Swedbank @

ECB preview

Clear divisions within Governing Council

® Economic weakness is broadening, lower inflation going forward

® Avery close call, but hawks are likely to get another and final 25bps hike

More evidence of economic weakness emerged during recent months — in August euro area services
PMI fell to 47.9, while manufacturing PMI increased slightly to 43.5 but remained in a clearly
contractionary territory. Both headline and core inflation eased to 5.3% in August and albeit it remains
well above the ECB's target, most forward-looking indicators point to a continued if not sharp decline
during the coming months. We forecast headline inflation to fall to 2% by spring next year and core
inflation to follow during the next summer. Thus, it is very likely that the ECB staff macroeconomic
projections will be revised downwards for 2024 — current expectation of 1.5% GDP growth is too
optimistic, while forecast of an average annual inflation (both headline and core) to stay at 3% is on a
cautious side.

The Governing Council seems to be increasingly more divided whether interest rates have become
sufficiently restrictive to bring down euro area inflation down to 2 percent. During the recent weeks
some governing council members have expressed the opinion that markets are under-pricing the
probability of another hike, while others seemed to be more concerned with the weakness of growth.
This bifurcation is reflected in the market expectations, where the probability of a hike in September is
currently close to 35%, while the probability of a hike in October is at 25%. We think that dovish hike is
more likely than the hawkish pause — if the ECB stops now, it will be done. Further easing in inflation and
even more evidence of economic weakness would make it more difficult (and less sensible) to resume
interest rate hikes in October. Thus, we maintain our forecast that the ECB will hike all rates by 25 basis
points this Thursday and will start cutting rates in April of 2024.
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("Swedbank Macro Research”). Swedbank Macro Research
is responsible for preparing reports on economic
developments in the global and domestic markets.
Swedbank Macro Research consists of research
departments in Sweden, Norway, Estonia, Latvia, and
Lithuania.

What our research is based on

Swedbank Macro Research bases its research on a variety
of aspects and analysis, for example, a fundamental
assessment of the cyclical and structural economic,
current or expected market sentiment.
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should act or rely on this Report and persons distributing
this Report must satisfy themselves that it is lawful.
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All information, including statements of fact, contained in
this Report has been obtained and compiled in good faith
from sources believed to be reliable. However, no
representation or warranty, express or implied, is made by
Swedbank with respect to the completeness or accuracy
of its content, and this Report is not to be relied upon as
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comprise an element of uncertainty. You are responsible
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