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ECB won't be held back by the Federal Reserve
Given an ECB rate cut on June 6th is now seen as a near-certainty, attention will soon turn to
how rapidly the ECB can cut rates over the next two years. One view has been the ECB will
have limited scope because divergence from the Federal Reserve will place downward pressure
on the euro. However, the euro area is a relatively closed economy so the impact of any
currency depreciation onto HICP inflation is limited. Also, the current divergence between ECB
and Fed policy rates is not exceptional.  Rather, the ECB's median estimate of the nominal
natural policy rate is close to 2%. This highlights rates could decline more rapidly than market
expectations for the ECB's deposit rate to fall to 2.76% rate by end-2025 and 2.56% by end-2026.
Of course, there is also the risk that if current rates of HICP inflation above 2% prove more
persistent than expected, this could limit the ECB's scope to cut rates. 

ECB set to become first major Central Bank to cut rates: Options prices currently imply a 90%
probability that the ECB will cut rates by 25bps at the next meeting on June 6th. Given a June rate is
now seen as a near certainty, the question now is how far the ECB will eventually cut rates from current
restrictive levels. The Overnight Index Swap (OIS) curve suggests the deposit rate will fall from 4%
currently to 3.37% by end-2024, 2.76% by end-2025 and 2.56% by end-2026. This is actually a marked
change in view. In early 2024, the OIS curve implied the ECB would eventually cut rates below 2%, to
1.8% by end-2025. Is this upward revision to expectations for medium-term ECB rates justified?

The ECB can diverge from the Federal Reserve: One reason markets may have revised up their
forecasts for rates is a perception is the ECB cannot diverge from the Federal Reserve, without putting
downward pressure on the dollar/euro exchange rate and stoking inflation. However, the euro area is a
relatively closed economy. Imported goods and services make up only a small portion of consumer
price indices. Also, it is the euro effective exchange rate (measured against a trade-weighted basket of
currencies, not only the dollar) that counts for inflation. The ECB has estimated a 10% depreciation in
the effective exchange rate, a rare event, would add just 0.4 percentage points to HICP inflation.  

The current gap between ECB and Fed rates is not unusually large: Since the inception of the euro
the ECB has consistently set rates below those in the United States, reflecting Europe's poorer
structural growth prospects and weaker demographic trends. The current gap between ECB and Fed
rates, or that priced in by OIS curves,  is not unusually large. For example, in early 2015 the ECB
began quantitative easing, accompanied by a sharp euro depreciation from above $1.30 to $1.05.  The
following four years saw the Fed hike rates above 2%, while ECB rates remained negative. Despite this
divergence,  euro area HICP inflation stayed well below 2% through most of the period. 

The ECB median estimate of the nominal natural rate is close to 2%: In January 2024 the ECB
published estimates of the natural rate (r*), the real interest rate that is neither expansionary nor
contractionary. Put another way, r* is the real rate that will likely prevail once current energy, supply-
chain and other shocks affecting GDP and inflation fade. These estimates are driven by long-run
economic drivers such as productivity growth, demographics and risk aversion. Though uncertain, the
ECB's median estimate of r* was close to zero (or 2% in nominal terms) demonstrating the downside
risks to the current market view that rates will stay above 2.5%. Of course, should current rates of HICP
inflation above 2% prove more persistent than expected the ECB's scope to cut rates will be reduced.  
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Disclaimer 

This document has been prepared by the Economic Research Unit at The Governor and Company of the Bank of Ireland (“BOI”) for
information purposes only and BOI is not soliciting any action based upon it. BOI believes the information contained herein to be accurate
but does not warrant its accuracy nor accepts or assumes any responsibility or liability for such information other than any responsibility it
may owe to any party under the European Union (Markets in Financial Instruments) Regulations 2017 as may be amended from time to
time, and under the Financial Conduct Authority rules (where the client is resident in the UK), for any loss or damage caused by any act or
omission taken as a result of the information contained in this document. Any decision made by a party after reading this document shall be
on the basis of its own research and not be influenced or based on any view or opinion expressed by BOI either in this document or
otherwise. This document does not address all risks and cannot be relied on for any investment contract or decision. A party should obtain
independent professional advice before making any investment decision. Expressions of opinion contained in this document reflect current
opinion as at 27th May 2024 and is based on information available to BOI before that date. This document is the property of BOI and its
contents may not be reproduced, either in whole or in part, without the express written consent of a suitably authorised member of BOI.
Bank of Ireland is regulated by the Central Bank of Ireland. In the UK, Bank of Ireland is regulated by the Central Bank of Ireland and
authorised by the Prudential Regulation Authority. Subject to regulation by the Financial Conduct Authority and limited regulation by the
Prudential Regulation Authority. Details about the extent of our regulation by the Prudential Regulation Authority are available from us on
request. The Governor and Company of the Bank of Ireland is incorporated in Ireland with limited liability. Registered Office 2 College
Green, Dublin, D02 VR66. Registered Number C1. 
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