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Well calibrated but slightly underwhelming ECB package

Contacts

Parents know that the best way to ensure a positive surprise and a happy face on their
kids’ birthdays is to pretend to having forgotten it in the days prior, or at least having lost
their whish list. Central banking is not that different. If they talk too often about the great
things they are about to do, central bankers raise the expectations of what will come. In
the case of monetary policy this serves a purpose. Market prices move in the direction
that central banks like to direct them to, even before the actual policy decision is taken
and before their full commitment to them. But as on your kid’s birthday, you can only eat
a cake once. ECB-President Lagarde might have realized this yesterday when financial
markets did not really cheer at the broad package of policy measures that the ECB
announced, which, in all fairness, is well calibrated and the appropriate response to the
meagre outlook for growth and inflation she presented at the same time. Market
speculation about the duration of the ECB’s expansive policies has already had a positive
impact over recent weeks. Euro area yields increased less than US yields since the
beginning of November, in response to the news of an effective COVID vaccine. This may
also have limited the upward pressure on the euro. It just made it more difficult to produce
another positive surprise yesterday.
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Still, the message of the ECB is clear: Monetary policy intends to keep yields low, liquidity
ample and credit to the corporate sector flowing. This will benefit bonds of the euro area
whose spreads to bunds might tighten further. It will also ensure flat yield curves and low
real yields – at least for the foreseeable future - and has implications for equities. In our
view, the recent rebound in European banks has run its course. The gap to the 10 -year
Bund yield, a key driver of the sector’s relative performance, has closed. Further upside
would require yields to rise and yield curves to steepen. The ECB’s policy stance aims to
achieve exactly the opposite. Sure, inflation expectations may pick up somewhat as oil
prices rise, but this will likely be more than offset by slowing macro data when further
COVID-related restrictions bite in the coming weeks. We believe that this picture is unlikely
to change as long as the second COVID wave shows no signs of abating. If it did, it would
be a positive surprise.
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Fixed Income Europe
ECB – a recalibration of existing measures
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Despite a slightly less ambitious package of easing measures from the ECB than we
expected, substantial monetary accommodation will again be provided in 2021. Consequently, core euro area government yields will likely stay at depressed levels with
only a moderate rise to be expected in 2021. Peripheral euro area bond markets should
be the main beneficiaries from continued ECB buying, with spreads likely to tighten
further in 2021.

Lots of measures, but PEPP volume of an additional EUR 500bn lower than we expected

The ECB has announced further easing measures at its December meeting. The envelope
of the Pandemic Emergency Purchase Program (PEPP) will be increased by EUR 500bn to
EUR 1.85trn and will be extended until at least March 2022, while the regular APP will
continue at EUR 20bn a month. The terms for its third Targeted Long Term Refinancing
Operations series (TLTRO III) were adjusted, but not materially eased. The ECB also announced that it will add an extra three TLTRO III operations between June and December
2021, four additional Pandemic Long Term Refinancing Operations (PLTROs) and maintain easier collateral rules until June 2022. It amounts to a recalibration of existing
measures rather than an increase in stimulus, in particular TLTRO III financing rates were
not lowered and the ‘tiering multiplier’ was not touched.

Asset purchases and TLTROs remain the
ECB’s primary policy tools in 2021

With the extensions of the PEPP by nine months and of the TLTRO III window (for the most
favourable applicable rate) by 12 months, the ECB has made it clear that the Net Asset
Purchase Program (NAPP) and TLTROs continue to be the main policy tools for 2021 and
probably beyond Exhibits (1, 2).

Exhibit 1: TLTROs, NAPP main drivers of ECB balance sheet expansion

Exhibit 2: NAPP has so far been geared towards the EA periphery
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TLTROs are an elegant way to ease policy
without cutting the deposit rate

TLTROs are a cheap long-term financing source for euro area financial institutions at below market rates in order to incentivise bank lending to non-financial corporations and
households. The interest rate paid for TLTRO III financing is tied to net lending performance, i.e. the new net lending created within a specified time period. The floor currently
stands at 50bp below the current ECB deposit rate, which equates to a favourable -1% for
institutions that fulfil the (modest) criteria. For the ECB, TLTROs are an elegant and flexible
way to ease financing conditions without having to resort to a cut in the deposit rate.

Current ECB policy is all about maintaining favourable financing conditions in the euro area

In a recent speech, the ECB’s chief economist Philip Lane stressed the need for loose
financing conditions, also during the post-pandemic recovery, to ensure that monetary
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policy is transmitted as effectively as possible to all sectors and jurisdictions within the
euro area. He also warned of the dangers of a premature yield curve steepening. Consequently, current ECB measures are calibrated to maintain low long-term euro area government bond yields. While yield curve control is not an ECB policy measure, the extended
forward guidance on short-term rates as well as the substantial asset purchases are having a comparable effect of maintaining low long-term core euro area yields and flat yield
curves. In fact, unlike their counterparts in the US, Canada or Australia, the euro area yield
curves have not steepened over the past few months despite the prospect for an improving economic outlook over the medium term (Exhibits 3, 4).
Exhibit 3: Forward guidance has lowered long term real yields

Exhibit 4: Euro area yield curves have flattened in 2020
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The ECB will again remove net EGB supply
from the market in 2021
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The ECB asset purchase programs have effectively removed net Euro Area Government
Bond (EGB) supply in 2020, despite substantially higher issuance volumes. It is reasonable to assume that the rate of asset purchases in 2021 will be similar to this year’s rate.
The PEPP also gives enough flexibility to deviate from the capital keys if necessary. Consequently, the ECB is set to purchase all of net EGB issuance in 2021 once again (Exhibit
5). This will keep core euro area yields low and support peripheral markets. In fact, Portugal is the first peripheral market where 10Y yields have dropped below 0% (Exhibit 6).

Exhibit 5: Net negative EGB supply after ECB purchases

Exhibit 6: Portuguese 10-year bond yields have dropped below 0%
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Core euro area bond yields to remain depressed, peripheral spreads to tighten further
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The continued monetary accommodation should ensure that core euro area real yields
stay at depressed levels. Yields will likely rise only moderately as yield curves will struggle
to steepen meaningfully. The euro area periphery will be the main beneficiary. With strong
ECB support investors will be more inclined to chase the last bit of carry available in the
government bonds markets such that peripheral spreads will likely tighten further in 2021.
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European equities
Upside for banks limited from here
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In our view, the recent rebound in European banks has run its course. The gap to the
10-year Bund yield, a key driver of the sector’s relative performance, has closed. Further upside would require yields to rise and yield curves to steepen. As mentioned in
the fixed income section above, the ECB’s policy stance aims to achieve the exact opposite - flat yield curves and persistently low real yields. Inflation expectations may pick
up somewhat as oil prices rise, but this will likely be more than offset by slowing macro
data. This picture is unlikely to change as long as the second COVID wave shows no
signs of abating.

European banks have rebounded strongly on
solid Q3 earnings and vaccine news

European banks’ relative performance troughed at the end of September, before rebounding by almost 30%. The move was driven by a combination of solid Q3 earnings and the
hope for an improving macro backdrop in 2021, as news about an effective COVID vaccine
broke. This allowed the sector to rebound from the depressed levels it had reached after
underperforming by almost 40% since the beginning of the year.

Although European banks continue to look attractive on some metrics, the ECB’s policy
stance makes it difficult to see further upside

At current levels, banks may still look attractive as (a) they continue to trade significantly
below book value, at 0.6x 12-month forward book (Exhibit 1) and (b) prices remain around
20% below the levels at the beginning of the year (relative and absolute). However, in our
view, the short-term upside is limited from here and the catch-up potential is exhausted
after the recent move higher. Valuations are only looking cheap compared to historical
levels, but not relative to profitability (Exhibit 1). The return on equity remains low an d is
unlikely to pick up as long as yield curves stay as flat as they are right now. As mentioned
in this week’s fixed income section (see chapter above), the ECB’s current policy aims to
keep the long end of the yield curve at low levels, which limits the potential for the euro
area yield curve to steepen meaningfully. As a result, the potential for banks’ earnings to
rise is limited as well, keeping their profitability in check (Exhibit 2).

Exhibit 1: Price-book ratio has moved in line with profitability

Exhibit 2: Bank earnings are suffering from a flattening yield curve
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Another implication of the ECB’s policy stance are persistently low real yields in the euro
area. It is unlikely to move far above current levels until the second COVID wave has
passed. As a result, banks would require inflation expectations to move substantially
higher in order to gain from rising 10-year nominal yields. While a higher oil price, which
is being supported by a weaker USD and the expectation for a vaccine -driven demand
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recovery, may provide limited tailwinds to inflation expectations, this will likely be more
than offset by headwinds from the emerging weakness in the economic data.
Exhibit 3: Higher oil price may lift inflation expectations somewhat…
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Exhibit 4:…but will likely be more than offset by weakening macro data
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Lastly, European regulators remain adamant that banks need to protect their capital via
the suspension of dividends into 2021 (Exhibit 5). While some institutions may be allowed
to distribute earnings again soon, the sector as whole will likely not see a full resumption
of dividend payments until (a) the second wave has passed and (b) its impact on default
rates and loan provisioning can be assessed fully.
Bottom-line, we believe the rebound potential for European banks is exhausted, as they
have fully closed the gap to 10-year yields (Exhibit 6). Further upside would require yields
to move higher and curves to steepen, which is unlikely until the ECB steps back from its
current easing bias. A policy change seems unlikely to happen before the end of the second COVID wave is in sight.
Exhibit 5: European banks’ pay-out ratio has suffered

Exhibit 6: Banks’ outperformance requires higher yields
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Economic Calendar
Week of 14/12 – 18/12/2020
Country Time

Item

Consensus
Forecast Prev.

Date

Unit

Monday, 14.12.2020
JN
00:50 Tankan Large Non-Mfg Index
EU
11:00 EU Industrial Production SA MoM

4Q
Oct

Index
mom

Tuesday, 15.12.2020
FR
08:45 CPI EU Harmonized MoM
08:45 CPI EU Harmonized YoY
IT
10:00 CPI EU Harmonized YoY
US
15:15 Capacity Utilisation

Nov
Nov
Nov
Nov

mom
yoy
yoy
%

Wednesday, 16.12.2020
JN
01:30 Jibun Bank Japan PMI Mfg
01:30 Jibun Bank Japan PMI Services
FR
09:15 Markit France Manuf. PMI
09:15 Markit France Services PMI
GE
09:30 Markit Germany Manuf. PMI
09:30 Markit Germany Services PMI
UK
10:30 Markit/CIPS PMI Manuf. PMI
US
15:45 Markit US Manufacturing PMI
15:45 Markit US Services PMI

Dec
Dec
Dec
Dec
Dec
Dec
Dec
Dec P
Dec P

Index
Index
Index
Index
Index
Index
Index
Index
Index

----56.00
44.00
55.50
56.00
56.50

49.00
47.80
49.60
38.80
57.80
46.00
55.60
56.70
58.40

Thursday, 17.12.2020
FR
08:45 Business Confidence
08:45 Manufacturing Confidence
EU
11:00 CPI Core YoY
UK
13:00 Bank of England Bank Rate
US
14:30 Philadelphia Fed Bus. Outlook
14:30 Initial Jobless Claims

Dec
Dec
Nov F
Dec17
Dec
Dec12

Index
Index
yoy
%
Index
1'000

--0.20%
0.10%
20.00
--

79.00
92.00
0.20%
0.10%
26.30
853k

Friday, 18.12.2020
JN
08:00 BOJ Policy Balance Rate
08:00 BOJ 10-Yr Yield Target
UK
08:00 Retail Sales ex Auto Fuel MoM
08:00 Retail Sales ex Auto Fuel YoY
GE
10:00 IFO Business Climate
10:00 IFO Business Expectations
US
16:00 Leading Index

Dec18
Dec18
Nov
Nov
Dec
Dec
Nov

%
%
mom
yoy
Index
Index
mom

----89.00
93.00
0.40%

-0.10%
0.00%
1.30%
7.80%
90.70
91.50
0.70%

-7.00
1.80%

-12.00
-0.40%

-- 0.20%
-- 0.20%
-- -0.30%
73.00% 72.80%

Source: Bloomberg, J. Safra Sarasin as of 11.12.2020
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Market Performance
Global Markets in Local Currencies
Government Bonds
Swiss Eidgenossen 10 year
(%)
German Bund 10 year (%)
UK Gilt 10 year (%)
US Treasury 10 year (%)
French OAT - Bund, spread
(bp)
Italian BTP - Bund, spread
(bp)
Stock Markets

Current value

Δ 1W

Δ YTD

TR YTD in %

-0.58
-0.62
0.17
0.89
25

-6
-7
-18
-7
1

-11
-44
-69
-98
-6

0.7
3.0
5.2
9.9

116

-2

-44

Level

P/E ratio

1W TR in %

TR YTD in %

10’382
13’239
706
8’091
3’506
1’856
3’668
12’402
1’255

19.9
19.4
23.3
34.9
22.7
21.6
26.0
32.1
19.5

0.5
0.3
0.6
-0.2
0.2
1.8
0.1
-0.5
1.3

1.3
0.4
-9.3
-12.0
-3.4
-11.1
15.5
43.2
15.1

Forex - Crossrates

Level

3M implied volatility

1W in %

YTD in %

USD-CHF
EUR-CHF
GBP-CHF
EUR-USD
GBP-USD
USD-JPY
EUR-GBP
EUR-SEK
EUR-NOK

0.89
1.08
1.17
1.21
1.32
104.1
0.92
10.26
10.67

6.7
4.5
9.9
6.8
10.9
6.4
9.7
6.3
8.9

-0.6
-0.5
-2.1
0.0
-1.6
-0.1
1.6
0.1
0.0

-8.5
-0.9
-7.7
8.3
0.9
-4.4
7.3
-2.0
8.1

Commodities

Level

3M realised
volatility

1W in %

YTD in %

Bloomberg Commodity Index
Brent crude oil - USD / barrel
Gold bullion - USD / Troy
ounce

75
50
1’833

9.1
34.1
21.4

0.2
3.5
-0.5

-8.3
-25.1
21.0

SMI - Switzerland
DAX - Germany
MSCI Italy
IBEX - Spain
DJ Euro Stoxx 50 - Eurozone
MSCI UK
S&P 500 - USA
Nasdaq 100 - USA
MSCI Emerging Markets

Source: J. Safra Sarasin, Bloomberg as of 11.12.2020
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Disclaimer/Important Information
This document has been prepared by Bank J. Safra Sarasin Ltd (“Bank”) for information purposes only. It is not the result of financial research
conducted. Therefore, the “Directives on the Independence of Financial Research” of the Swiss Bankers Association do not apply to this document.
This document is based on publicly available information and data (“the Information”) believed to be correct, accurate and complete. The Bank
has not verified and is unable to guarantee the accuracy and completeness of the Information contained herein. Possible errors or incompleteness of the Information do not constitute legal grounds (contractual or tacit) for liability, either with regard to direct, indirect or consequential
damages. In particular, neither the Bank nor its shareholders and employees shall be liable for the views contained in this document. Third
party data providers make no warranties or representations of any kind relating to the accuracy, completeness or timeliness of the data provided and shall have no liability for any damages of any kind relating to such data.
This document does not constitute a request or offer, solicitation or recommendation to buy or sell investment instruments or services. It should
not be considered as a substitute for individual advice and risk disclosure by a qualified financial, legal or tax advisor. You are reminded to read
all relevant documentation before making any investment, including risk warnings, and to seek any specialist financial or tax advice that you
need. You are not permitted to pass this document on to others, apart from your professional advisers. If you have received it in error please
return or destroy it.
Past performance is no indication of current or future performance. Investments in foreign currencies are subject to exchange rate fluctuations.
Exchange rate risk will apply if the investor’s reference currency is not the same as the investment currency. Information containing forecasts
are intended for information purpose only and are neither projections nor guarantees for future results and could differ significantly for various
reasons from actual performance. The views and opinions contained in this document, along with the quoted figures, data and forecasts, may
be subject to change without notice. There is no obligation on the part of Bank or any other person to update the content of this document. The
Bank does not accept any liability whatsoever for losses arising from the use of the Information (or parts thereof) contained in this document.
Neither this document nor any copy thereof may be sent to or taken into the United States or distributed in the United States or to a US person.
This information is not directed to any person in any jurisdiction where (by reason of that person’s nationality, residence or otherwise) such
distribution is prohibited and may only be distributed in countries where its distribution is legally permitted.
Source MSCI
The MSCI information may only be used for your internal use, may not be reproduced or redisseminated in any form and may not be used as a
basis for or a component of any financial instruments or products or indices. None of the MSCI information is intended to constitute investment
advice or a recommendation to make (or refrain from making) any kind of investment decision and may not be relied on as such. Historical data
and analysis should not be taken as an indication or guarantee of any future performance analysis, forecast or prediction. The MSCI information
is provided on an “as is” basis and the user of this information assumes the entire risk of any use made of this information. MSCI, each of its
affiliates and each other person involved in or related to compiling, computing or creating any MSCI information (collectively, the “MSCI Parties”)
expressly disclaims all warranties (including, without limitation, any warranties of originality, accuracy, completeness, timeliness, non-infringement, merchantability and fitness for a particular purpose) with respect to this information. Without limiting any of the foregoing, in no event
shall any MSCI Party have any liability for any direct, indirect, special, incidental, punitive, consequential (including, without limitation, lost
profits) or any other damages. (www.msci.com)
FTSE Russell: Fixed Income Indices
Source: London Stock Exchange Group plc and its group undertakings (collectively, the “LSE Group”). © LSE Group 2020. FTSE Russell is a
trading name of certain of the LSE Group companies. “FTSE Russell®”, is a trade mark of the relevant LSE Group companies and is used by
any other LSE Group company under license. All rights in the FTSE Russell indexes or data vest in the relevant LSE Group company which owns
the index or the data. Neither LSE Group nor its licensors accept any liability for any errors or omissions in the indexes or data and no party may
rely on any indexes or data contained in this communication. No further distribution of data from the LSE Group is permitted without the relevant
LSE Group company’s express written consent. The LSE Group does not promote, sponsor or endorse the content of this communication.”
FTSE Russell: FTSE UK/FTSE Italia
Source: London Stock Exchange Group plc and its group undertakings (collectively, the “LSE Group”). © LSE Group 2020. FTSE Russell is a
trading name of certain of the LSE Group companies. “FTSE®” is a trade mark(s) of the relevant LSE Group companies and is/are used by any
other LSE Group company under license. All rights in the FTSE Russell indexes or data vest in the relevant LSE Group company which owns the
index or the data. Neither LSE Group nor its licensors accept any liability for any errors or omissions in the indexes or data and no party may
rely on any indexes or data contained in this communication. No further distribution of data from the LSE Group is permitted without the relevant
LSE Group company’s express written consent. The LSE Group does not promote, sponsor or endorse the content of this communication.”
FTSE Russell: EPRA/NAREIT
Source: London Stock Exchange Group plc and its group undertakings, including FTSE International Limited (collectively, the “LSE Group”),
European Public Real Estate Association ("EPRA”), and the National Association of Real Estate Investments Trusts (“Nareit”) (and together the
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“Licensor Parties”). © LSE Group 2020. FTSE Russell is a trading name of certain LSE Group companies. “FTSE®” and “Russell®” are a trade
mark(s) of the relevant LSE Group companies and are used by any other LSE Group company under license. “Nareit®” is a trade mark of Nareit,
"EPRA®" is a trade mark of EPRA and all are used by the LSE Group under license. All rights in the [NAME OF INDEX OF PARENT INDEX, e.g.
FTSE EPRA/NAREIT Global] index(es) or data vest in the Licensor Parties. The Licensor Parties do not accept any liability for any errors or
omissions in the indexes or data and no party may rely on any indexes or data contained in this communication. No further distribution of data
from the LSE Group is permitted without the relevant LSE Group company’s express written consent. The Licensor Parties do not promote,
sponsor or endorse the content of this communication.
JPM Indices
Information has been obtained from sources believed to be reliable but J.P. Morgan does not warrant its completeness or accuracy. The Index
is used with permission. The Index may not be copied, used, or distributed without J.P. Morgan’s prior written approval. Copyright 2020, J.P.
Morgan Chase & Co. All rights reserved.
ICE Data Indices
Source ICE Data Indices, LLC (“ICE DATA”), is used with permission. ICE Data, its affiliates and their respective third party suppliers disclaim
any and all warranties and representations, express and/or implied, including any warranties of merchantability or fitness for a particular purpose or use, including the indices, index data and any data included in, related to, or derived therefrom. neither ICE Data, its affiliates or their
respective third party providers shall not be subject to any damages or liability with respect to the adequacy, accuracy, timeliness or completeness of the indices or the index data or any component thereof, and the indices and index data and all components thereof are provided on an
“as is” basis and your use is at your own risk. ICE Data, its affiliates and their respective third party suppliers do not sponsor, endorse, or
recommend Bank J. Safra Sarasin Ltd, or any of its products or services.
Bloomberg
Source: Bloomberg Index Services Limited. BLOOMBERG® is a trademark and service mark of Bloomberg Finance L.P. and its affiliates (collectively “Bloomberg”). BARCLAYS® is a trademark and service mark of Barclays Bank Plc (collectively with its affiliates, “Barclays”), used under
license. Bloomberg or Bloomberg’s licensors, including Barclays, own all proprietary rights in the Bloomberg Barclays Indices. Neither Bloomberg nor Barclays approves or endorses this material, or guarantees the accuracy or completeness of any information herein, or makes any
warranty, express or implied, as to the results to be obtained therefrom and, to the maximum extent allowed by law, neither shall have any
liability or responsibility for injury or damages arising in connection therewith.
SMI
SIX Swiss Exchange AG (“SIX Swiss Exchange”) is the source of SMI Indices® and the data comprised therein. SIX Swiss Exchange has not
been involved in any way in the creation of any reported information and does not give any warranty and excludes any liability whatsoever
(whether in negligence or otherwise) – including without limitation for the accuracy, adequateness, correctness, completeness, timeliness, and
fitness for any purpose – with respect to any reported information or in relation to any errors, omissions or interruptions in the SMI Indices® or
its data. Any dissemination or further distribution of any such information pertaining to SIX Swiss Exchange is prohibited.
Distribution Information
Unless stated otherwise this document is distributed by Bank J. Safra Sarasin Ltd (Switzerland).
The Bahamas: This publication is circulated to private clients of Bank J. Safra Sarasin (Bahamas) Ltd, and is not intended for circulation to
nationals or citizens of The Bahamas or a person deemed ‘resident’ in The Bahamas for the purposes of exchange control by the Central Bank
of The Bahamas.
Dubai International Financial Centre (DIFC): This material is intended to be distributed by Bank J. Safra Sarasin Asset Management (Middle
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