
 
 
 

 
For illustrative purposes. Past performance should not be taken as a guide to or guarantee of future performance. 
Performances and returns may increase or decrease as a result of currency fluctuations. There can be no assurance that these 
projections, forecasts or expected returns will be achieved. The projection is not based on simulated past performance. 
 
FLASH NOTE 

 
 

 

 
 

 
 

 

 
 

 

 

SUMMARY 

• The ECB is widely expected to hike policy rates by 75bp at its 27 October 
meeting and to commit to additional tightening in the next few months. We 
don’t expect much clarity on what it considers the ‘neutral rate’, but a growing 
consensus seems to be in favour of having the deposit rate at 2% by the end of 
the year (implying a 50bp hike in December), with a reassessment of the 
economic and inflation outlook in early 2023. 

• A special focus of attention next week will turn to measures limiting the 
attractiveness of TLTROs. We expect the ECB to introduce a TLTRO-based 
tiering system to reduce the gains for banks benefitting from cheap TLTRO loans 
(the average rate on which is below the ECB’s deposit rate) and redepositing 
excess reserves at the ECB (at the deposit rate). This system will incentivise banks 
to repay the share of TLTRO not used for regular funding before June 2023. 

• A broad-based reverse tiering system based on all banks’ excess reserves may 
create risks for the transmission of monetary policy to euro area money-market 
rates. Retroactive changes to TLTRO terms would raise legal risks and threaten 
the credibility of an instrument that could be needed again in the future. 

• The ECB will likely confirm that Quantitative Tightening (QT) will start in 2023, 
once policy rates are normalised. Crucially, QT will be a passive, gradual process. 

GETTING TO 2% BY DECEMBER, THEN WHAT? 

A second consecutive 75bp rate hike from the European Central Bank (ECB) looks 
like a done deal at the 27 October meeting of the Governing Council. Contrary to 
previous meetings, no dissenting comments or controversy have appeared in media 
reports over the size of the upcoming rate hike. Even the most hawkish members of 
the Governing Council (GC) have argued that 100bp would be a step too far, while a 
smaller hike than 75 bps would destroy the ECB’s credibility. 
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Moreover, a strong consensus seems to be emerging around the idea of bringing the 
ECB’s deposit rate to 2% by the end of the year, which the ECB’s chief economist 
Philip Lane described as the upper range of neutral rate estimates. This would im-
ply a 50bp hike in the deposit facility rate at the December meeting. 

The risk is that the ongoing broadening of inflationary pressures pushes the 
ECB to deliver a third 75bp hike in December. In that context, it will be interest-
ing to see if ECB president Christine Lagarde repeats her comment from last month 
that 75bp rate hikes are “not the norm”, as well as her view that the ECB will stop 
hiking by March 2023 at the latest. 

Chart 1: selected measures of underlying inflation in the euro area 

 
Source: Pictet Wealth Management, Eurostat, ECB, as of 21 October 2022 

The discussion around the terminal rate is more open, with some über-hawks 
endorsing the market pricing of a 3% terminal rate. Whether the ECB needs to raise 
rates above neutral will depend on the medium-term inflation outlook. 

On the one hand, core inflation is likely to remain elevated going into next year—
not because of strong economic fundamentals, but rather because of energy prices, 
first-round effects on energy-intensive goods and services, but also inertia in some 
HICP items after rapid post-pandemic price increases. 

On the other hand, consumers’ and firms’ inflation expectations are no longer in-
creasing, and there is still little sign of a wage-price spiral, including in Germany, 
where the latest wage settlement in the chemical industry was relatively modest. 
Looking at inflation expectations, the ECB’s Survey of Professional Forecasters to 
be published on 28 October will provide the ECB with an important input. 

Meanwhile, the risk of a deeper-than-expected recession in the EU is rising despite 
additional fiscal support and the prospect of EU-wide measures to mitigate the en-
ergy shock. When the ECB staff updates its macroeconomic projections in De-
cember, we expect it to downgrade the growth outlook further and to show in-
flation returning to the ECB’s 2% target by 2025. This would be the decisive argu-
ment for the ECB to pause rate hikes in 2023. 
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TLTRO-BASED TIERING TO TRIGGER REPAYMENTS AND TIGHTEN LIQUIDITY CONDITIONS 

The bigger discussion next week will be on liquidity conditions, specifically on 
measures aimed at reducing the attractiveness of Targeted Longer-Term Refi-
nancing Operations (TLTROs). As a reminder, under the very favourable TLTRO 
conditions, the interest rate paid by banks is set as the average ECB’s deposit rate 
over the life of each operation, i.e. below the current deposit rate of 0.75%. This 
wedge emerged because the ECB is hiking rates faster than expected when the in-
strument was designed. The net profit recorded by banks, between the TLTRO rate 
they pay and the deposit rate they get, is amplified by the TLTRO special discount 
of 50bp that ran between June 2020 and June 2022. The ECB decided not to address 
the issue at its September policy meeting, but the debate continues to rage. 

When policy rates rise, banks’ excess reserves are remunerated at higher deposit 
rates. This is monetary policy 101, so where’s the problem? The problem comes 
from the huge amount of reserves created by TLTROs (EUR2.1 trn) and QE 
(EUR4.9 trn), resulting in EUR4.7 trn of excess liquidity in the system. Assuming a 
deposit rate of 2% by year-end, commercial banks would benefit to the tune of 
EUR100 bn on an annual basis.  

The optics are bad against the backdrop of a historical shock to households’ in-
come, and political pressure cannot be ignored. Note that some countries have im-
plemented a windfall tax on bank profits for similar reasons. 

In the end, the best argument for changing banks’ liquidity conditions is that the 
ECB introduced dual-rate TLTROs and reserve tiering in order to mitigate the im-
pact of negative policy rates on the banking system. The goal then was to soften the 
blow of negative rates on banks’ profits and to ensure the proper transmission of 
monetary policy. This precedent strengthens the case for doing something simi-
lar in reverse now that policy rates are raising rapidly. 

Chart 2: ECB’s asset purchases, lending to banks (LTROs) and excess liquidity 

 
Source: Pictet Wealth Management, ECB, Bloomberg, as of 21 October 2022 

A recent article by Reuters points to three main options for the ECB: 

• An ex-post change to TLTRO terms and conditions. This is the worst option 
in our view, exposing the ECB to legal complaints while threatening its 
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credibility. We think TLTROs are an important part of the ECB’s toolkit and 
could prove useful again in the future, but banks will think twice before using 
them if the ECB can change their terms retroactively. TLTROs have played a 
decisive role in ensuring the transmission of monetary policy, but are also used 
by banks to meet their regulatory obligations, including liquidity ratios. 

As a matter of fact, the ECB may well introduce new non-targeted LTROs in H1 
2023, but at a less favourable interest rate (e.g., the main refinancing rate) to 
allow banks to roll over the share of TLTROs that they use for pure funding and 
liquidity ratios, hence reducing the risk of a liquidity cliff. 

• A new reverse tiering system that reduces the share of bank reserves 
remunerated at the deposit rate (on the ECB’s deposit facility) by increasing the 
share of reserves remunerated at 0% (on national central banks’ current 
accounts). We think this is the least bad option, but design will be everything. 
Our preference goes to a targeted tiering system in which the amount of excess 
reserves remunerated at 0% is defined as a share of TLTRO borrowings, while 
reserves above this threshold are remunerated at the deposit rate. Alternatively, 
under a pure reverse tiering scheme, of the kind operated by the Swiss National 
Bank, excess reserves could be remunerated at the deposit rate only up to a 
multiple of the minimum required reserves, with the excess remunerated at 0%. 
In practice, the ECB could do this in reverse by forcing banks to park a multiple 
of minimum reserves at national central banks’ current accounts, remunerated at 
0%, with the excess going to the deposit facility, remunerated at the deposit rate. 

• A final option would be to change the remuneration of minimum required 
reserves (MRR, currently remunerated at the ECB’s main refinancing rate of 
1.25%) while applying similar rules to excess reserves. This would be highly 
complicated and could impair the conduct and transmission of monetary policy 
in the future. Too much pain for uncertain gain. 

Chart 3: euro area bank excess reserves and TLTRO holdings (September 2022) 

 
Source: Pictet Wealth Management, ECB, as of September 2022 

Money-market participants are concerned that reverse tiering may create market 
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depend on the calibration of whatever tiering system is adopted, which we expect 
to be relatively “generous” for banks in order to limit market distortions.  

Indeed, if the tiering exemptions are too high, the average reserve remuneration 
will decline and banks may be incentivised to seek higher yields in money markets, 
putting downward pressures on €STR and other short-term rates, hence impairing 
the transmission of higher policy rates. 

Moreover, all the above options come with complications related to the hetero-
genous distribution of excess liquidity and TLTRO holdings across countries (Chart 
3). In peripheral countries, especially in Italy where TLTRO holdings exceed excess 
reserves, it remains to be seen how much TLTROs will be repaid as some banks 
might be forced to rely on more expensive funding in money markets to main-
tain a certain amount of excess liquidity remunerated at the deposit rate. In short, 
liquidity plumbing matters for the conduct of monetary policy. 

Chart 4: ECB and euro area money market rates 

 
Source: Pictet Wealth Management, ECB, Bloomberg, as of 21 October 2022 

On the positive side, this week’s announcement by the German debt agency that it 
will significantly increase its holdings of government debt securities for repo-mar-
ket trading suggests that debt management offices are taking the issue seriously. 
Moreover, even a partial repayment of TLTROs in H1 2023 will release a significant 
amount of collateral in the system which should support repo market activity. 

PASSIVE QUANTITATIVE TIGHTENING IN 2023 

 

Some hawks would like to start reducing the ECB’s balance sheet proactively, but 
we see a large consensus in favour of a more pragmatic, cautious approach when it 
comes to Quantitative Tightening (QT), if only to ensure the smooth normalisation 
of policy rates first. Lagarde made clear that QT would only start once rates have 
reached a more neutral/normal level. The recent events in the UK, which forced the 
Bank of England into a major U-turn on bond purchases, could be viewed as a use-
ful reminder that any aggressive withdrawal of liquidity risks being highly disrup-
tive for the bond market and the transmission of monetary policy. 
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When it comes to QT, boring is beautiful. We expect the ECB’s QT process to 
start in Q2 2023, and to be predictable, gradual, and passive, starting with the end 
of reinvestments under the Asset Purchase Programme (APP) but not actively sell-
ing bonds any time soon. The latter will result in a balance sheet run-off of EUR25-
30 bn per month on average, including EUR22 bn of government bonds.  

Still, the combination of large TLTRO repayments of more than EUR1 trn by Q2 
2023 and the end of APP reinvestments could lead to a relatively fast pace of bal-
ance sheet reduction in 2023, followed by a more gradual decline in the following 
years. 

The risk is that large net issuance of government debt in coming years meets lower 
demand without the backstop of the ECB as a marginal buyer, putting more widen-
ing pressure on bond yields and spreads. This may in turn fuel speculation around 
the ECB’s recently unveiled Transmission Protection Instrument (TPI), which could 
be activated in coming months even if it is not used in size.
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ment should conduct its own 
investigation and analysis of 
the Investment and consult 
with its own professional ad-
viser(s) as to any Investment 
including the risks involved. 
This document is not to be re-
lied upon in substitution for 
the exercise of independent 
judgment. The value and in-
come of any Investment men-
tioned in this document may 
fall as well rise. The market 
value may be affected by, 
amongst other things, 
changes in economic, finan-
cial, political factors, time to 
maturity, market conditions 
and volatility, and the credit 
quality of any issuer or refer-
ence issuer. Furthermore, 

foreign currency rates of ex-
change may have a positive or 
adverse effect on the value, 
price or income of any Invest-
ment mentioned in this docu-
ment.  Accordingly, investors 
must be willing and able to as-
sume all risks and may receive 
back less than originally in-
vested.  
Past performance should not 
be taken as an indication or 
guarantee of future perfor-
mance and no representation 
or warranty, expressed or im-
plied, is made by BPCAL/Pic-
tet HK Branch regarding fu-
ture performance. 
This document does not con-
stitute the investment policy 
of BPCAL/Pictet HK Branch, 
or an investment recommen-
dation, and merely contains 
the different assumptions, 
views and analytical methods 
of the analysts who prepared 
them. Furthermore, the infor-
mation, opinions and esti-
mates expressed herein re-
flect a judgment at its original 
date of publication and are 
subject to change without no-
tice and without any obliga-
tion on BPCAL/Pictet HK 
Branch to update any of them.  
BPCAL/Pictet HK Branch may 
have issued or distributed 
other reports or documents 
that are inconsistent with, and 
reach different conclusions 
from, the information pre-
sented in this document. 
While the information and 
opinions presented herein are 
from sources believed to be 
reliable, BPCAL/Pictet HK 
Branch is not able to, and do 
not make any representation 
or warranty as to its accuracy 
or completeness. Accordingly, 
BPCAL/Pictet HK Branch ac-
cepts no liability for loss aris-
ing from the use of or reliance 
on this document presented 
for information purposes only. 
BPCAL/Pictet HK Branch re-
serves the right to act upon or 
use any of the information in 
this document at any time, in-
cluding before its publication 
herein.  
BPCAL/Pictet HK Branch and 
its affiliates (or employees 
thereof) may or may not have 
long or short positions in, and 
buy or sell, or otherwise have 
interest in, any of the Invest-
ments mentioned herein, and 
may or may not have relation-
ships with the issuers of or 
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entities connected with In-
vestments mentioned in this 
document. BPCAL/Pictet HK 
Branch and their affiliates (or 
employees thereof) may act 
inconsistently with the infor-
mation and/or opinions pre-
sented in this document. 
The information used to pre-
pare this document and/or 
any part of such information, 
may have been provided or 
circulated to employees 
and/or one or more clients of 
BPCAL/Pictet HK Branch be-
fore this document was re-
ceived by you and such infor-
mation may have been acted 
upon by such recipients or by 
BPCAL/Pictet HK Branch. 
This document is provided 
solely for the information of 
the intended recipient only 
and should not be repro-
duced, published, circulated 
or disclosed in whole or in 
part to any other person with-
out the prior written consent 
of BPCAL/Pictet HK Branch.   
Singapore 
This document is not directed 
to, or intended for distribu-
tion, publication to or use by, 
persons who are not accred-
ited investors, expert inves-
tors or institutional investors 
as defined in section 4A of the 
Securities and Futures Act 
(Cap. 289 of Singapore) 
(“SFA”) or any person or entity 
who is a citizen or resident of 
or located in any locality, 
state, country or other juris-
diction where such distribu-
tion, publication, availability 
or use would be contrary to 
law or regulation or would 
subject BPCAL and any of its 
affiliates or related corpora-
tions to any prospectus or 
registration requirements. 
BPCAL is a wholesale bank 
regulated by the Monetary Au-
thority of Singapore (“MAS”) 
under the Banking Act Cap. 50 
of Singapore, an exempt fi-
nancial adviser under the Fi-
nancial Advisers Act Cap. 110 
of Singapore (“FAA”) and an 
exempt capital markets li-
cence holder under the SFA. 
Please contact BPCAL in Sin-
gapore in respect of any mat-
ters arising from, or in con-
nection with this document.  
Hong Kong  
This document is not directed 
to, or intended for 

distribution, publication to or 
use by, persons who are not 
“professional investors” 
within the meaning of the Se-
curities and Futures Ordi-
nance (Chapter 571 of the 
Laws of Hong Kong) and any 
rules made thereunder (the 
“SFO”) or any person or entity 
who is a citizen or resident of 
or located in any locality, 
state, country or other juris-
diction where such distribu-
tion, publication, availability 
or use would be contrary to 
law or regulation or would 
subject Pictet HK Branch and 
any of its affiliates or related 
corporations to any prospec-
tus or registration require-
ments. If you do not want Pic-
tet HK Branch to use your per-
sonal information for market-
ing purposes, you can request 
Pictet HK Branch to stop do-
ing so without incurring any 
charge to you. In distributing 
investment products as 
agents for third party service 
providers, Pictet HK Branch is 
an agent of the third party ser-
vice provider and the product 
is a product of the third party 
service provider but not Pictet 
HK Branch. In respect of an el-
igible dispute (as defined in 
the Terms of Reference for the 
Financial Dispute Resolution 
Centre in relation to the Fi-
nancial Dispute Resolution 
Scheme) arising between Pic-
tet HK Branch and you out of 
the selling process or pro-
cessing of the related transac-
tion, Pictet HK Branch is re-
quired to enter into a Finan-
cial Dispute Resolution 
Scheme process with you; 
however any dispute over the 
contractual terms of the prod-
uct should be resolved be-
tween directly the third party 
service provider and you. 
Banque Pictet & Cie SA is a 
limited liability company in-
corporated in Switzerland. It 
is an authorized institution 
within the meaning of the 
Banking Ordinance and a reg-
istered institution (CE No.: 
BMG891) under the SFO car-
rying on Type 1 (dealing in se-
curities), Type 4 (advising on 
securities) and Type 9 (asset 
management) regulated activ-
ities. The registered address 
of Pictet HK Branch is 9/F., 
Chater House, 8 Connaught 
Road Central, Hong Kong. 
Warning: The contents of this 
document have not been 

reviewed by any regulatory 
authority in Hong Kong.  You 
are advised to exercise cau-
tion in relation to the offer.  If 
you are in any doubt about 
any of the contents of this 
document, you should obtain 
independent professional ad-
vice. Please contact Pictet HK 
Branch in Hong Kong in re-
spect of any matters arising 
from, or in connection with 
this document.  
Distributor: Pictet Bank & 
Trust Limited, where regis-
tered office is located at 
Building 1, Bayside Executive 
Park, West Bay Street & Blake 
Road, Nassau, New Provi-
dence, The Bahamas. 
The document is not directed 
to, or intended for distribu-
tion or publication to or use 
by persons who are not Ac-
credited Investors (as defined 
in the Securities Industry Reg-
ulations, 2012) and subject to 
the conditions set forth in the 
Securities Industry Regula-
tions, 2012 or to any person 
or entity who is a citizen or 
resident of or located in any 
locality, state, country or 
other jurisdiction where such 
distribution, publication, 
availability or use would be 
contrary to law or regulation 
or would subject Pictet Bank 
& Trust Limited to any pro-
spectus or registration re-
quirements. Pictet Bank & 
Trust Limited is incorporated 
in The Bahamas with limited 
liability. It is a bank and trust 
company that is licensed in 
accordance with the Banks 
and Trust Companies’ Regula-
tion Act and is regulated by 
the Central Bank of The Baha-
mas.  Additionally, Pictet Bank 
& Trust Limited is registered 
with the Securities Commis-
sion of The Bahamas as a Bro-
ker Dealer II and is approved 
to (i) Deal in Securities 1.(a) & 
(c ); (ii) Arrange Deals in secu-
rities; (iii) Manage Securities; 
(iv) Advise on Securities.  
Warning: The content of this 
document has not been re-
viewed by any regulatory au-
thority in The Bahamas.   You 
are, therefore, advised to ex-
ercise caution when pro-
cessing the information con-
tained herein. If you are in any 
doubt about any of the con-
tent of this document, you 
should obtain independent 
professional advice. 


