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First ECB rate cut is likely in June

On Thursday, the ECB once again left interest rates unchanged. AS expected .

The rate at which interest is paid on deposits at the central bank . .
therefore remains at 4%. In itself, this is only worth a yawn. Al- ECB IS adoptlng
most all economists had expected this. Including LBBW Re- a wait-and-see
search, of course, which has correctly predicted all interest rate

decisions since the first hike in 2022! @ approaCh

Central bankers versus investors

But this time the prediction was really easy. Lagarde and Co.
used the interview-hungry media at the World Economic Forum
in Davos last week to remind us of their rather hawkish positions.
The governor of the Austrian central bank even said that he did
not yet consider any interest rate cut to be a foregone conclusion
this year. This stark statement seems to have overshot the mark
and does not appear to be shared by any of his colleagues. But

the ECB representatives were consistent in their attempts to curb C|ear WOFd S

rate cut fantasies among investors. ECB chief Christine Lagarde

even mentioned a possible date: she believes a first rate cut is were already

likely in June. This has also been our view for months. Spoken in Davos

Fear of second-round effects

Inflation rates in the eurozone fell significantly last year — to be-
low 3% in the last quarter. However, this is not enough for the
ECB to go soft. Firstly, the monetary authorities point to the fact
that it was primarily the so-called base effects in energy that
caused inflation to fall. In other words, the high energy prices of
the previous year have normalized and dampened inflation. This
has little to do with the effect of monetary policy and was a one-
off effect. Rather, concerns have grown that logistics chains
could come under pressure again in the long term. For example,



due to the terrorism of the Yemeni Houthis, which leads to mari-
time traffic being diverted from the Suez Canal, putting renewed
stresses on supply chains. The price for a 40-foot container from
Asia to Europe has already quadrupled.

Secondly, the ECB fears so-called second-round effects. This is
based on the expectation that employees will fight for wage hikes
to compensate for the loss of real income caused by the inflation
episode. This is not only understandable, but also likely to suc-
ceed given the tight labor market in much of the euro area. The
ECB first wants to see whether such an inflation-perpetuating
price-wage spiral is set in motion. In June, the central bankers
believe they will know enough to act.

Is ECB too hesitant to cut interest rates?

Portuguese Governor Mario Centeno was the lone ECB voice in
Davos for a swifter cut. And there are arguments for this. We
measure inflation over the course of a full year. However, if infla-
tion falls continuously throughout the year (as in 2023), the "ex-
pensive" months that occurred a long time ago dilute the current
"cheaper" months. This may exaggerate current inflation. If we
only consider the price increases of the last six months and ex-
trapolate to a full year, then inflation in December was almost
exactly at the of 2% target. If we look no further back than three
months, the annualized rate shows deflation (see chart).
Shouldn’t the ECB therefore cut interest rates now? If only it
were that simple. Such short-term behavior would make mone-
tary policy much more volatile. And an erratic interest rate policy
in times of heightened uncertainty would entail considerable
risks, including to the stability of inflation expectations. Confus-
ing? Yes, of course. Monetary policy is complicated and multi-
dimensional. Even if yesterday seemed boring: it remains excit-

ing.

Growing fear
of a price-wage
spiral
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Annualized inflation* rate
over the last 12, 6 and 3
months
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Source: ECB, LBBW Research.
*HCPI euro area, seasonally adjusted.
The black line is the standard inflation
definition.
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