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Summary

ECB meeting recap: the ECB kept all of its policy rates unchanged and
announced that it will start buying ABS and covered bonds starting in Q4,
even though it did not provide a target size for its monthly/quarterly or total
purchases. Comment: even though the ECB did not reinforce its recent focus on
balance sheet expansion and provided perhaps fewer details than some had
hoped for, this should not be read as backtracking in our view. In particular, ECB
President Draghi indicated several times that the ECB is concerned that inflation
undershoots may continue, e.g. by highlighting that recent inflation undershoots
had been driven by the weak economy (rather than falling commodity prices or
the strong exchange rate). In our view, continued inflation undershoots relative to
the ECB’s forecasts will trigger further easing and we expect a government-bond
focused QE programme to be announced in Q4 or early in 2015. See also ECB:
‘Let’s See’ First, But Leaves Door Open To QE.

Italy — government to provide guarantees to support ECB purchases of ABS
mezzanine tranches, reports //Sole24Ore.

Greece — ABS/covered bond purchases by ECB only in case of EU/IMF
programme. Draghi confirmed yesterday that the ECB will buy ABS/covered
bonds originating from Greek assets, even if they do not meet the minimum
rating criteria of BBB-, but only if the country is under an EU/IMF programme,
thus jeopardising the government’s intention to exit all bailout credit lines (EFSF
and IMF) in December.

EU's Moscovici tells MEPs he will apply the EU budgetary rules to the letter
and will not give France any special dispensation

German FM Schéuble calls for EU Fiscal Commissioner with power to block
national budgets and also for limited Treaty Change.

German MPs criticise ECB decision to buy ABS, as it transfers risks from
banks to taxpayers.

France: Hollande says 1% GDP growth in 2015 is realistic, while Italy's
Renzi supports Paris decision to slow the pace of deficit reduction.

Greece — DIMAR to vote against presidential candidate, early election in
2015 increasingly likely due to the lack of a qualified majority for the governing
coalition to elect its presidential candidate.

Greece - confidence vote planned for next Friday, government reportedly
confident of passing it.
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ECB: ‘Let’s See’ First, But Leaves
Door Open To QE

2 October 2014

ECB does not reinforce focus on
balance sheet increase, but that should
not be read as backtracking, in our view.
We continue to expect a QE
programme, mostly focused on
government bonds, to be announced in
late-2014 or early 2015. ABSPP and
CBPP3 details: i) no details on overall or
monthly/quarterly target size, ii)
minimum programme duration of two
years, iii) minimum rating of BBB-, iv) for
Greek and Cypriot assets, the rating
threshold does not apply as long as they
are in an EU/IMF programme (as for the
ECB'’s repo operations). Restrictions
also apply to junior ABS tranches,
retained ABS and ABS not based on
non-financial sector private loans.
Draghi highlighted that recent inflation
undershoots have been driven by weak
aggregate demand. This suggests that
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Today’s News in Detail

ECB recap: At its October meeting, the ECB kept all of its policy rates
unchanged and did not provide a target size for its monthly/quarterly or
total ABS and covered bonds purchases. It announced that covered bonds
purchases would begin in the second half of October and ABS purchases at
some point in Q4. Among the criteria for ABS and covered bonds to be eligible
for ECB purchases is a minimum rating of BBB-. But the ECB noted that it will
exempt Greek and Cypriot ABS and covered bonds from this rating requirement,
as long as they are in an EU/IMF programme (consistent with the temporary rules
it applies to Greek and Cypriot sovereign collateral in its repo operations). The
ECB also announced that it will buy senior ABS tranches (based on non-financial
private sector loans) as well as “guaranteed mezzanine tranches”, with details on
the eligibility criteria for the guarantees to be announced at a later stage. It is
possible, in our view, that only some Eurozone countries will choose to
guarantee mezzanine ABS tranches, in which case the ECB would only be ready
to buy mezzanine tranches from these countries (also see story on Italy below).
Comment: even though the ECB did not reinforce its recent focus on balance
sheet expansion and provided perhaps fewer details than some had hoped for,
this should not be read as backtracking, in our view. In particular, ECB President
Draghi indicated several times that the ECB is concerned that inflation
undershoots may continue, e.g. by highlighting that recent inflation undershoots
had been driven by the weak economy (rather than falling commaodity prices or
the strong exchange rate). In our view, continued inflation undershoots relative to
the ECB’s forecasts will trigger further easing and we expect a government-bond
focused QE programme to be announced in Q4 or early in 2015. See also ECB:
‘Let’s See’ First, But Leaves Door Open To QE.

>> Back to the Top

Italy — government to provide guarantees to support ABS purchases by
ECB, //Sole240re reports. According to the newspaper, the Italian government
and the Bank of Italy are working on a plan to provide state guarantees for the
junior ABS tranches, making them eligible for ECB purchases. Comment: Italy
has long been searching for ways to boost the ABS market in an attempt to end
the credit crunch. Despite the high level of public debt, providing state
guarantees on lower-rated ABS tranches could prove quite a powerful tool to
revive credit flows in the Italian economy, given deteriorating credit quality, high
concentration of SMEs and their very high reliance on bank financing.

>> Back to the Top

Greece — ABS/covered bond purchases by the ECB only if Greece is in
EU/IMF programme. ECB President Draghi confirmed yesterday that the ECB
will be buying ABS/covered bonds originated from Greek (and Cypriot) assets,
even if they do not meet the minimum rating criteria of BBB-, if the country is
under an EU/IMF programme. The same temporary suspension of the rating
criterion for Greece and Cyprus applies for the eligible collateral in the open
market operations. Comment: this ECB move will jeopardise the Greek
government’s intention to exit the bailout programme (both the EFSF and the IMF
sides) at the end of this year. The European part of the second bailout
programme is ending in Dec-14, while IMF disbursements are planned until Q1
16 (some €12bn still remaining for 2015-16). Letting the IMF programme run
and/or agreeing on a precautionary credit line from the EFSF/ESM could be ways
for Greece to meet the ECB criteria, without requesting a third bailout. This could
require a softer surveillance mechanism which could be acceptable for the Greek
government. Moreover, a monitoring system from the troika will still remain in
place even after all credit lines are closed, as currently happens in Portugal and
Ireland. We reckon this could represent enough reassurance for the ECB to
purchase Greek (and Cypriot) assets.

the ECB is concerned that the inflation
undershoot is likely to persist, which
probably would trigger further easing.

Ebrahim Rahbari

UK — PMI Weakens, Productivity
Remains Flat

1 October 2014

Newswires report that the manufacturing
PMI fell to 51.6 in September from 52.2
in August, and this index is now at the
lowest for 17 months. Also out this
morning, the ONS report that
productivity (ie output per hour) fell
0.3% QQ in Q2 and was unchanged YY
— indeed, the level of productivity was
still slightly down from seven years
earlier.

Michael Saunders

UK — GDP Revisions Highlight
Domestic Demand Surge

30 September 2014

There are several points of interest in
today’s data, which give details of Q2
economic activity along with revisions
for recent years, reflecting the shift to
ESA 2010 and other revisions as part of
the annual “Blue Book” publication.
First, the revisions to real GDP growth
in recent years did not contain big
surprises. Second, investment spending
in recent years has been revised up
markedly. Third, even with the pickup in
business investment and consumer
spending, the private sector debt/GDP
ratio is falling rapidly. Fourth, although
CPl inflation has fallen below 2% this
year, overall domestic inflation
pressures have not weakened, with the
GDP deflator picking up. Fifth, the
current account deficit has averaged
5.2% of GDP over the last four quarters
— the highest 4-quarter average since
data began in 1955. The current
account deficit is not, however, a
standard UK-style story of surging
imports.

Michael Saunders

Norway — Norges Bank to Buy
NOK in October

30 September 2014

Norges Bank announced today that it
will start buying NOK in October (NOK
250million/day) for the GPFG. This
represents a complete reversal of the
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>> Back to the Top

EU's Moscovici tells parliament he will ensure a strict application of the
budget rules - Economic and Monetary Affairs commissioner designate Pierre
Moscovici told EU MPs on Thursday that "we will have to see if effective action
has been taken by France", adding that "If not, | will have to work on that". He
remarked that "it would not be acceptable to give privileges to any one country, if
others have made efforts", stressing that "I will not be indulgent in any way that
would ruin the credibility of the Stability Pact". On the subject of flexibility, he told
lawmakers that "flexibility is not an over-creative interpretation of the rules”,
highlighting that the system is not rigid, with countries "assessed individually”,
while there as also provisions that "take the structural effort into account”. On a
different subject, the former French Finance Minister stressed that "the time for
Eurobonds is not upon us yet" according to Reuters. He added that he thought it
was unlikely to be on the table during his five-year mandate. Comment: in his
capacity as the enforcer of EU budgetary rules, it will be very difficult for Mr.
Moscovici to argue that France deserves special treatment. Not only does the
institutional set-up of the new EU Commission make it difficult, Mr. Moscovici will
also have to be seen to implement the legislation in an impartial manner, under
the watchful eyes of countries of the periphery to whom no favours were granted.
The need for France to accelerate structural reform is obvious, if only as part of
the quid pro quo to obtain more time, but also because failure to deliver any
meaningful change would likely condemn the current administration to a
resounding electoral defeat in the 2017 presidential elections, in our view.
Despite some reservations about the appointment of Mr. Moscovici and other
Commissioners, the timetable for the European Parliament remains for the new
Commission to be approved en bloc on October 22 and to take office on
November 1.

>> Back to the Top

German FM Schéuble calls for EU Fiscal Commissioner with power to block
national budgets and also for limited Treaty Change. Bloomberg reports that
German FM Schauble says that the EU needs deeper integration to ensure that
its values and rules are “respected and observed in the 21st century” and to
maintain security and prosperity for its citizens. Schauble also repeated previous
calls for a European budget commissioner with powers to reject national budgets
if they do not correspond to EU rules and a Eurozone parliament comprised of
MEPs. Schauble noted that intergovernmental agreements such as the Fiscal
Compact are “second-best solutions” compared to the so-called Community
Method (which allows decision-making based on the EU institutions and treaties)
and said that the EU gradually needed to “replace or supplement these second-
best solutions with limited changes to the treaties,” calling on the European
Commission to develop proposals to this end. Schauble added that Europe
needed to be “strong to be able to influence the global debate on issues such as
climate change, terrorism, the proliferation of weapons of mass destruction,
hunger, disease, migration and financial and economic crises”, noting that
“strong institutions and, of course, a strong economy” were needed. Schauble
also urged to “start tackling all of these tasks in Europe” and at the same time to
“stop distracting ourselves with unproductive discussions about weakening fiscal
rules and new government spending programs”, as “none of these discussions
are going to bring us one step closer to sustainable growth.”

>> Back to the Top

German MPs criticise ECB. Handelsblatt reported that CDU MP Michelbach
criticised ECB President Draghi, saying that his “forced” decision to purchase
junk bonds from Greece and Cyprus undermines confidence in the euro and the
idea of a united Europe and will drive even more voters to anti-Europe parties.
He also said that the ECB’s move threatens the stability of financial markets and
“betrays” governments and people that have made considerable efforts to

3

Bank's previous behavior.
Tina Mortensen

UK — Deloitte CFO Survey
Highlights Corporate Balance
Sheet Strength

29 September 2014

The latest quarterly Deloitte CFO survey
gives further evidence that corporate
balance sheets overall are in good
shape, and that the economy is likely to
be supported by strong growth in
investment and jobs. With strong
readings for expected revenues and
margins, the net balance of CFOs who
believe it is “a good time to be taking
greater risk onto your balance sheets”
rose to +44% from +30% three months
ago and now is the highest since the
survey began in 2007. Moreover, record
net balances of CFOs believe that the
cost of credit is low and that credit is
easily available. All this suggests there
is little risk of the expansion being
scuppered by corporate retrenchment.
We continue to expect that real GDP
growth will markedly outperform
consensus expectations over the
coming year.

Michael Saunders

Euro Economics Weekly — Focus
On The ECB’s Balance Sheet

26 September 2014

The ECB's recent shift to focus on the
size of its balance sheet is very
significant: it stresses balance sheet
expansion as the main form of further
easing and makes the decision to ease
further more mechanical. We estimate
that the ECB currently targets at least a
€500-€700bn balance sheet increase
and €400-€500bn of ABS and covered
bonds purchases. It may struggle to
achieve the amount of desired private
asset purchases and balance sheet
increase, making an additional QE
programme likely. But even if the ECB
manages to achieve the desired balance
sheet increase, additional QE would be
likely, as the recently announced
measures are too small to return
inflation to the ECB'’s target. The
expectation of further ECB easing is a
maijor driver of the current euro
depreciation, which is why we do not
think that a weaker euro will prevent an
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achieve reforms. Michelbach said that the “alleged risk of deflation is a chimera”
and that low inflation is due to energy price developments and the growing
competitiveness of countries such as Spain and Portugal. The Wall Street
Journal also reported that CDU budget spokesman Barthle criticised the ECB
decision to buy ABS, saying that “we know the operation of purchasing asset-
backed securities from the time before the crisis." Barthle said that the transfer of
bad loans from banks to the ECB would make taxpayers liable, which he is “not
very excited about”, adding that “/ very much hope that Mr. Draghi is aware of the
limits of his mandate”. Green Party financial policy spokesman Schick also
criticised the ECB’s actions, also noting that “risks could again be transferred
from the banking sector to taxpayers” and that “the vicious circle of weak
demand, weak investments and high unemployment can only be broken by
governments.”

>> Back to the Top

France: Hollande labels 1% GDP growth forecast as realistic, while Italy’s
Renzi supports Paris bid to spread budget consolidation over two extra
years - French President Francois Hollande noted on Thursday that "to target
1% [GDP] growth in 2015 appears realistic", but that "a lot will depend on several
parameters” according to Reuters. He acknowledged that the recovery trajectory
would be influenced by what member states do in Europe, how the Ukraine crisis
unfolds but also highlighted positives such as a weaker euro against the dollar,
low interest rates, the ECB's injection of liquidity into the financial system, as well
as healthy growth in the US and emerging economies. Italian PM Matteo Renzi
remarked on Thursday on Italian TV that "we respect the decisions of a free
country that is our friend like France. And no one has the right to treat another
country as though they were students”. He added that "if that's what France
decides, it no doubt has its reasons. | stand with [PM] Manuel Valls and
[President] Francois Hollande." Comment: France's decision to submit a budget
delaying meeting the 3%-of-GDP budget deficit target by an extra two years is a
strong statement. It is doubtful that the draft budget will be accepted as it stands,
in our view, given the very limited amount of structural budget deficit reduction
implied. Some concessions will likely be required in terms of additional reform
effort, in our view, possibly requiring some hike in the VAT rate to enhance the
efforts on improving competitiveness.

>> Back to the Top

Greece — DIMAR to vote against presidential candidate, early election in
2015 increasingly likely. Former ruling coalition partner Democratic Left
(DIMAR) will vote against any nomination for the President of the Republic
coming from the ruling coalition (New Democracy and PASOK), DIMAR'’s leader
Fotis Kouvelis reportedly said in the opening speech of the party congress
yesterday. ANA press agency reports that Kouvelis repeated he is not interested
in a presidential candidacy. DIMAR reportedly eyes collaboration with SYRIZA in
the next national elections. Comment: DIMAR currently controls 10 seats in
Parliament, which could be crucial for the government to ensure its presidential
candidate is elected. The lack of a qualified majority for the governing coalition
would make early elections in spring 2015 almost inevitable.

>> Back to the Top

Greece — confidence vote planned for next Friday. Coalition leaders PM
Antonis Samaras and Deputy PM Evangelos Venizelos are reportedly set to
survive next Friday’s vote of confidence in Parliament. Ekathimerini notes that
the government only needs 146 votes (out of 300-seat Parliament) to secure a
maijority as nine Golden Dawn MPs will not vote since they are in pre-trial
custody. Comment: the government is likely to pass the confidence vote next
week, but early elections in spring 2015 are still a distinct possibility.

>> Back to the Top

eventual broad-based QE programme.

Ebrahim Rahbari | Guillaume Menuet | Giada
Giani | Michael Saunders | Antonio Montilla

UK Economics Weekly —
Stubborn Fiscal Red Ink

26 September 2014

Despite rapid economic growth, the
underlying fiscal deficit (ie excluding
public sector banks) is up by £2.6bn
YoY so far this fiscal year. Tax
revenues, notably income tax and social
security taxes, seem to be
undershooting markedly. More people
are in work, but fewer people are paying
tax. Tax and benefit reforms are proving
highly effective in boosting employment,
but reduce the link from economic
growth to tax revenues. We expect the
fiscal deficit will exceed official forecasts
by about £10bn this year, hence
remaining roughly stable in cash terms
(at about £97bn versus £99.3bn in
13/14) .

Michael Saunders | Ann O'Kelly

Scandi Economics Update —
SocDem Leader Lofven Approved
as New Swedish Prime Minister

3 October 2014

Sweden — As expected, Social
Democrat leader Stefan Lofven was
yesterday appointed new Prime
Minister, and the government will
officially change hands today at noon.
Mr Léfven is also expected to give his
keynote speech as PM (which could
contain information on economic policy
and tax proposals that may affect the
CPI), as well as present his list of
ministers for his cabinet today.

Sweden — Following generally weak
readings in July, we expect both
industrial (Citi: 0.9% M/M, prior: -1.1%
M/M) and service (Citi: 0.5% M/M, prior:
-0.7% M/M) production to rebound
somewhat in August.

Denmark — The Danish National Bank
intervened slightly in the foreign
exchange market in September (net-
purchase of foreign currency amounted
to DKK 0.7bn), suggesting that an
independent interest rate cut has moved
closer, in our view.

Tina Mortensen

>> Back to the Top
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Latest Issues of Sovereign Debt Update

ECB to Announce Modalities of Private Purchases

2 October 2014

ECB details today on ABS, covered bonds programs. ECB markets head on ABS
purchases. German banks should raise fees, says BuBa's Dombret. BuBa wants
to keep bank supervisory role. France's 2015 budget formalises 2-yr delay for
deficit targets - High Council for Public Finances warns of risk. Greek govt to call
confidence vote next week. Italy's state sector budget deficit below 2013 levels.
Catalan govt appeals to Constitutional Court over referendum stop. Slovakia's
deficit narrows in Sep.

Ebrahim Rahbari | Guillaume Menuet | Giada Giani

Many Governments Against Providing ABS Guarantees

1 October 2014

Not only German govt opposed to providing guarantees for ABS. Greece, Cyprus
still to benefit from ABS purchases by ECB. SSM will weed out national rules,
says Lautenschlaeger. EBA: some banks will fail stress test. Euro Area: falls in
inflation and manuf. PMI. Germany not naysayer, says CDU spokesman. France:
2015 budget details confirm only 0.3pp fiscal tightening. Catalan govt suspends
independence campaigning. Spain: budget deficit narrows. Portugal's deficit
revised up on ESA2010.

Giada Giani | Guillaume Menuet | Ebrahim Rahbari

Spanish Constitutional Court Suspends Catalan Independence
Referendum in Interim Ruling

30 September 2014

Spain's Constitutional court suspends Catalan referendum. Fitch gives negative
outlook to Catalonia regional govt. Views of EU Commissioners Designate
Dombrovskis, Moscovici and BratuSek. S&P may cut bank ratings where bail-in
rules accelerated. Germany: govt seeks parliament backing for ESM direct bank
recap instrument, ambassador to EU says TTIP crucial. France's social security
deficit to overshoot. Renzi wins PD backing on labour reform. Greek plan for
private debt arrears.

Ebrahim Rahbari | Guillaume Menuet | Giada Giani

ECB Open to QE, Says Latvian Central Bank Governor

29 September 2014

ECB regularly discusses QE, says Rimsevics. ECB's Coeure and Coene on
falling real rates and low-flation. German banking supervisor: not all EU banks
will pass ECB test. Conservatives regain control of French Senate. Query over
size of structural deficit reduction in France's 2015 Budget. Catalan govt calls
independence referendum. Spanish govt approves 2015 budget. Greek govt
mulls electoral reform and corporate tax reduction, while opposition Syriza gains
in polls.

Guillaume Menuet | Giada Giani | Ebrahim Rahbari

Italian Government to Slash 2014/15 GDP Forecasts

26 September 2014

Eurogroup's Dijsselbloem expects impact of ECB measures in 4Q14/1Q15. ECB
Preview. Germany's Schauble "not particularly happy" about many things.
France's EconMin Macron says concrete approach needed for investment plan.
Italy's govt to revise down 2014/15 growth forecasts, revise deficit target up.
Spain: govt to approve 2015 Budget today, level of nominal GDP revised up by
ESA2010. Catalan PM reportedly calling independence referendum tomorrow.
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Greek private sector bank deposits rise.
Guillaume Menuet | Giada Giani | Ebrahim Rahbari
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Macroeconomic Forecasts

Global Economic Forecasts — September 2014

1 October 2014

This file shows summary forecasts as published in Citi's Global Economic
Outlook and Strategy

Michael Saunders

Europe — European Unemployment Rates — Forecasts to 2018
26 September 2014

This note gives our forecasts for annual unemployment rates in selected
European countries to 2018.

Ann O'Kelly | Michael Saunders | Guillaume Menuet | Giada Giani | Ebrahim Rahbari

Europe — Europe: Monthly Inflation Profiles for Selected Countries
25 September 2014

Updated monthly inflation forecasts for Euro Area, Germany, France, ltaly, Spain,
UK, Sweden and Switzerland.

Ann O'Kelly | Michael Saunders | Guillaume Menuet | Giada Giani | Ebrahim Rahbari

European Economic Forecast Highlights, September 2014

25 September 2014

This companion to the September issue of Global Economic Outlook and
Strategy gives more detailed forecasts for the main European countries to 1Q16,
as well as annual forecasts to 2018 for growth, inflation, current balance, fiscal
balance, primary balance, and government debt. We also show our forecasts in
comparison with those of the European Commission, the OECD and the IMF.

Ann O'Kelly | Michael Saunders | Guillaume Menuet | Giada Giani | Ebrahim Rahbari

Global Economic Outlook and Strategy — September 2014

24 September 2014l

This publication contains Citi's updated forecasts and commentary for major
economies, central bank policy and financial markets. Our global growth
forecasts continue to drift down, and we are cutting 0.1 percent off our 2015
forecast this month, with the biggest monthly downgrade since mid-2011 to our
overall forecast for EM growth in the current year and next year. The ECB and
BoJ are both likely to ease further via new asset purchase programs in the
next couple of quarters. By contrast, both the BoE and Fed are likely to hike
rates in the next 12 months. We look for further weakness in the euro and yen
against the US dollar and sterling. We highlight three other themes: medium-
term China worries, sluggish world trade growth and political independence
movements.

Please click on the link to read more

Willem Buiter | Guillermo Mondino | Michael Saunders | William Lee | Kiichi Murashima

Emerging Markets Macro and Strategy Outlook — Time for another
tantrum?

26 September 2014

EM is showing a faint echo of May 2013, the start of the ‘taper tantrum', when it
was faced with two shocks: expectations of a more unfriendly US monetary
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policy, and an uncertain outlook for commodity exports. These two forces are
back. But last year's distinction between ‘deficit' (sell) and ‘surplus’ (buy)
countries is morphing into a distinction between commodity and manufactured
goods exporters. In the former group, we see deteriorating terms of trade, worse
export performance, wider current account deficits, lower levels of investment
efficiency, more depreciated currencies and bigger inflation problems. Among the
Fragile 5, the manufacturing exporters (India, Turkey) have achieved decisive
current account improvements while deficits are either bigger or only marginally
smaller in commodity exporters. That may have been acceptable early this year
when risk-appetite towards EM was stable, but if last year's ‘taper tantrum' is
repeated, these countries' failure to adjust will be punished.

Guillermo Mondino | David Lubin | Johanna Chua

Foreign Exchange Forecasts — Policy Divergence Kicks In —
September 2014

19 September 2014

Divergent monetary policies in G10 economies finally sparked FX volatility in
September. As the carry trade gradually fades, to be replaced by a more dynamic
“monetary surprise” driver, we expect USD gains to continue and be extended.
We expect EUR and most other European currencies will be the biggest losers. It
feels like a lower EUR is the only intermediate objective the ECB has to stabilize
falling inflation expectations. We expect ongoing monetary ease to facilitate this
with EUR likely to fall to 1.10-1.20 and CHF, SEK, and NOK also likely to suffer.
Given a respite in UK political uncertainty, and a still strong economy, we
forecast gains for GBP vs. EUR but expect some downside vs. USD. We expect
stability in USD/EM over 0-3m but risks seem one-sided towards EM-weakness
and, over 6-12m, we see USD gaining as we approach outright Fed tightening.
Our forecasts imply 4-5% EM depreciation.

Jeremy Hale | Maximilian Moldaschl | Guillermo Mondino | Alexander Demyanets
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