Erste Group Research

Week ahead | Macro, Fixed Income | Eurozone, US

01 July 2016

Week ahead

ERSTESS

Group

Brexit — Brits hesitate to trigger leave process
Eurozone — Inflation surprises on the upside in June
Emerging Markets — industry sentiment remains subdued in June

Analysts:

Gerald Walek
gerald.walek@erstegroup.com

Katharina Bohm-Klamt

katharina.boehm-klamt@erstegroup.com

Major Markets & Credit Research

Gudrun Egger, CEFA
(Head)

Rainer Singer
(Senior Economist Eurozone, US)

Gerald Walek, CFA
(Economist Eurozone)

Katharina Bohm-Klamt
(Quantitative Analyst Eurozone)

Margarita Grushanina
(Economist Osterreich)

Brexit — British PM steps down, uncertainty about next steps

Already last Friday, David Cameron announced his resignation by
October in response to the Brexit decision. Thus, the referendum has
already triggered a political crisis in the UK. Cameron also made clear
that, under his leadership, the leave process will not be triggered. It is thus
clear that the UK will need a reshuffle of its government before any
negotiations with the EU can even start. Even snap elections cannot be
ruled out at this stage. The process is even more complex, since the
steep market reactions have spread uncertainty among the British people.
But across the British Channel, the referendum has left its mark as well
and the leaders of the European Commission and the European
Parliament have been exposed to criticism.

It seems as if the politicians in the UK have been taken by surprise by
the outcome of the referendum and now have to adapt to the new
situation. One thus has to expect that some time will pass until the
withdrawal negotiations will start officially. In addition, some sources say
that it might be possible that, under certain conditions (snap elections or
renegotiations), the UK might never trigger the leave process. In any
case, the economic damage has already been done. The significant
decline of the British pound (30-year low vs. the USD) indicates that
investors have already started to withdraw capital from the UK in light of
the heightened uncertainty. Companies and investors will not wait with
their decisions until the UK and EU have reached an agreement. We thus
expect that the UK economy will already in 3Q experience a
significant slump in growth. The Eurozone, however, should in
comparison develop better; we expect just subdued growth in 3Q.
According to media reports, ECB head Draghi has this week told the
heads of European governments that the ECB expects weaker economic
growth (0.3-0.5%) for the Euro Area over the next three years.

In general, the uncertainty caused by the political instability remains
high. We expect that several elections due over the course of the next
12 months in different countries will have a substantial impact on
financial markets. First of all, the US is going to elect a new president in
November this year. Due to the extreme positions of Republican
candidate Donald Trump, these elections could be explosive. From the
perspective of the Eurozone, the elections in the Netherlands
(Parliament) and France (president) next spring will be in focus, since
in both countries, populist parties are on the rise. However, it remains to
be seen if the current political and economic chaos in the UK dampens
the support for the populist parties in the Netherlands or France. Finally, in
autumn 2017, parliamentary elections in Germany are due; they will also
be of global interest.
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Eurozone: Inflation
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Eurozone —inflation (+0.1% y/y) surprises on upside in June

The flash estimates for inflation and core inflation released this week
surprised on the upside. Total inflation for June stood at +0.1% y/y (vs. -
0.1% yly in May) and core inflation came in at +0.9% y/y (+0.8% y/y in
May). For headline inflation, the energy component plays a major role,
which, given the positive oil price development (stabilization), has exerted
less downward pressure compared to previous months. With regard to
core inflation, it can be seen that services seem to have stabilized at close
to +1.0% yly. Industry goods displayed less positive development, with
price changes declining further, to +0.4% yl/y (previously +0.5% yly).

In light of the current robust economic recovery, an increase in core
inflation should be expected. The recovery in core inflation has, however,
stalled since mid/end-2015. This suggests that second-round effects are
starting to play a role. In concrete terms, it seems that the low oil prices
are affecting core inflation via production costs and production prices.
Producer prices are currently 4% below levels from last year. Weak
development of wage growth can also be an indicator of second-round
effects. Faced with low inflation expectations, employees command lower
wages and the high unemployment rate further weakens the bargaining
position of employees. In order to prolong the trend of a declining
unemployment rate, a stable economic recovery and structural reforms in
many Eurozone countries are required.

Based on current oil prices, the economic recovery, low inflation
expectations and the political situation, we forecast core inflation of
+0.9% yly by the end of 2016 and an increase to +1.2% y/y by the end
of 2017. For headline inflation, we forecast an average level of
+0.3% yly for 2016 and +1.3% y/y for 2017.

Emerging markets — industry sentiment remained subdued in June

Unlike in the Eurozone, industry sentiment remained subdued in major
emerging markets in June. Only in Russia, supported by a stabilizing
crude oil price in a range of USD 45-50 per barrel, was a significant
improvement visible. Also in India, the data points to growth of industrial
production.

The published data shows that the Eurozone cannot expect significant
growth impulses from emerging markets. Due to structural issues in
several of these countries, we do not expect a clear improvement of
the situation during the next few quarters. Nevertheless, the situation
has stabilized for the time being.
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Forex and government bond markets
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Economic calendar

Date Time Ctry  Release Period Consens Prior
1-Jul 3:45 CN PMI Manufacturing Jun 49.2index  48.6index
9:500 FR PMI Manufacturing Jun F 48.0index  47.9index
9:45 IT PMI Manufacturing Jun 52.4index 52.4index
9:55 DE PMI Manufacturing Jun F 54.1lindex 54.4index
10:00 EA PMI Manufacturing Jun F 52.4index 52.6index
11:00 EA Unempl. Rate May 10.1% 10.2%
16:00 us PMI Manufacturing Jun 51.2index 51.3index
4-Jul 11:00 EA PPI yly May -4.1% -4.4%
5-Jul 11:00 EA Retail Sales yly May 1.7% 1.4%
16:00 us Durable Goods Orders May F -2.2% -2.2%
6-Jul 14:30 us Trade Balance May -40m -37m
16:00 us ISM Non-Manufacturing Jun 53.4index 52.9index
7-Jul n.a. CN Forex Reserves Jun 3164bn 3192bn
8:00 DE Ind. Prod. yly May -0.1% 0.8%
8:45 FR Trade Balance May -5219m
FR CABalance (m) May -2821m
14:15 us ADP Employment Jun 151.6thd  173.2thd
14:30 us Jobless Claims - 266.8thd  268.0thd
8-Jul n.a. FR Cap Util. Jun 78.5%
8:00 DE CABalance (m) May 26m 29m
DE Trade Balance May 24m 26m
8:45 FR Ind. Prod. yly May 0.7% 1.9%
14:30 us Wages yly Jun 2.7% 2.5%
UsS Unempl. Rate Jun 4.8% 4.7%

Source: Bloomberg, Erste Group Research
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FORECASTS
GDP 2013 2014 2015 2016 2017
Eurozone -0.5 0.9 15 1.3 1.6
us 1.9 2.4 2.4 1.9 1.9
Inflation 2013 2014 2015 2016 2017
Eurozone 1.3 0.5 0.1 0.3 15
us 15 1.6 0.1 1.3 1.9

current Sep.16 Dec.16 Mar.17 Jun.17
ECB MRR 0.00 0.00 0.00 0.00 0.00
3M Euribor -0.29 -0.25 -0.25 -0.25 -0.22
Germany Govt. 10Y -0.13 0.10 0.50 0.90 1.20
Swap 10Y 0.35 0.40 0.80 1.20 1.50

current Sep.16 Dec.16 Mar.17 Jun.17
Fed Funds Target Rate* 0.41 0.38 0.63 0.88 1.13
3M Libor 0.65 0.66 0.94 1.19 1.44
US Govt. 10Y 141 1.60 2.10 2.40 2.80
EURUSD 111 112 1.10 112 1.14
*Mid of target range

current Sep.16 Dec.16 Mar.17 Jun.17
Austria 10Y 0.19 0.30 0.70 1.10 1.40
Spread AT - DE 0.32 0.20 0.20 0.20 0.20
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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