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ECB delivered a big package

Market movers today

o Markets will continue to digest the repercussion of yesterday’s eventful ECB meeting.
Also focus remains on any headlines about a possible interim trade deal between the
US and China.

o EU Finance ministers will meet in Helsinki today. Discussions on the “euro area
budgetary instrument for convergence and competitiveness” as well as policy priorities
from the new Italian finance minister will both be on the agenda.

o Inthe US retail sales figures for August are due out. Last month, the retail sales control
group came out much stronger than we expected, indicating strong consumption
growth. In light of the recession in the manufacturing sector, we intend to keep an eye
on whether private consumption growth can keep up the pace. While a negative surprise
is long overdue given the volatility of the time series, fundamentals still look strong and
we expect an increase of 0.4% m/m.

e In Sweden we get revisions of second quarter GDP today.

Selected market news

The ECB cut the deposit rate by 10bp to -50bp, leaving the MRO and MLF unchanged,
while also linking it to the inflation outlook. In addition, the ECB restarted QE by
EUR20bn/month with an open end, which was a strong commitment, but a very vocal call
from Draghi indicated a need for fiscal policies to take the stage now. Given the much
clouded environment and need to gauge the market impact of the tiered deposit system on
money market rates, we do not expect the ECB to change policy rates in our horizon at the
current juncture. However, if further monetary easing is needed, it would come via a rate
cut and not further QE.

The short-end of the EUR money market curve suffered markedly on the publication of the
details of the tiered deposit system, which potentially could mitigate part of the effect of
the rate cut, while the longer end of the yield curve is broadly unchanged on the day.
EUR/USD initially sold off on the open-ended QE announcement, but bounced back after
details of the tiered deposit system was announced.

Following the rate cut from ECB, Danmarks Nationalbank announced a 10bp cut in its key
policy rate, the rate of interest on certificates of deposit, to minus 0.75%. It left the current
account rate and the lending rate unchanged at 0.00% and 0.05%, respectively. Danmarks
Nationalbank also kept banks’ current account limit unchanged.

In the midst of the ECB meeting, rumours surfaced that US had discussed offering China
an interim trade deal that would delay and roll back some tariffs in return for concessions
on the issue of intellectual property rights and purchases of agricultural goods. The White
House later denied. OPEC+ announced that it will put more pressure on members not
complying with output cuts in response to concerns of a growing supply surplus in the oil
market. Finally, US Treasury Secretary Mnuchin dismissed the rumour from earlier in the
week that US mulls an easing of sanctions on Iran.
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Fixed income markets

A very dramatic day in the European fixed income markets on the back of the ECB meeting.
Looking beyond the near future, ECB and Draghi are sending strong message that rates are
“low for a very long” time as well as an open-ended QE, such that the ECB could be stuck
with a QE programme “for infinity” as market participants describe it. This is very dovish.
However, the market reaction to the tiering was very hawkish with plenty of speculation of
banks expected to close “the carry trade”, where they had borrowed money from ECB and
bought short-dated bonds.

Furthermore, the discussion on whether it would be the “average rate of the deposits”,
which is some -26bp or the marginal rate of the deposit, which is -50bp, that would
determine the front end, it was clearly the “average rate”. Hence, yesterday’s move from
ECB is actually working more like a rate hike. Hence, the combination of an expected
closing of the “carry trade” and the “average rate” turned the bullish flattener into a bearish
flattener in core- and semi-core EU government bonds.

What do we believe in? We think that the ECB was very dovish, and we stick with our long
positions in the periphery versus core and semi-core (long Italy versus Germany/France,
long Spain vs. France). We still like being long Buxl spreads even though the size of the
QE is not as big as expected.

If inflation expectations do not continue to rise there is risk of more flattening from the
long end. However, we do not really believe that “the carry trade” argument for the rise in
the front end vyields as Italian and Spanish banks holdings of Italian and Spanish
government bonds has not increased, and in Spain has actually decreased. Furthermore,
looking at the “free flow” in German government bonds based on ECB data it does not
seem that German bank treasuries have stocked up on German government bonds either.

In Denmark the rise in yields/rates takes some of the prepayment risk in 2% bonds, as the
price of 0.5% 30Y callables declined yesterday. However, the decline was modest relative
to e.g. the decline in the Bund future. If we enter into a period where 0.5% 30Y callables
are NOT the preferred alternative for the borrowers, then the prepayment risk is declining,
and solid carry will be supportive for the callable mortgages.

FX markets

The ECB meeting proved a roller coaster ride for EUR/USD — as it usually is when the
ECB changes interest rates. The pair initially jumped as the ECB cut only 10bp, but sold
off immediately afterwards on the open-ended QE programme and strong forward
guidance. During the press conference, the market got cold feet as ECB President Draghi
sidestepped questions about QE details and addressed negative side effects. Finally, when
tiering details were published EUR/USD rallied back above the levels from before the
meeting. In the short term, the combination of the rate cut and tiering could cause volatility
in the short-term EUR money market, which could spill over to EUR/USD. Over the
medium-term, we think that the ECB regained some credibility today with its strong
forward guidance, which makes EUR a more two-sided bet. We keep our forecast on 1-3M
of 1.10. The Fed meets next week, where we look for a 25bp cut in line with market
expectations, but likely no strong pre-commitment to further easing, which will could
weigh on EUR/USD.

The decision by Danmarks Nationalbank (DN) to cut its key policy rate 10bp (see front
page) could start to put renewed upward pressure on EUR/DKK. When the dust settles,
there is a good chance that the rate cut by DN will have bigger impact on DKK rates than
the rate cut by ECB will have on EUR rates, due to the introduction of a tiered deposit
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system in the euro area. That in turn would lead to a wider discount on EUR/DKK in FX
forwards, which could push EUR/DKK higher. There could be scope for a return to the
levels seen in Q2 where a 3M EUR/DKK FX forward traded close to minus 0.25% and
EUR/DKK spot close to 7.4700.

In Scandies, despite no releases in Norway, yesterday marked a very eventful day for NOK
with the ECB announcement, tiering details revelation, rumours of a trade deal and
subsequent denial and an oil price mirroring USD. Overall, the day weakened our call for
a tactically lower EUR/NOK over the coming week as higher EUR-rates lifted the broad
EUR. We do, however, still pencil in a Norges Bank rate hike next Thursday to add support
to the heavily tested NOK. There was relatively small gyrations in EUR/SEK on the ECB
meeting. Pressure on the Riksbank to respond to global central banks and in particular the
ECB is one of the headwinds for the SEK going forward. Today’s second Q2 GDP release
is a potential market mover if we see significant revisions. In our quarterly FX survey,
Danske’s FX Thermometer, it is notable that the Nordic client base, for the first time, has
turned bearish on the SEK. A majority expect Norges Bank will raise rates this year while
the average forecaster stays bullish on the NOK.

The sell-off in US Treasuries yesterday along with positive news on the trade war front (see
front page) weighed on JPY. In turn, we were stopped out of our short SEK/JPY trade
recommendation (stop of 11.20).

Key figures and events

Danske Bank Consensus Previous

Friday, September 13, 2019 Period
EUR S&P may publish Portugal's debt rating
EUR S&P may publish Finland's debt rating
EUR  Moody's may publish Austria's debt rating
CNY  Mid-autumn Day

6:30 JPY  Industrial production, final m/mly/y Jul 1.3%|0.7%
9:00 ESP  HICP,final m/mly/y Aug -0.1%10.4% -0.1%|0.4%
9:30 SEK  GDP, final a/qly/y 2nd quarter  -0.1%]|1.4% -0.1%|1.4%
11:00 EUR Trade balance EURDbn Jul 179
11:00 EUR Labour costs v/y 2nd quarter 2.4%
12:00 EUR Ireland, GDP a/qly/y 2nd quarter 2.4%|6.3%
14:30 USD Retail sales control group m/m Aug 0.4% 0.3% 1.0%
14:30 USD Import prices m/mly/y Aug -0.5%|... 0.2%]|-1.8%
16:00 USD  University of Michigan Confidence, preliminary Index Sep 90.2 89.8

Source: Bloomberg, Danske Bank
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Disclosure

This research report has been prepared by Danske Bank A/S (‘Danske Bank’). The author of the research report is
detailed on the front page.

Analyst certification

Each research analyst responsible for the content of this research report certifies that the views expressed in the
research report accurately reflect the research analyst’s personal view about the financial instruments and issuers
covered by the research report. Each responsible research analyst further certifies that no part of the compensation
of the research analyst was, is or will be, directly or indirectly, related to the specific recommendations expressed
in the research report.

Regulation

Danske Bank is authorised and subject to regulation by the Danish Financial Supervisory Authority and is subject
to the rules and regulation of the relevant regulators in all other jurisdictions where it conducts business. Danske
Bank is subject to limited regulation by the Financial Conduct Authority and the Prudential Regulation Authority
(UK). Details on the extent of the regulation by the Financial Conduct Authority and the Prudential Regulation
Authority are available from Danske Bank on request.

Danske Bank’s research reports are prepared in accordance with the recommendations of the Danish Securities
Dealers Association.

Conflicts of interest

Danske Bank has established procedures to prevent conflicts of interest and to ensure the provision of high-quality
research based on research objectivity and independence. These procedures are documented in Danske Bank’s
research policies. Employees within Danske Bank’s Research Departments have been instructed that any request
that might impair the objectivity and independence of research shall be referred to Research Management and the
Compliance Department. Danske Bank’s Research Departments are organised independently from and do not report
to other business areas within Danske Bank.

Research analysts are remunerated in part based on the overall profitability of Danske Bank, which includes
investment banking revenues, but do not receive bonuses or other remuneration linked to specific corporate finance
or debt capital transactions.

Financial models and/or methodology used in this research report

Calculations and presentations in this research report are based on standard econometric tools and methodology as
well as publicly available statistics for each individual security, issuer and/or country. Documentation can be
obtained from the authors on request.

Risk warning

Major risks connected with recommendations or opinions in this research report, including as sensitivity analysis
of relevant assumptions, are stated throughout the text.

Expected updates
Each working day.

Date of first publication
See the front page of this research report for the date of first publication.

General disclaimer

This research report has been prepared by Danske Bank (a division of Danske Bank A/S). It is provided for
informational purposes only. It does not constitute or form part of, and shall under no circumstances be considered
as, an offer to sell or a solicitation of an offer to purchase or sell any relevant financial instruments (i.e. financial
instruments mentioned herein or other financial instruments of any issuer mentioned herein and/or options,
warrants, rights or other interests with respect to any such financial instruments) (‘Relevant Financial Instruments”).

The research report has been prepared independently and solely on the basis of publicly available information that
Danske Bank considers to be reliable. While reasonable care has been taken to ensure that its contents are not untrue
or misleading, no representation is made as to its accuracy or completeness and Danske Bank, its affiliates and
subsidiaries accept no liability whatsoever for any direct or consequential loss, including without limitation any
loss of profits, arising from reliance on this research report.

The opinions expressed herein are the opinions of the research analysts responsible for the research report and
reflect their judgement as of the date hereof. These opinions are subject to change and Danske Bank does not
undertake to notify any recipient of this research report of any such change nor of any other changes related to the
information provided herein.

This research report is not intended for, and may not be redistributed to, retail customers in the United Kingdom or
the United States.

This research report is protected by copyright and is intended solely for the designated addressee. It may not be
reproduced or distributed, in whole or in part, by any recipient for any purpose without Danske Bank’s prior written
consent.
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Disclaimer related to distribution in the United States

This research report was created by Danske Bank A/S and is distributed in the United States by Danske Markets
Inc., a U.S. registered broker-dealer and subsidiary of Danske Bank A/A, pursuant to SEC Rule 15a-6 and related
interpretations issued by the U.S. Securities and Exchange Commission. The research report is intended for
distribution in the United States solely to ‘U.S. institutional investors’ as defined in SEC Rule 15a-6. Danske
Markets Inc. accepts responsibility for this research report in connection with distribution in the United States solely
to ‘U.S. institutional investors’.

Danske Bank is not subject to U.S. rules with regard to the preparation of research reports and the independence of
research analysts. In addition, the research analysts of Danske Bank who have prepared this research report are not
registered or qualified as research analysts with the NYSE or FINRA but satisfy the applicable requirements of a
non-U.S. jurisdiction.

Any U.S. investor recipient of this research report who wishes to purchase or sell any Relevant Financial Instrument
may do so only by contacting Danske Markets Inc. directly and should be aware that investing in non-U.S. financial
instruments may entail certain risks. Financial instruments of non-U.S. issuers may not be registered with the U.S.
Securities and Exchange Commission and may not be subject to the reporting and auditing standards of the U.S.
Securities and Exchange Commission.
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