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Inflation on target but still too early to discuss tapering

6 March 2017

We expect the ECB to maintain its dovish stance at the meeting this week although
inflation has reached the 2% target. The reason why we do not expect the ECB to react
to the stronger inflation figure is that it is driven by the volatile energy and unprocessed
food price inflation, whereas the underlying price pressure remains weak. The ECB has
said it will not change its monetary policy based on such a rise in inflation and in the
introductory statement from the latest ECB meeting it was communicated that ‘the
Governing Council will continue to look through changes in HICP inflation if judged to be
transient and to have no implication for the medium-term outlook for price stability .

Along the same lines, President Mario Draghi has defined four objectives which are
relevant for the ECB’s monetary policy stance. These include that any rise in inflation
is 1) affecting the medium-term horizon, 2) a durable convergence, 3) a self-sustained
convergence (without the extraordinary monetary policy support) and 4) for the whole of
the eurozone. While inflation is higher across euro area countries, it is much less clear for
the ECB whether the first three conditions are also fulfilled, hence we expect the ECB to
stick to its dovish stance while assessing the medium-term impact on inflation.

We expect core inflation will have to exceed 1.0% for a number of months before the
ECB will announce tapering of its QE purchases. This follows as executive board
member Benoit Cauré at the end of last year said ‘we are still waiting for signs that core
inflation is on the rise and will clearly exceed 1% . Our forecast for core inflation is it will
be 0.9% on average this year and only go slightly above 1.0% at the very end of the year,
implying the ECB, in our view, will not announce tapering of its purchases this year. We
still believe the ECB will extend its QE purchases beyond December 2017.

Despite the need for a continued accommodative monetary policy stance, the ECB is
facing some challenges related to its QE purchases. Partly as a result of the ECB’s
purchase patterns there has been a fall in short-end German yields at the beginning of this
year, where the ECB has allowed itself to buy bonds yielding below the deposit rate.
Regarding the future ECB QE purchases, the latest communication from the ECB shows it
is very reluctant to allow a change to the 33% issue/issuer limit due to both legal and price
formation issues.

From a market perspective, expectations are very low with a zero probability of a
move in the deposit rate at the upcoming meeting. The market is pricing a 50%
probability of a full 10bp hike in January next year, which in our view is premature.

Looking further ahead, a first step from the ECB when initiating a less
accommodative monetary policy stance could be to remove its forward guidance.
Currently, the ECB communicates that policy rates are expected ‘to remain at present or
lower levels for an extended period of time, and well past the horizon of our net asset
purchases’ and at some point in time the ECB will start stating that policy rates should not
go lower, but stay at present levels for an extended period of time. Likewise, the ECB could
at some point in time remove its easing bias related to the QE purchases where it currently
communicates that it stands ready to increase its QE in terms of size and/or duration.

Important disclosures and certifications are contained from page 8 of this report.
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Inflation at 2% target but core inflation
is still too low to discuss tapering
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Very low short-end German yields
partly due to ECB’s purchase pattern
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Our expectations for the ECB meeting

Markets

We expect the ECB to stick to a dovish tone even though inflation is back at the 2% target for
the first time since January 2013 and the higher inflation is seen across euro area countries.

Inflation at ECB's 2% target but it is set to be very temporary

Higher inflation across countries but also temporary
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The main argument for a continued dovish stance is there are still no signs of underlying price

pressure, which will be highly dependent on a pick-up in wage pressure.

The closing output gap points to higher core inflation...
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..but as long as wages are low core inflation will also stay low
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In our view, the ECB’s wage forecast is hopeful and due to slack in the labour market in the
periphery countries the ECB will likely revise its wage forecast lower instead of start tapering.

Philips curve shows that the ECB’s wage forecast is hopeful
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Monetary conditions

Market expectations are very low with zero probability of a deposit rate hike. The market is
currently pricing a full 10bp hike already in mid-2018 and a 50% probability of a hike in January.

Market expectations of rate hikes have increased further ECB anchors the short-end, yields have risen in the longer end
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The minutes from the ECB meeting in December revealed the ECB expected a steeper yield
curve — the new purchase pattern has been part of the reason why short-dated yields dropped.
The ECB expected a steeper yield curve in December Very low short dated yields partly due to the ECB’s purchases
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The effective euro is unchanged since the beginning of 2016 despite the political events in the
UK and US and large moves in bilateral exchange rates.

The effective euro has not moved much on political events The effective euro is unchanged since beginning of 2016
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Survey and market-based inflation expectations

Markets

Market pricing of medium-term inflation — 5Y5Y inflation swap — has picked-up from its very
low level but it has still not reached 2% and is only around QE announcement level.

5y5y inflation expectations around QE announcement level
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Longer dated inflation expectations have risen with spot

250 % : . 5
Historic inflation curve

2.00
1.50
1.00

0.50

0.00 - T T T T T T T T T T
-0.50

-1.00
Oy Sy 10y 15y 20y 25y 30y 35y 40y 45y 50y
—e— Current < Average since 2014 — Max/min since 2014

Source: Bloomberg, Danske Bank Markets

The rise in spot inflation has affected market based inflation expectations in longer tenors but

longer-dated survey based inflation expectations are still at low levels.

Higher spot inflation has affected the entire inflation curve
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Survey-based inflation expectations have not picked-up yet
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Close to 35% of the respondents in the ECB’s Survey of Professional Forecasters still expect

inflation to stay below 1.5% in five years time.

A high share of SPF expects inflation below 1.5% in long term
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The distribution has shifted to expecting lower inflation
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ECB's inflation projection

Markets

Draghi has described the latest ECB inflation projection as ‘not really’ being close to the target.
A higher near-term inflation forecast should not reflect higher underlying price pressure.

Higher inflation but ‘not really’ close to the ECB’s 2% target
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Headline inflation is overshooting the ECB's projection
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The current overshooting of the ECB’s inflation projection is driven by the oil price base effects

together with a strong increase in unprocessed food price inflation.

A modest oil price increase but base effects are supportive
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Highest food price inflation since 2013 - but likely temporary
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The ECB expects higher core inflation both this year, next year and in 2019 it should exceed its
historical average — these core inflation forecasts are in line with what the ECB usually expects.

The ECB expects strongly rising core inflation in coming years

% Coreinflation %

25 - -25
2.0 - -20
Historical average _ a
15 - 1.4
L4]
-
CE|
05 - -05

1 1 1 1 ' ' 1 1 1
2002 2004 2006 2008 2010 2012 2014 2016 2018

—Coreinflation — ECB core inflation forecast (Dec-16)

Source: ECB, Eurostat, Danske Bank Markets

The ECB usually expects 1.7% core inflation in medium-term
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Activity indicators

Markets

Survey based activity indicators have been very strong and are currently at levels where the ECB

historically has been tightening its monetary policy.

Very strong survey data pointing to stronger GDP growth

Manufacturing PMI at levels where the ECB previously hiked
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The strong activity indicators have implied the economic surprise index remains at a high level.
The unemployment rate also continues to decline and the level in 2004-6 will soon be reached.
The surprise index remains at a high level The unemployment rate is 0.7pp from the structural level
100 -Index Surprise index Index - 100 12 -% Unemployment rate % - 12
75 = 7B
50 - 50 11 - -11
e = BE 10 - -10
0 - o
-25 - 25 9=\ TR YN T ---- 9
28 = B 8 - Euro area - 8
75 - .75 NAIRU
-100 --100 7 - - 7
1 1 1 1 1 1 1 1 1 1 1 1
2012 2013 2014 2015 2016 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018
— Euro area economic surprise index ---Structural unemployment rate (EU commission) =—Unemployment rate
Source: Bloomberg, Danske Bank Markets Source: European Commission, Eurostat, Danske Bank Markets
The transmission of the accommodative monetary policy is working better than in a long time —
but according to the ECB ‘a very substantial degree of monetary accommodation is needed’.
Private sector bank lendingis increasing Costs of borrowing to the private sector are very low
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ECB’s members and their voting rights

The ECB Governing Council and their stance

ECB Executive Board
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ECB hawk-o-meter and the shift in voting rights in the Governing Council for 2017

ECB votingrights 2017
Governing Council ..
Members - Group 1 Do
Villeroy, France Dovish @ @ C) @ (’/) @ @ C)
Visco, Italy Dovish @ @ @ C) ) @ @ @ @
Knot, The Netherlands Hawkish @ @ @ C) @ @ () @ @
Weidmann, Germany Uber Hawkish @' ‘?\‘ '@ ‘C) @ '@ ‘() @ ‘()‘
Linde, Spain Dovish @ @ ('/) (,)‘ @' C") @ (V/' (")
Governing Council . Feb May Aug Nov
Smets, Belgium Hawkish-neutral &) @ @ ) @ @ @ @
Hansson, Estonia Neutral (@) @ W) @) ) @ @) @
Lane, Ireland Neutral @ @ @ @ @ (,) @ ()
Stournaras, Greece Dovish @ @' ‘(:)‘ '@ ‘()‘ @ @ @'
Georghadji, Cyprus Dovish @ C'/) ) @ ) @ @ @
Rimsevics, Latvia Neutral @ @ C) @ \\?/ @ @ @
Vasiliauskas, Lithuania Neutral @ @, @ @ () C) @ @ C”)
Reinesch, Luxembourg Neutral @ C) @ @ @ C) @ ()
Vella, Malta Dovish-neutral @ @ @' @ (") @ @ @
Nowotny, Austria Neutral @ (5] ‘(:)‘ @' @ '@ ‘(:)‘ '@ ‘(:)‘ '@
Costa, Portugal Dovish @ C'/) @ Cv/) @ C'/) (’{) C'/) (’{) C) c )
Jazbec, Slovenia Neutral () @ @ @ @ C) @ C) @ \") (3
Makuch, Slovakia Neutral @ (D @ @ @ @ @ (D @ C)
Liikanen, Finland Neutral () @ ‘()‘ C) () ‘()‘ () @ ()

Source: ECB, Danske Bank Markets, Note: all six members of the Executive Board have a vote each month
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Disclosure

This research report has been prepared by Danske Bank Markets, a division of Danske Bank A/S (‘Danske Bank’). The
author of the research report is Pernille Bomholdt Henneberg, Senior Analyst.

Analyst certification

Each research analyst responsible for the content of this research report certifies that the views expressed in the research
report accurately reflect the research analyst’s personal view about the financial instruments and issuers covered by the
research report. Each responsible research analyst further certifies that no part of the compensation of the research analyst
was, is or will be, directly or indirectly, related to the specific recommendations expressed in the research report.

Regulation
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rules and regulation of the relevant regulators in all other jurisdictions where it conducts business. Danske Bank is subject
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Financial models and/or methodology used in this research report

Calculations and presentations in this research report are based on standard econometric tools and methodology as well as
publicly available statistics for each individual security, issuer and/or country. Documentation can be obtained from the
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Risk warning

Major risks connected with recommendations or opinions in this research report, including a sensitivity analysis of relevant
assumptions, are stated throughout the text.
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None.
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See the front page of this research report for the date of first publication.

General disclaimer

This research has been prepared by Danske Bank Markets (a division of Danske Bank A/S). It is provided for informational
purposes only. It does not constitute or form part of, and shall under no circumstances be considered as, an offer to sell or
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or other financial instruments of any issuer mentioned herein and/or options, warrants, rights or other interests with respect
to any such financial instruments) (‘Relevant Financial Instruments’).

The research report has been prepared independently and solely on the basis of publicly available information that Danske
Bank considers to be reliable. While reasonable care has been taken to ensure that its contents are not untrue or misleading,
no representation is made as to its accuracy or completeness and Danske Bank, its affiliates and subsidiaries accept no
liability whatsoever for any direct or consequential loss, including without limitation any loss of profits, arising from
reliance on this research report.

The opinions expressed herein are the opinions of the research analysts responsible for the research report and reflect their
judgement as of the date hereof. These opinions are subject to change, and Danske Bank does not undertake to notify any
recipient of this research report of any such change nor of any other changes related to the information provided in this
research report.

This research report is not intended for, and may not be redistributed to, retail customers in the United Kingdom or the United
States.

This research report is protected by copyright and is intended solely for the designated addressee. It may not be reproduced
or distributed, in whole or in part, by any recipient for any purpose without Danske Bank’s prior written consent.
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Disclaimer related to distribution in the United States

This research report was created by Danske Bank A/S and is distributed in the United States by Danske Markets Inc., a U.S.
registered broker-dealer and subsidiary of Danske Bank A/S, pursuant to SEC Rule 15a-6 and related interpretations issued
by the U.S. Securities and Exchange Commission. The research report is intended for distribution in the United States solely
to ‘U.S. institutional investors” as defined in SEC Rule 15a-6. Danske Markets Inc. accepts responsibility for this research
report in connection with distribution in the United States solely to ‘U.S. institutional investors’.

Danske Bank is not subject to U.S. rules with regard to the preparation of research reports and the independence of research
analysts. In addition, the research analysts of Danske Bank who have prepared this research report are not registered or
qualified as research analysts with the NYSE or FINRA but satisfy the applicable requirements of a non-U.S. jurisdiction.
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