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Week Ahead

Focus: Brexit, ECB Governing Council Meeting, Eurozone PMIs

Analysts: . .

Rainer Singer Brexit goes into next round

rainer.singer@erstegroup.com

Gerald Walek By Monday, Theresa May must present Plan B to the British Parliament for
gerald.walek@erstegroup.com how to proceed after the clear rejection of the divorce package negotiated

with the EU. It currently does not look like there will be any magic bullet.
Rather, the Prime Minister will have to laboriously sound out all parties to
see if a majority can be found for an amended deal. A new proposal will then
be put to the vote on January 29. It is our view that the chances of success
are poor. The EU has already signaled that there is little room for maneuver
in negotiations and Theresa May will have to bring significantly more than
100 MPs to her side after the devastating defeat this week. Labour, the
largest opposition party, has already announced that it will not enter into
talks. In addition, the clock is ticking. There are already only 70 days left
before Brexit if negotiations are not extended, which requires unanimous EU
approval, or if Brexit is called off, which the UK could decide unilaterally. The
latter seems very unlikely.

After the failure of the vote in the British Parliament this week, there are
several options on the table. At the moment, however, there are none in
sight on which the British Parliament could agree. Even if there were, any
agreement would still have to be approved by the other 27 Member States.
Time is really running out. Delaying Brexit by a few months is therefore
becoming an increasingly probable option. But the British government would
have to promise a concrete plan to the EU. Since Parliament obviously may
not succeed in this and neither Parliament nor government want a Hard
Brexit, the only viable way seems to consult the people again, despite all the
reservations against a second vote. If this also cannot be agreed upon, only
Hard Brexit remains. However, Hard Brexit is not the most likely option for
us, as it is currently the only alternative against which there is a broad
majority in the British Parliament.

With every day that passes without a solution being found, the markets will
increasingly prepare for the most unpleasant scenario. The markets are
certainly worried at the moment, but we do not yet see Hard Brexit as being
priced in. This would mean support for government bonds with the highest
ratings (especially in the Eurozone) as well as the US dollar and the Swiss
franc. We do not see any breakthrough in negotiations in the near future.
The closer we get to March 29, the more sensitive the markets will be to the

Major Markets & Credit Research foreseeable changing events of the coming Brexit negotiations. The

Gudrun Egger, CEFA (Head) uncertainty on the markets should therefore increase for the time being, and

_ , , _ if a solution is found, it will probably be relatively close to March 29.
Rainer Singer (Senior Economist EZ, USA)
Gerald Walek, CFA (Economist EZ)
Margarita Grushanina (Economist AT)

How will ECB Council react to the deteriorating
environment?

Note: Past performance is not necessarily
indicative of future results.
The ECB Governing Council will meet next Thursday. Market attention will
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focus on how the Council reacts to the deterioration in the environment.
After the last meeting on December 13, the sell-off on stock markets
accelerated. In addition, the outcome of the Brexit negotiations has become
more uncertain and the economic data has remained weak. From an
economic point of view, however, it was positive that oil prices remained low
and that in France, in the wake of the Yellow Vest protests, the government
lowered taxes and raised the minimum wage, although this will increase the
deficit.

At the last meeting of the ECB Council, the deterioration in the environment
had not led to a change in the assessment of the distribution of risks to the
economy, which were still described as balanced. However, it was added
that the risk distribution was moving downwards. The second formulation
chosen to respond to the worsening environment was one of continued
confidence with increasing caution. If the Governing Council changes
anything next week, it will probably be a tightening of these wordings, which
is quite likely. Market reaction to this is possible, but it should be muted, as
sentiment is already depressed. The cornerstones of the outlook for
monetary policy should, on the other hand, remain unchanged. They still
offer the Governing Council so much time that no immediate reaction to the
deteriorating environment is necessary. This is all the more likely as the next
ECB economist forecasts will not be available until March and these are an
important basis for decision-making. The statements that key interest rates
are expected to remain unchanged at least through the summer and that
reinvestments of the repayments of the securities portfolio will continue long
after the first interest rate hike should therefore remain unchanged.

At the press conference, President Draghi could still be asked about a new
ECB liquidity program. The background to this question is that from June
2019 the term of the TLTROs of the ECB will begin to fall below one year.
This means that banks will no longer be able to use these funds to calculate
the net stable funding ratio (liquidity reserve). Banks will therefore need
financing with a longer term. The question is whether these will come from
the ECB. If not, then banks would have to borrow these funds via the capital
market and would probably repay the TLTROs prematurely. This would
mean that part of the liquidity generated by the ECB in the course of fighting
the crisis would disappear. At the same time, however, the ECB will
consider how much longer it wants to commit itself to such a high supply of
liquidity. The first TLTRO maturity is in June 2020 and amounts to EUR
399bn. During the following three quarters a further EUR 343bn will be due.

Will Eurozone industrial sentiment fall further?

Next week (January 24) the first flash estimate of Eurozone industrial
sentiment for January will be released. In December, sentiment fell to its
lowest level since February 2016. The poor sentiment is due to several
factors. For example, the automotive sector, which is important for some
countries, is struggling not only with economic headwinds, but also with
structural problems, which are additionally affecting production and sales. In
addition, export orders have fallen significantly as a result of the global trade
conflict. The problems are now clearly visible in the Eurozone industrial
production data for October and November last year. On average, industrial
production fell by 0.7% in this period compared to the average of the
previous quarter. Germany and France were the main contributors. This is
already visible in Germany's weak GDP data for 2018 (GDP growth fell from
+2.2% to +1.5% in 2018).

Page 2



Erste Group Research

Week Ahead | Major Markets | Eurozone, USA

18. January 2019

Emerging Markets currency index vs.
commodity price index

1750
1700
1650
1600
1550
1500
1450

1400

1350
J-13 J-14 J-15 J-16 J-17 J-18 J-19
—MSCI-EM Currency Index ~ —CRB Commodity Index rhs

Source: Bloomberg, Erste Group Research

Major Markets & Credit Research

510

- 490

- 450

430

410

390

370

350

As global economic environment continues to be marked by major
uncertainties, we expect industrial sentiment in the Eurozone to stabilize at
December’s low level. Accordingly, we assess the immediate growth
prospects for the Eurozone as subdued. To transform the situation into a
positive one, the Eurozone is dependent on impetus from global trade. The
data situation for the outlook for world trade is currently unclear. The
currencies of the emerging markets have been on an upward trend against
the US dollar since November last year. This indicates that capital is flowing
into these economies and improving the growth prospects of these
countries, which in turn would benefit global trade. On the other hand, the
continuing restrained development of raw material prices does not yet
indicate an acceleration of economic momentum at the global level.
However, if commodity prices were to rise as well, we believe that the
growth outlook for the Eurozone export sector would improve significantly.
This would also benefit the domestic economy of the Eurozone.
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Forex and government bond markets

Exchange rates EUR: USD, CHF, GBP and JPY
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Economic calendar
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Forecasts *

GDP 2017 2018 2019 2020
Eurozone 24 1.9 1.5 1.4
us 2.3 2.9 2.3 2.1
Inflation 2017 2018 2019 2020
Eurozone 1.5 1.7 1.7 1.7
us 2.2 2.4 1.8 1.9
Interest rates current Mar.19 Jun.19 Sep.19 Dec.19
ECB MRR 0.00 0.00 0.00 0.00 0.25
3M Euribor -0.31 -0.30 -0.30 -0.10 0.10
Germany Govt. 10Y 0.25 0.50 0.70 0.80 1.00
Swap 10Y 0.80 0.80 1.00 1.10 1.30
Interest rates current Mar.19 Jun.19 Sep.19 Dec.19
Fed Funds Target Rate* 2.40 2.38 2.63 2.88 3.13
3M Libor 2.78 2.70 2.90 3.20 3.40
US Govt. 10Y 2.75 2.90 3.10 3.30 3.50
EURUSD 1.14 1.11 1.12 1.14 1.16

*Mid of target range

In case of changes to our forecasts compared to the previous issue, arrows show the direction of the change.
Source: Bloomberg, Erste Group Research

! Note: By regulations we are obliged to issue the following statement: Forecasts are no reliable
indicator of future performance.
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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") independently and objectively 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 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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