will then further
increase the government deficit.

For the markets, the steady rise in US debt over the coming years has hardly
been an issue so far. It remains to be seen how long the debt can rise before
the markets demand a higher premium. On the one hand, the US is in a unique
position as a global hegemonic power with the dollar as the dominant reserve
and trading currency. On the other hand, the USA has become accustomed to
the constant influx of foreign capital and has thus become dependent.
Experience shows that foreign capital reacts more sensitively to rising risks
than domestic capital, all the more so if competition among global reserve and
trading currencies becomes tougher. There are therefore risks for the USA in
the medium and long term.
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Forecasts!

BIP 2022 2023 2024 2025

Eurozone 3.5 0.5 0.7 11

USA 1.9 2.5 2.4 1.4

Inflation 2022 2023 2024 2025

Eurozone 8.4 5.5 2.4 2.1

USA 8.0 4.1 2.8 2.2

Interest rates current Dec.24 Mar.25 Jun.25 Sep.25
ECB MRR 4.25 3.15 2.90 2.65 2.40
ECB Deposit Rate 3.75 3.00 2.75 2.50 2.25
3M Euribor 3.49 3.09 2.86 2.64 2.40
Germany Govt. 2Y 2.39 2.50 2.40 2.40 2.40
Germany Govt. 5Y 2.19 2.50 2.50 2.50 2.50
Germany Govt. 10Y 2.30 2.50 2.60 2.60 2.60
Swap 10Y 2.54 2.80 2.90 2.90 2.90
Interest rates current Dec.24 Mar.25 Jun.25 Sep.25
Fed Funds Target Rate* 5.33 4.63 4.13 3.63 3.38
3M Libor 5.28 4.71 4.30 3.88 3.63
US Gouvt. 2Y 3.92 3.80 3.40 3.30 3.20
US Govt. 5Y 3.70 3.79 3.63 3.57 3.46
US Govt. 10Y 3.90 3.80 3.70 3.70 3.60
EURUSD 1.11 1.13 1.14 1.14 1.15

*Mid of target range

Prices as of September 2, 2024
Source: Market data providers, Erste Group Research

' By regulations we are obliged to issue the following statement: Forecasts are no reliable indicator
of future performance.
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Disclaimer

This publication was prepared by Erste Group Bank AG or any of its consolidated subsidiaries (together with consolidated
subsidiaries "Erste Group") independently and objectively as general information. This publication serves interested investors
as additional source of information and provides general information, information about product features or macroeconomic
information without emphasizing product selling marketing statements. This publication does not constitute a marketing
communication pursuant to Art. 36 (2) delegated Regulation (EU) 2017/565 as no direct buying incentives were included in
this publication, which is of information character. This publication provides only other information without making any
comment, value judgement or suggestion on its relevance to decisions which an investor may make and is therefore also no
recommendation. Thus this publication does not constitute investment research pursuant to Art. 36 (1) delegated Regulation
(EU) 2017/565. It has not been prepared in accordance with legal requirements designed to promote the independence of
investment research and it is not subject to the prohibition on dealing ahead of the dissemination of investment research. The
information only serves as non-binding and additional information and is based on the level of knowledge of the person in
charge of drawing up the information on the respective date of its preparation. The content of the publication can be
changed at any time without notice. This publication does not constitute or form part of, and should not be construed as, an
offer, recommendation or invitation for a transaction in any financial instrument or connected financial instruments, and
neither this publication nor anything contained herein shall form the basis of or be relied on in connection with or act as an
inducement to enter into any contract or inclusion of a financial or connected financial instrument in a trading strategy.
Information provided in this publication is based on publicly available sources which Erste Group considers as reliable,
however, without verifying any such information by independent third persons. While all reasonable care has been taken to
ensure that the facts stated herein are accurate and that the forecasts, opinions and expectations contained herein are fair
and reasonable, Erste Group (including its representatives and employees) neither expressly nor tacitly makes any guarantee
as to or assumes any liability for the up-to-dateness, completeness and correctness of the content of this publication. Erste
Group may provide hyperlinks to websites of entities mentioned in this document, however the inclusion of a link does not
imply that Erste Group endorses, recommends or approves any material on the linked page or accessible from it. Neither a
company of Erste Group nor any of its respective managing directors, supervisory board members, executive board
members, directors, officers of other employees shall be in any way liable for any costs, losses or damages (including
subsequent damages, indirect damages and loss of profit) howsoever arising from the use of or reliance on this publication.
Any opinion, estimate or projection expressed in this publication reflects the current judgment of the author(s) on the date of
publication of this document and does not necessarily reflect the opinions of Erste Group. They are subject to change without
prior notice. Erste Group has no obligation to update, modify or amend this publication or to otherwise notify a reader thereof
in the event that any matter stated herein, or any opinion, projection, forecast or estimate set forth herein, changes or
subsequently becomes inaccurate. The past performance of a financial or connected financial instrument is not indicative for
future results. No assurance can be given that any financial instrument or connected financial instrument or issuer described
herein would yield favorable investment results or that particular price levels may be reached. Forecasts in this publication
are based on assumptions which are supported by objective data. However, the used forecasts are not indicative for future
performance of financial instruments incl. connected financial instruments. Erste Group, principals or employees may have a
long or short position or may transact in financial instrument(s) incl. connected financial instruments referred to herein or may
trade in such financial instruments with other customers on a principal basis. Erste Group may act as a market maker in
financial instruments, connected financial instruments or companies resp. issuers discussed herein and may also perform or
seek to perform investment services for those companies resp. issuers. Erste Group may act upon or use the information or
conclusion contained in this publication before it is distributed to other persons. This publication is subject to the copyright of
Erste Group and may not be copied, distributed or partially or in total provided or transmitted to unauthorized recipients. By
accepting this publication, a recipient hereof agrees to be bound by the foregoing restrictions.

Erste Group is not registered or certified as a credit agency in accordance with Regulation (EC) No 1060/2009 of the
European Parliament and of the Council of 16 September 2009 on credit rating agencies (the Credit Rating Agencies
Regulation). Any assessment of the issuers creditworthiness does not represent a credit rating pursuant to the Credit Rating
Agencies Regulation. Interpretations and analysis of the current or future development of credit ratings are based upon
existing credit rating documents only and shall not be considered as a credit rating itself.
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