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Erste Group Research — Week ahead

ECB: Decision in March about further loosening of monetary policy

The statements of ECB President Draghi during yesterday’s press
conference (see our short note) surprised the markets, obviously, as
yields declined substantially and the euro weakened vs. the USD. The
most important message was that, on March 10, when the new ECB
staff projections for inflation and GDP will be available, it will be
‘necessary to review and possibly reconsider our monetary policy
stance.’ These statements did not surprise us at all, as, since the last
meeting in early December, important economic factors have changed.
The oil price, for example, has dropped nearly 40% and oil price futures
have dropped below the levels seen in early December. Furthermore, the
growth prospects for Emerging Markets have deteriorated further, in turn
dampening global demand. In early March, the ECB staff is not only going
to revise its inflation projections for 2016 and 2017, but will furthermore
release a first inflation estimate for 2018.

The ECB will be vigilant if second-round effects are a threat and oil
and commodity prices will feed through to other prices, and could
thus trigger a downward spiral (we have already described such
dynamics in our last week ahead). Draghi emphasized the power,
willingness and determination to act. There would also be no limits on how
far the ECB would be willing to exploit the available tools in order to
achieve its mandate (inflation close to/below 2%). In this context, it was
interesting that the ECB will in the meantime carry out work to ensure that
the technical conditions are in place in order to be able to make use of the
full range of measures. We conclude from this that, among other things,
the ECB could revise the technical specifications of the asset purchase
program (e.g. issuer limit, issue limit). Draghi already indicated in
December that the ECB has figured out that asset purchases and
negative interest rates are ‘extremely effective’, and that asset
purchases in particular have helped to slow down the decline in inflation
expectations and the general deflation risk. Consequently, the rate on the
deposit facility could be lowered again in March.

The high volatility on the capital and commodity markets is in our
opinion a big challenge for monetary policy and the choice of
appropriate measures. Steering through the implications of external
factors on the economy and the inflation of the Eurozone - in
consideration of delayed impacts - is in our opinion very difficult. Even
though there are concrete indicators (e.g. financing costs for businesses,
the exchange rate) that suggest that the measures implemented thus
far have been effective, with the continuation of the existing
measures and their adaptation, it will be increasingly difficult to gain
additional benefits. Nevertheless, the ECB has only one objective (mid-
term inflation rate close to/below 2%), and will for as long as there is room
for maneuver use it in order to maintain its credibility - even though the
member states of the Eurozone would be required to provide more fiscal
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support (within the boundaries of the stability and growth pact) for quite
some time.

The lower oil and commodity prices prompted us to revise our
inflation forecast for 2016 down from 1.1% to 0.6%. We expect the
ECB to announce a similar inflation forecast in March and at the same
time announce the enhancement and modification of existing measures.
As Draghi ‘warned’ markets in advance yesterday, we expect sentiment
on markets to remain influenced by the expectation of further various
steps. Therefore, we lower our yield forecasts for 10Y German Bunds
(for March) from 0.9% to 0.6% and by 20bp for the remaining forecast
horizon. Basically, we expect yields on the long end to moderately
increase over the course of this year, as the overvaluation on the bond
market should decline in consonance with the strengthening of the
economic recovery. In the case of a further rate cut on the deposit facility,
we expect yields of short maturities to remain at low levels.

Eurozone — Italian banks pressured by non-performing loans

Italian banks are currently under pressure, due to their high level of non-
performing loans (NPL ratio”: 17.3%, Eurozone average: 6.8%). At the
beginning of this week, the ECB furthermore asked top Italian lenders for
data on their bad loan portfolios. Italy’s banking sector is highly
fragmented, due to a high number of mid-sized regional banks. The
government therefore recently approved a bank reform bill that should
speed up the consolidation of the financial sector. On one hand, the
current situation of the banking sector has a dampening effect on Italy’s
economic recovery. On the other hand, the recovery should gradually
improve the solvency of creditors, which should ease the pressure on
banks’ non-performing loans. Leading indicators and the declining
unemployment rate are confirmation of an economic upswing in Italy. For
2016, we expect GDP growth of 1.5% for Italy.

1) Source: BIS, Dec. 2014
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Economic calendar

Date Time Ctry  Release Period Consens Prior
22-Jan 9:00 FR PMI Manufacturing Jan P 51.3index 50.0index|
9:30 DE PMI Manufacturing Jan P 53.0index 52.lindex
10:00 EA PMI Manufacturing Jan P 53.1index 52.3index
16:00 us Existing Home Sales Dec 5.2thd 4.8thd
25-Jan 9:00 AT Ind. Prod. yly Nov 1.5%
26-Jan 16:00 us Consumer Conf. Jan 95.6index  96.5index
27-Jan n.a. DE Retail Sales yly Dec 1.7% 2.3%
16:00 us New Home Sales Dec 500.5thd  490.0thd
20:00 us Target Rate - 0.50% 0.50%
28-Jan 10:00 AT PMI Manufacturing Jan 50.6index
11:00 EA Consumer Conf. Jan F -6.3index  -6.3index
EA Business Conf. Jan 106.5index 106.8index
14:00 DE Inflation yly Jan P 0.4% 0.2%
DE CPIm/m Jan P -0.9% 0.0%
14:30 us Durable Goods Orders Dec P -0.7% 0.0%
us Jobless Claims Jan 23 278.6thd  293.0thd
29. Jan. 7:30 FR GDP yly 4Q A 1.1% 1.1%
FR GDP g/q 4Q A 0.2% 0.3%
8:45 FR CPIm/m Jan P -0.8% 0.2%
FR PPl yly Dec -2.4%
FR Inflation yly Jan P 0.4% 0.3%
9:00 AT PPl yly Dec -2.0%
AT GDP qg/q 4Q 0.3%
AT GDP yly 4Q 1.0%
10:00 IT PPl yly Dec -4.2%
14:30 us GDP q/q 4Q A 0.7% 2.0%
16:00 us Univ. Michigan Index Jan F 92.4index  93.3index

Source: Bloomberg, Erste Group Research
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FORECASTS
GDP 2013 2014 2015 2016 2017
Eurozone -0.5 0.9 15 1.8 1.9
us 1.9 24 24 2.7 23
Inflation 2013 2014 2015 2016 2017
Eurozone 1.3 0.5 0.1 0.7 15
us 15 1.6 0.1 1.6 21
current Mar.16 Jun.16 Sep.16 Dec.16
EURUSD 1.08 1.06 1.07 1.08 1.10
current Mar.16 Jun.16 Sep.16 Dec.16
ECB MRR 0.05 0.05 0.05 0.05 0.05
3M Euribor -0.15 -0.25 -0.25 -0.25 -0.25
Germany Govt. 10Y 0.49 0.60 0.80 1.10 1.40
Swap 10Y 0.80 0.90 1.10 1.40 1.70
current Mar.16 Jun.16 Sep.16 Dec.16
Fed Funds Target Rate* 0.37 0.63 0.88 1.38 1.88
3M Libor 0.62 1.00 1.30 1.80 2.20
US Govt. 10Y 2.07 2.40 2.70 3.00 3.20
EURUSD 1.08 1.06 1.07 1.08 1.10

*Mid of target range

Source: Bloomberg, Erste Group Research
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Disclaimer

This publication was prepared by Erste Group Bank AG or any of its consolidated subsidiaries (together with consolidated
subsidiaries "Erste Group") as other information pursuant to the Circular of the Austrian Financial Market Authority regarding
information including marketing communication pursuant to the Austrian Securities Supervision Act. This publication serves
interested investors as additional source of information and provides general information, information about product features or
macroeconomic information without emphasizing product selling marketing statements. This publication does not constitute
marketing communication pursuant to Art. 36 (2) Austrian Securities Supervision Act as no direct buying incentives were
included in this publication, which is of information character. This publication does not constitute investment research pursuant
to § 36 (1) Austrian Securities Supervision Act. It has not been prepared in accordance with legal requirements designed to
promote the independence of investment research and it is not subject to the prohibition on dealing ahead of the dissemination
of investment research. The information only serves as non-binding and additional information and is based on the level of
knowledge of the person in charge of drawing up the information on the respective date of its preparation. The content of the
publication can be changed at any time without notice. This publication does not constitute or form part of, and should not be
construed as, an offer, recommendation or invitation to subscribe for or purchase any securities, and neither this publication nor
anything contained herein shall form the basis of or be relied on in connection with or act as an inducement to enter into any
contract or inclusion of a security or financial product in a trading strategy. Information provided in this publication are based on
publicly available sources which Erste Group considers as reliable, however, without verifying any such information by
independent third persons. While all reasonable care has been taken to ensure that the facts stated herein are accurate and
that the forecasts, opinions and expectations contained herein are fair and reasonable, Erste Group (including its
representatives and employees) neither expressly nor tacitly makes any guarantee as to or assumes any liability for the up-to-
dateness, completeness and correctness of the content of this publication. Erste Group may provide hyperlinks to websites of
entities mentioned in this document, however the inclusion of a link does not imply that Erste Group endorses, recommends or
approves any material on the linked page or accessible from it. Neither a company of Erste Group nor any of its respective
managing directors, supervisory board members, executive board members, directors, officers of other employees shall be in
any way liable for any costs, losses or damages (including subsequent damages, indirect damages and loss of profit)
howsoever arising from the use of or reliance on this publication. Any opinion, estimate or projection expressed in this
publication reflects the current judgment of the author(s) on the date of publication of this document and do not necessarily
reflect the opinions of Erste Group. They are subject to change without prior notice. Erste Group has no obligation to update,
modify or amend this publication or to otherwise notify a reader thereof in the event that any matter stated herein, or any
opinion, projection, forecast or estimate set forth herein, changes or subsequently becomes inaccurate. The past performance
of securities or financial instruments is not indicative for future results. No assurance can be given that any financial instrument
or issuer described herein would yield favorable investment results or that particular price levels may be reached. Forecasts in
this publication are based on assumptions which are supported by objective data. However, the used forecasts are not
indicative for future performance of securities or financial instrument. Erste Group, its affiliates, principals or employees may
have a long or short position or may transact in the financial instrument(s) referred to herein or may trade in such financial
instruments with other customers on a principal basis. Erste Group may act as a market maker in the financial instruments or
companies discussed herein and may also perform or seek to perform investment banking services for those companies. Erste
Group may act upon or use the information or conclusion contained in this publication before it is distributed to other persons.
This publication is subject to the copyright of Erste Group and may not be copied, distributed or partially or in total provided or
transmitted to unauthorized recipients. By accepting this publication, a recipient hereof agrees to be bound by the foregoing
limitations.
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