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Euro area — headline inflation expected to increase to 0.6% yly in
October

On October 31, the first inflation (HICP) flash estimate for October will be
released. We expect an increase from 0.4% y/y reported in September to
0.6% yly in October. The oil price, which is a crucial driver of the energy
component, trades at a higher level compared to October of last year. As
a result of this, for the first time this year the annual rate of change in the
oil price is clearly positive, which should be reflected in an increase in the
energy component (rising energy prices). The core inflation rate responds
more sluggishly, as it does not contain the energy component and we
therefore estimate it to remain at a low level of slightly below 1% yly.
Apart from a slightly rising oil price, the weak euro has an impact on the
trend in the inflation rate as well. In the short term it drives up import
prices. In the medium term the weaker euro is making exports more
affordable, which supports the export sector and with that economic
growth.

The economic recovery we expect is the reason we are forecasting a
moderate increase in the core inflation rate. We are forecasting core
inflation to rise slightly to 1.3% on average in 2017. In combination with
the uptrend in oil prices we anticipate an increase in headline inflation
to 1.5% - 1.6% y/y on average in 2017.

Euroarea: 3Q 2016 GDP growth expected at 1.5% y/y

Next week (Oct. 31), a first 3Q16 GDP flash estimate for the euro zone
will be released. In 2Q16, growth of the Eurozone (1.6% y/y) cooled
slightly. Consumption as well as investments lost some of their
momentum and foreign trade continued to weigh on growth.

Based on leading indicators, we expect a further slight slowdown in
growth in the euro zone in 3Q16 to 1.5% y/y. Economic sentiment
suffered especially in July and August from the Brexit vote, but has
recovered markedly since September. For 2016 as a whole, we continue
to expect GDP growth of 1.5%.

We expect further hints regarding a US rate hike in December

At the meeting of the Federal Open Market Committee (FOMC) next week
we don't expect any change in policy rates. There will be no press
conference by Fed chair Janet Yellen after the upcoming meeting. This is
no reason to rule out a rate hike, but in conjunction with economic data
releases in recent weeks which haven't increased the pressure to act and
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a generally cautious FOMC, it suggests all in all that the next rate hike will
likely be implemented in December. At its last meeting the FOMC stated
that it wanted to wait for additional evidence indicating progress toward
achieving its goals. Since then the data have by and large shown that
existing trends are continuing. Economic growth appears to have
accelerated in the third quarter compared to the second quarter. Payrolls
grew at approximately the same pace in September as in the previous
month. While this represented a slowdown in jobs growth compared to
June and July, it is still sufficient to trigger a decline in the unemployment
rate over the medium term. However, the unemployment rate has failed to
decline lately, which at least some FOMC members should regard as
evidence for additional slack in the labor market. This removes pressure
from the FOMC to take immediate action. Thus we expect that the
wording of the FOMC statement will be slightly more hawkish, so as to
reinforce expectations regarding a December rate hike. This should have
fairly little effect, since the federal funds futures market is already pricing
in a very high rate hike probability. Looking beyond the short term factors
currently determining US monetary policy, we regard the level of policy
interest rates as too low for the current stage of the business cycle. With
full employment achieved and the federal funds rate only slightly above
zero there is considerable risk of a surprise surge in inflation, which would
force the markets to abruptly adjust their interest expectations.

A wide range of decisions is possible for the ECB C  ouncil in
December

In the wake of the meeting of the ECB Council last week, the future
course of monetary policy remains uncertain. Once again a decision over
the fate of the securities purchase program has been postponed. It was
announced though that a decision would be taken in December, in
conjunction with possible changes to the program's specifications.

Mario Draghi confirmed in his statements that the ECB would maintain its
extremely loose monetary policy beyond March 2017. Draghi referred to
hitherto not detectable signs of a revival in inflation apart from energy
prices and emphasized that he and the ECB Council were looking for a
lasting, self-sustaining increase in the pace of inflation.

It has never been in doubt that the ECB's extremely accommodative
monetary policy would continue beyond March 2017. The question is
though, what is really meant by substantial amount of monetary support,
as the ECB puts it? This can mean many things. The possibilities range
from an extension of the purchases at their full current size, to a gradual
tapering of the purchases beginning March, as well as possibly the
adaptation of other existing programs (TLTRO). In addition to this, the
purchase program's specifications have to be changed. These changes
will obviously have to be consistent with the ECB Council's medium term
intentions with respect to monetary policy.

It is therefore highly uncertain what decision the ECB Council will take in
December. It could well be that Draghi failed to provide clear guidance
regarding the future course of monetary policy because the opinion-
forming process within the Council hasn't officially concluded yet. Draghi
mentioned that changes to monetary policy and with that the potential
extension of the duration of the asset purchase program were not even
discussed at the meeting.

This should change at the December meeting though. The Council will
have to take into account a plethora of factors on that occasion.
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Undoubtedly progress toward achieving price stability (an inflation rate
close to, but below 2%) — and this is clear from Draghi's statements — is
exceedingly slow. At the same time, it has to be questioned whether an
improved economic environment justifies the same extent of monetary
policy support as a weaker one. And the environment has improved. The
economy has held up well in the course of the year despite facing
headwinds (China, Brexit referendum), inflation is set to increase, and the
risk of second round effects on prices due to low oil prices has
disappeared. ECB economists are highly likely to raise their inflation
forecasts for coming years, as a higher oil price and a weaker euro
exchange rate enter into their analysis (prices in early November will be
decisive in this context). Moreover, the Council has to take into account
that as the combination of negative interest rates and securities
purchases continues, the pressure on banks keeps growing, which could
potentially have a negative impact on credit availability. In addition to this,
the available supply of securities in the bond markets will - sooner or later
- inevitably place limits on what is possible in terms of asset purchases.

Up until the press conference our assumption was that a gradual
reduction in the ECB's securities purchases would begin in April, with the
program concluding in the fall. Draghi's recent statements, particularly
with respect to the trend in inflation, have however increased the
probability that the ECB will adopt a more cautious approach. The ECB
might for example stretch out the tapering process over an entire year, or
decrease the volume of its monthly purchases in an initial step, but
subsequently leave it unchanged for the time being. What we continue to
regard as unlikely is that the purchases will be extended by six months at
their full size of EUR 80 bn. per month. This appears to be the opinion of a
majority of market participants though, which should eventually be
adjusted. We therefore continue to expect an increase in bond yields,
although we are revising our yield forecast slightly downward in light of the
shift in risks. The eventual bond market correction could be quite jarring,
considering very high starting levels and the one-sided positioning of
market participants.
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Economic calendar

Date
28-Oct

31-Oct
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3-Nov
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Time
7:30
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9:00

10:00
11:00

14:00

14:30
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n.a.
11:00
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9:45
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13:30
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FR
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AT
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EA
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DE
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us
DE
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EA
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EA

IT
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EA
us
EA
us
us
us
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Release

GDP yly
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Inflation yly
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GDP yly

PMI Manufacturing
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Univ. Michigan Index
Retail Sales yly
Inflation yly
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GDP yly
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PMI Manufacturing
PMI Manufacturing
PMI Manufacturing
PMI Manufacturing
PMI Manufacturing
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ADP Employment
Target Rate
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ISM Non-Manufacturing
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Wages yly
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Period
3QA
3QA
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Sep
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3Q
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Oct
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OctP
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3QA
Sep
Sep
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Oct
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OctF
OctF
Oct

Sep
Oct
Sep
Oct
Sep
Oct
Oct

Consens Prior
1.2% 1.3%
0.3% -0.1%
0.2% -0.2%

-2.0%

0.6% 0.5%
-1.8%

0.3%

1.2%
53.5index

-7.0index  -8.0index

104.8index 104.9index

0.6% 0.5%
0.1% 0.0%
2.5% 1.4%
88.4index  87.9index
2.1% 3.7%
0.1%
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1.9%
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-1.1%
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50.1index  50.lindex
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0.50% 0.50%

10.1%
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-2.1%

2.6% 2.6%
-42m -41m
4.9% 5.0%
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FORECASTS?
GDP 2013 2014 2015 2016 2017
Eurozone -0.2 11 19 15 17
us 1.9 2.4 24 1.7 1.9
Inflation 2013 2014 2015 2016 2017
Eurozone 13 0.5 0.1 0.3 15
us 15 1.6 0.1 13 19

current Dec.16 Mar.17 Jun.17 Sep.17
ECB MRR 0.00 0.00 0.00 0.00 0.00
3M Euribor -0.31 -0.30 -0.30 -0.25 -0.03
Germany Govt. 10Y 0.17 0.30 0.50 0.80 0.80
Swap 10Y 0.51 0.60 0.80 1.10 1.10

current Dec.16 Mar.17 Jun.17 Sep.17
Fed Funds Target Rate* 0.41 0.63 0.88 1.13 1.38
3M Libor 0.89 0.94 1.19 1.44 1.70
US Govt. 10Y 1.85 2.10 2.30 2.60 2.70
EURUSD 1.09 1.10 112 1.14 1.16
*Mid of target range

current Dec.16 Mar.17 Jun.17 Sep.17
Austria 10Y 0.35 0.50 0.70 1.00 1.00
Spread AT - DE 0.18 0.20 0.20 0.20 0.20

Source: Bloomberg, Erste Group Research

1 . . . . .
By regulations we are obliged to issue the following statement: Forecasts are no reliable

indicator for 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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