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Key takeaways

« We forecast the Eurosystem balance sheet to fall to €6.0trn by end-2025 and €5.7trn
by end-2026

« We forecast excess liquidity in the euro area to fall to €2.5trn and MRO/LTRO take-up
to rise to c. €70bn by end-2025

« We expect reserve demand to rise and stay in forward starting Euribor-€str wideners

By Ronald Man

Chart of the day: Eurosystem balance sheet, €bn
We expect the Eurosystem balance sheet to fall to €6.0trn by end-2025
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Staying the course

We expect the European Central Bank (ECB) to continue quantitative tightening (QT) in
the foreseeable future as it shifts to a demand-driven floor system. Risks to euro area’s
outlook have increased: our base case is that the ECB will use interest rates to respond
rather than the central bank’s balance sheet. President Lagarde stated that the ECB’s
purpose is not to finance defense and infrastructure spending.

We forecast excess reserves in the euro area to fall to €2.5trn by end-2025. By our
estimates, some banking systems, including Italy, are likely to need to raise reserves
before the end of the year. We expect growing reserve demand will cause front-end
euro spreads, in the secured and unsecured markets, to widen as banks first turn to the
market for funding and gradually rely more on the central bank over time as total
reserves decline and market rates rise. Our preferred expression of this view is to stay
in forward starting euro interbank offered rate (Euribor) vs euro short-term rate (€str)
wideners.

Trading ideas and investment strategies discussed herein may give rise to significant risk and are
not suitable for all investors. Investors should have experience in relevant markets and the financial
resources to absorb any losses arising from applying these ideas or strategies.

BofA Securities does and seeks to do business with issuers covered in its research
reports. As a result, investors should be aware that the firm may have a conflict of
interest that could affect the objectivity of this report. Investors should consider this
report as only a single factor in making their investment decision.

Refer to important disclosures on page 6 to 8. Analyst Certification on page 5. 12818023
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Assumptions
QT

Asset purchase programme (APP) and pandemic emergency purchase
programme (PEPP): the ECB fully stopped reinvestments in the APP portfolio and
the PEPP portfolio since July 2023 and January 2025, respectively. We use the
redemption profiles provided by the ECB where available, which imply on average a
¢. €30bn and c. €15bn reduction in APP and PEPP holdings per month, respectively.
We expect this to continue in the foreseeable future (Exhibit 1).

Risks of faster QT: we believe the prospect of active QT remains low as it would
imply crystalising losses and raising net supply from already historically high levels.

Risks of slower QT: any use of the transmission protection instrument (TPI) may
temporarily increase the Eurosystem's balance sheet. Much weaker-than-expected
growth or inflation outlook may cause the ECB to consider slowing the pace of QT.

Risks of quantitative easing (QE): the restart of QE would pose upward risks to
the Eurosystem’s balance sheet forecast. Our economists believe QE is not a zero-
probability event given what it seems to be a persistent and chronic insufficiency of
aggregate demand. Meanwhile, President Lagarde stated in March 2025 that the
ECB’s purpose is not to finance infrastructure and defense spending.

Structural bond portfolio: the ECB may begin building its structural bond portfolio
and this will lead to purchases of securities, posing upside risks to our Eurosystem
balance sheet forecasts. The ECB stated this, and structural longer-term
refinancing operations, will be introduced once the Eurosystem balance sheet
begins to grow durably again. However, our estimates imply the Eurosystem
balance sheet may not be growing durably in the foreseeable future.

We expect a take-up of c. €70bn by end-2025

Source: BofA Global Research, ECB
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Lending operations

2

We estimate banks’ liquidity coverage ratio (LCR)-related demand for reserves to be
between €1.7trn and €2.8trn (see European Rates Viewpoint, 7 October 2024).

We expect bank usage of main refinancing operation (MRO) and longer-term
refinancing operation (LTRO) to increase gradually to c. €70bn by end-2025, c.
€350bn by end-2026, and c. €720bn by end-2027 (Exhibit 2). The gradual pace, at
least initially, reflects 1) redistribution of reserves, 2) bank willingness to hold less
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reserves in its HQLA portfolio, and 3) potential stigma that may limit bank usage of
ECB’s open market operations (OMOs) (see European Rates Watch, 2 April 2025).
Only when market rates rise sufficiently close to — if not above — the refi, do we
expect bank usage of the central banks’ OMOs to rise meaningfully.

e Our MRO and LTRO take-up estimates are based on estimated LCR-related reserve
demand estimates by country. We assume banks in countries with insufficient
excess liquidity will initially make up the c. 50% of their shortfall via central bank
funding. Reliance on central bank funding is likely to increase as the ECB reduces
its QE portfolio and competition for existing reserves rises.

« Risks for higher take-up than expected: banks need more reserve than our LCR-
related estimates imply, reserve distribution between euro area banks slow sooner
than expected, and pace of QT is faster than our base case.

« Risks for lower take-up than expected: perceived stigma among banks that
further limit their take-up of the ECB’s OMOs, existing cross-border flows reduced
amount needed by banks with less reserves to borrow from the central bank, banks
need less reserve than our LCR-related estimates imply, pace of QT slower than our
base case or the restart of QE, structural securities portfolio creates meaningful
reserves over our forecast horizon.

o  Structural longer-term refinancing operations: the ECB may introduce
structural longer-term refinancing operations when, as per its current guidance, the
Eurosystem’s balance sheet begins to grow durably. These operations could reduce
the pace of Eurosystem balance sheet decline if terms are sufficiently attractive.
But we do not think they will be designed to make the ECB the lender of first resort.

Government and non-euro area resident deposits

« All national central banks (NCBs) except the Bundesbank (Buba) remunerates up to a
cap of €str minus 20bp on government deposits. The Buba remunerates its
government deposits at 0%. Our base case is for no change in the remuneration
rate and government deposits at the Eurosystem and for government deposits to be
close to their current level.

« Non-euro area resident deposits at the Eurosystem are generally remunerated at
€str-20bp. We expect non-resident deposits at the Eurosystem to be roughly at
their current level.

«  We would not rule out a change in the remuneration rates on government deposits
in the future, with risks skewed to a decline in remuneration rates.

o Risks are skewed to further drawdowns of deposits by government and non-
residents. The decline in government and non-euro area resident deposits will be
reflected in an increase in reserves, which will slow the decline in excess liquidity.
Further deposit drawdown by governments may be motivated by cash efficiency
considerations, while further cash drawdown by non-residents may be motivated by
higher pickups from other short-dated assets.

Currency growth

o We assume coins and banknotes will grow at 0.1% per month. Excess liquidity in
the euro area banking system would mechanically decrease as coins and banknotes
grow, but the Eurosystem's balance sheet size would not be impacted as it would be
a shift among the central bank's liabilities.

One risk to our excess liquidity expectations is changes in currency growth: weaker
currency growth than expected would imply a slower reduction in excess liquidity,
and vice versa.

=~
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Minimum reserves
« We assume no change to the 1% minimum reserve requirement in the foreseeable
future.

Market implications

Our assumptions imply the Eurosystem’s balance sheet will fall from €6.4trn at end-
2024 to €6.0trn by end-2025, and €5.7trn by end-2026. As a % of GDP, this implies the
Eurosystem's balance sheet would fall from 42% at end-2024 to 38% at end-2025, and
36% at end-2026.

Excess liquidity, defined as the current account balance plus the deposit facility balance
minus minimum reserve requirements and marginal lending facility balance, is forecast
to fall from €2.8trn at end-2024 to €2.5trn at end-2025, and €2.2trn by end-2026.

€str

We expect the €str-depo spread to gradually reach Obp by c. mid-2026 as total reserves
decrease. The 15bp refi-depo corridor implemented since September 2024 and
associated take-up by banks is likely to reduce the urgency of banks to pay up for
overnight deposits from their €str counterparties. We believe bank demand for deposits
would be skewed to term deposits for net stable funding ratio (NSFR) purposes.

Euribor

We forecast 3M Euribor fixing at 1.70% by end-2025 and 2.00% by end-2026. This
incorporates a gradual widening of the 3M Euribor-€str spread and our economists’
forecast of the depo rate reaching 1.50% by September 2025, and rising 25bp in
December 2026. We expect bank demand for term funding to build and for term
premium to build across the curve, and stay in Ty1y Euribor-€str wideners (initiated:
November 2024, current: 22.5bp, target: 30bp, stop: 17bp; see report: Global Rates Year
Ahead, 24 November 2024). Risks are a slowdown or stop to QT.

Repo

We expect repo to cheapen vs €str with the Germany one-day general collateral (GC) vs
€str spread gradually rising to main refinancing rate (refi)-c. 10bp, from refi-c. 16bp
currently. Our cheapening expectations are based on 1) increasing funding demand by
banks as excess liquidity declines, 2) high European government bond supply outlook,
and 3) net long bond positioning by leveraged investors sustaining funding demand in
repo. Our expectations imply the German one-day GC-€str spread will stay positive in
the foreseeable future.

We also expect Italy GC to widen vs Germany GC because the excess liquidity decline in
the euro area is likely to prompt cash poor banks to raise cash first, including from the
repo market. We estimate banks in Italy, France, Spain, and Greece may need to
increase reserve holdings further from current levels for high quality liquid asset (HQLA)
purposes.

Risks to our view are: 1) a decline in net long positioning by leveraged investors would
reduce their associated funding demand and may lead to less cheapening pressure than
we expect, 2) more stigma of banks in accessing the ECB OMO than we thought, which
could cause German GC to trade even closer to the refi rate.

EUR FX-Secured overnight financing rate (Sofr)

Structurally we expect the tightness in the EUR FX-Sofr basis to sustain given the
expected divergent QT paths between the ECB and the Federal Reserve. We expect the
ECB to continue QT in the foreseeable future as it moves to a demand-driven floor
system, and the Federal Reserve to stop QT in December 2025.
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Notable Rates and FX Research

« Global Macro Year Ahead 2025 - Stretching the rubber band, 24 November 2024

« Global Rates Year Ahead 2025 - Continental Drift, 24 November 2024

« G10 FX Year Ahead 2025 - Policy Uncertainty, 26 November 2024

e  Post “Liberation Day”, Liquid Cross Border Flows, 7 April 2025

Rates, FX & EM trades for 2025

For a complete list of our open trade recommendations as well as our trade
recommendations closed over the past 12 months, see the reports below:

Global FX weekly: The bond market can intimidate everybody 11 April 2025

Global Rates Weekly: The art of the repeal 11 April 2025

Analyst Certification

I, Ronald Man, hereby certify that the views expressed in this research report accurately
reflect my personal views about the subject securities and issuers. | also certify that no
part of my compensation was, is, or will be, directly or indirectly, related to the specific
recommendations or view expressed in this research report.
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hold a trading position (long or short) in the securities and financial instruments discussed in this report.

BofA Securities, through business units other than BofA Global Research, may have issued and may in the future issue trading ideas or recommendations that are inconsistent with, and reach
different conclusions from, the information presented herein. Such ideas or recommendations may reflect different time frames, assumptions, views and analytical methods of the persons who
prepared them, and BofA Securities is under no obligation to ensure that such other trading ideas or recommendations are brought to the attention of any recipient of this information.

In the event that the recipient received this information pursuant to a contract between the recipient and BofAS for the provision of research services for a separate fee, and in connection
therewith BofAS may be deemed to be acting as an investment adviser, such status relates, if at all, solely to the person with whom BofAS has contracted directly and does not extend beyond
the delivery of this report (unless otherwise agreed specifically in writing by BofAS). If such recipient uses the services of BofAS in connection with the sale or purchase of a security referred to
herein, BofAS may act as principal for its own account or as agent for another person. BofAS is and continues to act solely as a broker-dealer in connection with the execution of any transactions,
including transactions in any securities referred to herein.

Copyright and General Information:

Copyright 2025 Bank of America Corporation. All rights reserved. iQdatabase® is a registered service mark of Bank of America Corporation. This information is prepared for the use of BofA
Securities clients and may not be redistributed, retransmitted or disclosed, in whole or in part, or in any form or manner, without the express written consent of BofA Securities. This document
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tool). Any attempt to utilize this document or any of its content in connection with an Al tool without explicit written permission from BofA Global Research is strictly prohibited. BofA Global
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is prohibited. Receipt and review of this information constitutes your agreement not to redistribute, retransmit, or disclose to others the contents, opinions, conclusion, or information
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Materials prepared by BofA Global Research personnel are based on public information. Facts and views presented in this material have not been reviewed by, and may not reflect information
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securities. None of BofAS any of its affiliates or their research analysts has any authority whatsoever to make any representation or warranty on behalf of the issuer(s). BofA Global Research
policy prohibits research personnel from disclosing a recommendation, investment rating, or investment thesis for review by an issuer prior to the publication of a research report containing
such rating, recommendation or investment thesis.

Any information relating to sustainability in this material is limited as discussed herein and is not intended to provide a comprehensive view on any sustainability claim with respect to any
issuer or security.

Any information relating to the tax status of financial instruments discussed herein is not intended to provide tax advice or to be used by anyone to provide tax advice. Investors are urged to
seek tax advice based on their particular circumstances from an independent tax professional.

The information herein (other than disclosure information relating to BofA Securities and its affiliates) was obtained from various sources and we do not guarantee its accuracy. This information
may contain links to third-party websites. BofA Securities is not responsible for the content of any third-party website or any linked content contained in a third-party website. Content
contained on such third-party websites is not part of this information and is not incorporated by reference. The inclusion of a link does not imply any endorsement by or any affiliation with BofA
Securities. Access to any third-party website is at your own risk, and you should always review the terms and privacy policies at third-party websites before submitting any personal information
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All opinions, projections and estimates constitute the judgment of the author as of the date of publication and are subject to change without notice. Prices also are subject to change without
notice. BofA Securities is under no obligation to update this information and BofA Securities ability to publish information on the subject issuer(s) in the future is subject to applicable quiet
periods. You should therefore assume that BofA Securities will not update any fact, circumstance or opinion contained herein.

Certain outstanding reports or investment opinions relating to securities, financial instruments and/or issuers may no longer be current. Always refer to the most recent research report relating
to an issuer prior to making an investment decision.

In some cases, an issuer may be classified as Restricted or may be Under Review or Extended Review. In each case, investors should consider any investment opinion relating to such issuer (or
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its security and/or financial instruments) to be suspended or withdrawn and should not rely on the analyses and investment opinion(s) pertaining to such issuer (or its securities and/or financial
instruments) nor should the analyses or opinion(s) be considered a solicitation of any kind. Sales persons and financial advisors affiliated with BofAS or any of its affiliates may not solicit
purchases of securities or financial instruments that are Restricted or Under Review and may only solicit securities under Extended Review in accordance with firm policies.

Neither BofA Securities nor any officer or employee of BofA Securities accepts any liability whatsoever for any direct, indirect or consequential damages or losses arising from any use of this
information.
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