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INTEREST RATE OUTLOOK | EUROZONE, USA

When will interest rates fall?

Analyst: . e e
Rainer Singer Interest rate path remains difficult

rainer.singer@erstegroup.com The interest rate markets are facing an unusual challenge. A cycle of interest
rate cuts is emerging in both the USA and the eurozone that was not triggered
by a crisis. This has not been the case for decades. This makes it more difficult
to determine the timing and extent of interest rate cuts. The data does not
point clearly in one direction. Falling inflation in both economic areas was offset
by a still robust labor market and a solid economy in the USA. In this
environment, even relatively small changes in economic data led to sharp
swings on the bond markets. Yields initially rose sharply from the summer
onwards, only to fall from the end of October, often even below the starting
level of the summer.

Assessing the situation has not become any easier in the new year. Last year,
interest rate cuts were still relatively far away. Now things are becoming more
concrete. The market is already pricing in the first interest rate cuts in the
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less expansive fiscal policy will weigh on the economies. On the other hand,
households' purchasing power will improve due to rising real wages. Although
the economy is not a target parameter for central banks, it does have an
impact on inflation expectations and therefore on the interest rate path.

So far, the market has reacted to this environment with extremely strong
fluctuations. Last year, the mantra "higher for longer" was quickly followed by
expectations of massive interest rate cuts. The question is whether the
markets have learned or not. As always, our Interest Rate Outlook contains our
assessments for the interest rate markets in the eurozone and the USA. We
have also estimated the additional interest rate burden in the eurozone by
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ECB - When will the ECB be convinced?

At its December meeting, the ECB Governing Council decided not to make any
changes to its monetary policy. Both the key interest rates and the key
formulation since September, according to which the key interest rates had
very likely reached their peak, remained unchanged. The markets therefore
waited in vain for indications of an interest rate cut. From the ECB's point of
view, it is still too early for this. The Governing Council of the ECB is not yet
sufficiently convinced that price pressure is easing. Although the economy is
weak and the inflation rate is falling, the central bank is assuming an economic
recovery this year, which should be driven mainly by rising real wages. In this
environment, there is a risk that companies will pass on wage increases to
consumers, resulting in a setback in the fight against inflation.

However, data to date shows that the ECB has little to worry about. Wage
growth has already flattened out in the second and third quarters and monthly
data (Indeed Wage Tracker) suggests that this trend has continued in the
fourth quarter. At the same time, profit growth has been declining for several
quarters, which is exactly the trend the ECB wants to see. At best, companies
have only partially passed on the higher wage costs. Of course, this could
change. So far, however, there are only slight indications at best for an
economic recovery, which confirms our expectations of only slow recovery,
which will continue to make it difficult for companies to pass on wage
increases.

The ECB is therefore in a phase in which the scenario it desires is emerging,
but it wants to play it safe due to an inflation rate that is still significantly
above the target value and is therefore awaiting further data. We assume that
both easing price pressure and a generally disinflationary environment will be
confirmed. However, progress in reducing core inflation, in particular, service
prices could be slow. The ECB Governing Council should therefore only open
the door to interest rate cuts verbally at the March meeting for the time being
and only decide on the first rate cut in June. We then expect the next rate cut
in September. After that, the data situation should justify a faster approach,
which would suggest two further interest rate cuts of 25 basis points (bp)
each by the end of the year, making a total of 100 bp for this year.

The ECB announced the results of the discussions on the "Operational
Framework" for the spring. Essentially, this is about how the ECB intends to
manage the supply of liquidity in the medium term. At present, excess liquidity
is still high. However, the ECB has started to reduce it by maturing TLTROs
and reducing its securities holdings. This process will take years and will
continue to provide excess liquidity for a long time to come. But how long is
uncertain.

The ECB is essentially discussing two approaches. Liquidity could be kept high
through high bond holdings by the central bank. The other approach
envisages a lower general supply of liquidity, but flexible, frequent liquidity
operations (open market operations). The decision on this will have no
immediate impact. However, it is a directional decision by the ECB that will
determine whether the money market will be based on the deposit rate or the
ECB's main refinancing rate in future. The minimum reserve rate could also be
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increased as part of the decisions on the operational framework. A small
increase cannot be ruled out, but would be difficult to argue against the
impending monetary easing.

Eurozone government bonds have largely followed the ups and downs of US
Treasuries over the past six months. A sharp rise in yields until around the end
of October was followed by an even sharper fall. At the same time, the yield
gap between US bonds increased, which was probably due to the different
economic conditions in the two economic areas. In our view, a slight economic
recovery in the eurozone suggests that yields will rise again somewhat from
the low levels already reached. This is also supported by the fact that the
markets are already pricing in very aggressive interest rate cuts of 140 bp this
year, which we do not expect to this extent. Inflation should continue to fall,
but could prove stubborn in the "last mile", which argues against rapid interest
rate cuts. Due to the inverted yield curve and the price potential, we prefer
short maturities on the bond market in the eurozone. Spread markets are
definitely worth considering. Of the four major countries, we prefer Spain due
to its above-average growth and progress in budget consolidation. The yield
on Austrian government bonds is also attractive in our view.

The new debt rules agreed by the EU finance ministers tend to be positive for
the spread markets. The old rules had been suspended until 2023 in the wake
of the pandemic. Essentially, the 3% deficit and 60% of GDP debt limits
remain in force. However, the correction path will be significantly easier for
countries that exceed these limits.

The targets are to be achieved through expenditure. To this end, the countries
concerned are to agree on a 4-year plan with the European Commission,
which will be converted into a 7-year plan if the country decides to make
certain investments (digital, green) and reforms. Independently of this,
countries with a debt ratio of more than 90% must achieve a minimum annual
reduction of 1% of GDP, which is significantly milder than the previously
required annual 5% of the amount exceeding 60% of GDP. For countries with
a debt ratio between 60% and 90% of GDP, the annual reduction must be at
least 0.5 percentage points. If the new rules are already applied for 2024, this
will mean increased efforts for France, Italy of the four major countries and
Austria based on the countries budget estimates. This is because stable debt
as a percentage of GDP is expected here for 2024. The European
Commission's forecasts are similar. In order to come into force, the new rules
still have to pass through the EU Parliament, which should take several
months. With these rules, the EU is at least showing the will to consolidate its
budgets, a step that is not on the horizon in the USA.
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USA - Interest rate cuts without recession?

The markets are struggling with the current environment. At the end of
October, expectations for interest rate cuts in 2024 were still at 66 basis
points (bp); by the end of 2023, this had already risen to 172 bp. At the same
time, yields, which had previously risen sharply, fell across all maturities at a
speed that had not been seen for a long time.

The challenges are unfamiliar for the markets. They have to deal with a central
bank that is fighting against excessively high inflation, which was last the case
in 2008, and with a data situation that does not provide a clear interest rate
path. Falling inflation contrasts with a robust economy. The result is markets
that have gone from the mantra of "higher for longer" to an expected fall in
interest rates next year in the space of a few weeks.

The US economic data did not justify fluctuations in sentiment to this extent.
There were already relatively clear signs of easing inflationary pressure in the
summer. Since then, the weaker price pressure (excluding energy and food -
core inflation) has been confirmed, but has not eased further and is therefore
not yet where the central bank would like it to be. There were also no
significant changes in the structure of price pressure. The strongest
contributions to the weakening of core inflation are coming from goods prices.
The "breakthrough" in service prices has therefore yet to come.

There was more movement in the economic data. The third quarter surprised
with strong growth and the US economy once again remained unaffected by
the sharp rise in interest rates and high inflation. Although initial data for the
fourth quarter of 2023 suggests a weakening of the economy, this is only in
comparison to the strong growth seen previously. Viewed in isolation, initial
data for the quarter that has just ended still shows a solid economy that is not
convincingly removing the basis for inflation. The picture on the labor market
is similar. Although there are signs of a slowdown, the labor market remains
solid.

This data situation was reflected at the most recent meeting of the FOMC, the
Fed's interest rate-setting body. Although all meeting participants assume
that interest rates have peaked, the possibility of a further rate hike remained
in the statement and therefore on the table, as Fed Chairman Powell put it.
However, the expectations of the meeting participants for the key interest
rates changed compared to September, even as the range remained wide.
The median of the current survey showed 50 bp lower expectations for the
key interest rate at the end of 2024 than in September and thus expectations
of interest rate cuts of 75 bp. The market is currently pricing in almost double
that.

Interest rate cuts at the speed that the market is pricing in for next year would
not be unusual. Interest rates fell even faster during the last interest rate cut
cycles. However, these were triggered by crises (2000: bursting of the
dotcom bubble, 2008: financial crisis and 2020: Covid pandemic) and thus
clearly foreseeable economic slumps that ultimately ended in recessions.
There is currently no sign of this. If it stays this way, we should therefore see
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a cautious process of interest rate adjustment. We expect four interest rate
cuts of 25 bp each from July 2024 onwards.

The key to the extent of interest rate cuts will be the economy. We expect the
slowdown to be relatively moderate. In contrast to last year, the government
deficit will not increase further this year and the additional savings
accumulated during the pandemic should be exhausted. The economy will
therefore receive significantly less support from these sources. The effect of
higher interest rates should also intensify. On the other side, however, are real
incomes of private households, which have already turned around and should
continue to grow this year. Private consumption, by far the most important
component of GDP, should therefore receive support from this side. What all
these factors, and others, will add up to is of course uncertain, but it does not
look like a recession.

Overall, the economy should weaken somewhat and inflation should continue
to fall moderately, which means a generally good environment for the bond
market. However, the data should fluctuate and thus keep the market on the
move. The bond market should remain volatile. Apart from the currency risk,
we consider US Treasuries to be an attractive investment due to the yield
level, whereby yield increases should be used for purchases. In terms of
maturities, the decline in yields and duration should more or less balance each
other out, so we expect maturities to perform similarly.

However, the issuer of US government bonds will provide little support for the
bond market. Temporary budgets for various government departments expire
on January 19 and February 2. If no agreement is reached in the US
Congress, there is once again the threat of a government shutdown. This
would mean that non-essential government spending would have to be
stopped. Interest payments would not be affected, so markets should react
calmly, as in the past. But it would once again highlight the plight of US public
finances. The rating agency Fitch already withdrew its top rating in the
summer. Moody's did not go that far in November, but the outlook was
lowered from stable to negative. In fact, the budget course is on an
unsustainable path with deficits of around 7% of GDP (source: IMF) over the
coming years. In addition, there are regular difficulties in reaching political
agreement on an increase in the debt limit, which means the risk of default, or
even on a budget.

The upcoming presidential elections on November 5 will hardly change this.
The likely candidates Joe Biden and Donald Trump have pursued an expansive
fiscal policy during their terms in office, meaning that budget consolidation is
unlikely regardless of the outcome of the elections. The House of
Representatives and a third of the senators also have to face the election.
Narrow or varying majorities would probably make budget consolidation
impossible for good in the coming years. The most likely scenario is that the
bond market will continue to be driven by economic data. However, the longer
the consolidation of the US public budget fails to materialize, the more likely
an eventual market reaction becomes.
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Focus - How much will the interest burden increase
in 20247

There is no precedent for the current situation. Interest rates have risen
extremely fast since 2022, leading to key interest rates that were last seen
before the financial crisis 2008. In the following, we have attempted to
calculate the additional burden on debtor groups this year due to the rise in
interest rates. We wanted to gain an impression of the extent to which the
tightening of monetary policy will still have an impact. To do this, we put the
debt service in relation. Debt and interest payments relative to income or GDP
are the decisive variables for the assessment and reveal surprising facts. This
is because high inflation has not only caused interest rates to rise, but also
debtors' incomes in general. Governments are enjoying higher tax revenues,
companies higher sales and employees higher wages. This not only alleviates
the burden of higher interest rates but also lowers the debt level relative to
income.

Debt by sector
in % of GDP

400
350
300

250
200
150
100
50
0

Q12017 Q12018 Q12019 Q12020 Q12021 Q12022 Q12023 France Italy Spain Austria Germany
=—=Germany ====Spain Italy ~e==Austria m Non-fin Corporates m Private households m Government
Source: European Commission, Erste Group Research Source: European Commission, BIS, Erste Group Research

By far the largest single debtor in almost all countries is the state. The level of
future interest charges is easy to estimate, as the debt is mainly in the form of
bonds, which makes it very transparent in terms of interest rates and
maturities. The interest burden has already risen and will continue to rise. This
is obvious, as more and more bonds are maturing and have to be refinanced
with higher coupons. If the interest rate level remains where it is, this rise in
interest rates will continue for several years. The good news is that
government revenues are also rising, as nominal GDP is also increasing, which
also has a "positive" effect on debt levels. According to the European
Commission's forecasts, the debt to GDP ratio for the four major countries
(Germany, France, Italy, Spain) and Austria will at least not increase in 2024
and 2025. The interest burden relative to GDP and also to government
spending as a whole will only increase significantly in France and lItaly.
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Public debt Increase in interest payments from 2019 - 2025
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Interest and debt relative to GDP or revenue are the decisive factors, while
absolute values are only of limited informative value. A comparison of nominal
debt in euros and interest payments relative to GDP illustrates this. While debt
will triple in France between 2005 and 2025 and double in Italy, the interest
burden relative to GDP will not climb to levels seen in 2005 despite the rise in
interest rates.
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Ultimately, the development of interest rates over the coming years will play
an important role in the actual extent of interest payments. The European
Commission forecasts used here assume slightly higher average annual
interest rates in 2024 than in 2023 and a fall in short-term interest rates in
2025. We consider these assumptions to be at the upper end of possible
interest rate paths.

For the corporate sector, rising prices have led to significant sales growth,
which was so strong that it not only cushioned rising interest rates but also
higher debt in many countries. The chart below shows how corporate sector
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debt has developed from the fourth quarter of 2019 to the first quarter of
2023. Even in conjunction with higher interest rates, however, debt service
relative to disposable income has changed little by then.

Debt service ratio of companies
in % of disposable income
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The question is by how much interest payments will still increases. Generally
variable interest rates, new loans or maturing loans and bonds that need to be
refinanced trigger changes in the cost of debt. Loans are the most important
factor here, as they account for around 88% of companies' total financial debt
in the eurozone.

The extent of the burden of higher interest rates on the business sector as a
whole is much more difficult to estimate than for governments. This is due to
the lack of transparency, not least because companies also obtain a
significant proportion of their loans from sources other than banks. The
maturities of the loans are only roughly available and only for the part that is
financed by banks (monetary financial institutions). In order to arrive at an
order of magnitude of how much the interest burden will increase next year,
we must therefore make some assumptions. The first assumption is that loans
from non-banks have the same maturity structure as those from banks.
Another assumption is that the outstanding volumes will not change next year
and finally we also assume that interest rates will remain stable.

To calculate the interest burden in the coming year, we first want to find out
the extent to which interest rates have already been adjusted. To do this, we
add up the outstanding volumes of loans with a term of less than one year and
with variable interest rates (original term of more than one year and an
interest rate adjustment within the next 12 months). For the remainder, an
interest rate adjustment should still be outstanding.
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Distribution of financing sources for long-term loans to Estimated share of corporate loans for which interest
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Italy: Interest on corporate loans
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In order to get a second order of magnitude of the loan volumes whose
interest rates have not yet been adjusted, we compare the interest rates of
new loans with the average interest rates for the total outstanding loans. The
latter are lower than the current interest rate due to the long phase of low
interest rates and the loans taken out at that time. However, the more loans
expire and are replaced by new ones, the more this interest rate will approach
that of new business. The difference is therefore a measure of how many
loans have had their interest rates adjusted.

Germany: Interest on corporate loans
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The greater the gap, the greater the need for adjustment should be. The
values for the individual countries here are consistent with the previously
determined share of loans whose interest rates have not yet been adjusted.
Italy, for example, which has the highest proportion of variable or short-term
loans, also has the smallest gap between the interest rate of existing loans
and new loans. The interest rate adjustment should therefore already be well
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advanced, while German companies, for example, are likely to be facing major
interest rate adjustments.

For the eurozone as a whole, corporate bonds account for just 12% of
companies' external financing. Investment grade bonds, i.e. the higher credit
ratings, are by far the largest segment. Of these, EUR 235 billion will mature in
2024 and will probably need to be refinanced. The largest share of this will fall
to Germany. Overall, however, the additional burdens will be low. Based on
the bonds issued, the average coupon and the spread to current yields, which
we estimate at 2.2%, we arrive at an additional burden of just under EUR 5.2
bn for the eurozone, which corresponds to 0.03% of GDP. However, we would
like to emphasize that this is a macroeconomic view. Problems for individual
companies or sectors due to the higher interest rate environment are likely or
have already occurred.

In order to determine the level of the additional interest burden, the different
levels of debt in the countries must also be taken into account. The French
corporate sector stands out with a very high level of debt of more than 160%
of GDP, which is significantly more than twice as high as that of German or
Italian companies.

Total corporate debt
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Finally - after the state and companies - the third group of debtors is private
households. Their debt is significantly lower than that of companies. However,
the proportion of variable interest rates and loans with short maturities shows
a similar picture to that of corporate loans. Spain, Italy and Austria have the
largest shares. Accordingly, interest rate adjustments are most advanced in
these countries.
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Household debt Estimated proportion of loans to households whose
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We again take the current interest rates at which new loans are concluded and
compare them with the average interest rates for outstanding loans.
Unsurprisingly, the countries with the highest proportion of variable-rate loans
again show the smallest gaps and therefore the lowest need for further
adjustment. In France and Germany, on the other hand, the rise in interest
rates is unlikely to have reached households to a significant degree yet.
Accordingly, these two countries will face a greater additional burden this

year.
France: Interest on household loans Austria: Interest on household loans
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Conclusion

Our calculations give the following picture for all sectors together. For France,
a number of factors come together that should lead to the strongest increase
in the debt servicing costs this year. Corporate and household debt is the
highest and the interest rate adjustment to date is low. In Italy, the high level
of public debt is having an impact, while the interest rate adjustment for
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private debtors is already well advanced and the level of debt here is relatively
low. Spain and Austria are at the other end of the scale, mainly due to the
relatively high proportion of variable-rate loans that have already been
adjusted to the new interest rate level.

Additional interest expense by sector for 2024
in % of GDP
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What our calculations show is the amount and distribution of the additional
interest expense. This enables a better assessment of the existing risks for
both the sectors and the economy in the countries under review. The rise in
interest rates will continue to place an additional burden on debtors next year,
but the extent will vary greatly. It is important to consider not only the rise in
interest rates, but also the increase in debtors' incomes, not least due to high
inflation, which will mitigate the impact. It should be possible for governments
to finance the higher burdens and for households it is primarily a question of
new loans, as there is hardly any refinancing here. In the corporate sector, on
the other hand, debt financing is a constant and must therefore be renewed
time and again. This is probably where it will be most difficult to cope with the
higher interest rates.
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Forecasts?

GDP 2022 2023 2024 2025

Eurozone 35 0.5 0.7 11

us 2.1 2.5 1.6 1.8

Inflation 2022 2023 2024 2025

Eurozone 8.4 55 2.7 21

us 8.0 4.1 2.3 2.0

Interest rates current Mar.24 Jun.24 Sep.24 Dec.24
ECB MRR 4.50 4.50 4.25 4.00 3.50
ECB Deposit Rate 4.00 4.00 3.75 3.50 3.00
3M Euribor 3.93 4.02 3.79 3.40 2.92
Germany Govt. 2Y 2.55 2.40 2.40 2.30 2.30
Germany Govt. 5Y 2.12 1.90 2.20 2.30 2.20
Germany Govt. 10Y 2.22 2.20 2.30 2.30 2.30
Swap 10Y 2.62 2.70 2.80 2.80 2.80
Interest rates current Mar.24 Jun.24 Sep.24 Dec.24
Fed Funds Target Rate* 5.33 5.38 5.38 4.88 4.38
3M Libor 5.58 5.63 5.46 4.96 4.46
US Govt. 2Y 4.14 4.25 4.17 3.92 3.69
US Govt. 5Y 3.83 3.80 4.00 3.80 3.70
US Govt. 10Y 3.94 4.00 3.80 3.80 3.80
EURUSD 1.10 1.12 1.14 1.14 1.12

*Mid of target range

Prices as of Jan. 15, 2024
Source: Market data provider, 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 pursuant. 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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