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Why Banking Union Matters: Then and Now

Banking union matters a great deal, in our view. In fact, its official aims of increasing
financial stability, improving access to credit and reducing financial fragmentation
are probably necessary for the Eurozone to survive and prosper. The current
initiatives towards banking union are incomplete, but they are a significant step in
the right direction, in our view, even if progress will be slow and beset with risks.

A rigorous Comprehensive Assessment is key for the success of banking union.
Uncertainty about the size of potential capital shortfalls remains large. That brings
the risk of surprises or the possibility of continued high provisioning by banks.

But banking union matters in another way: efforts towards and commitments to
banking union have probably been important factors in increasing the ECB'’s
willingness to take measures to support the Eurozone financial system, in our view,
both through the OMT and through the upcoming TLTRO measures. Banking union
will continue to be important for future ECB measures, in our view, including for the
ECB to be willing to function as an effective lender of last resort for the Eurozone.

Figure 1. Citi Forecasts

Euro UK 10-Yr Gilt-
$I€ Repo Bank Rate Bund
4Q 14 1.36 0.15 1.50 0.77 0.75 157
2Q15 1.36 0.15 1.55 0.77 1.25 162

Source: Citi Research

Figure 2. Euro Area — Composite Indicator of Systemic Stress in the Financial System (CISS),
201114
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Why Banking Union Matters

Banking union matters, both in the short- On November 4, the ECB is due to take over the task of single supervisor of the

term and in the long-term Eurozone’s largest banks and the ECB’s Comprehensive Assessment (CA) of such
banks is on its final stretch. We have long emphasised that we think some form of

- In the short-term, the AQR probably banking union is key for the euro area to survive and prosper.1 This is mostly due to

weighed on financial conditions and the importance of banking union’s ‘core’ objectives: safeguarding financial stability,

could continue to raise bank reducing cross-country financial fragmentation and improving access to funding for

provisioning the Eurozone’s private sector. These objectives remain very important, and current
initiatives towards banking union are a step in the right direction, even though much

- In the long-term, it could boost financial remains to be done.

stability, lending and reintegrate financial

markets Much depends on the success of the ECB’s CA. In our view the CA looks just about
able to satisfy the minimum conditions for the rigour needed to defend the ECB’s

- In the short- and long-term, banking reputation and to accelerate the clean-up of Eurozone bank balance sheets. Inter

union likely makes it easier for the ECB alia, that probably means continued relatively high provisioning by Eurozone banks

to do more in the near-term to prepare for the CA results.

In our view, in the near-term an indirect effect of banking union is most important:
efforts towards banking union raise the likelihood that the ECB will provide both
actual policy stimulus and insurance against adverse shocks. This has been true in
the more distant past (such as for the ECB’s OMT decision) and recently (for the
TLTROs) and probably also for a future QE decision. But even in the medium-to-
long term, when the original banking union aims have major significance, these
indirect effects efforts will still be important. This is because the ECB will continue to
play a key role in a new banking union setup on top of its supervisory role, namely
as a much-needed lender (and potentially market maker) of last resort.

Banking Union, the ECB and Eurozone Governments

Banking union has from the start From its inception, banking union’s significance has gone beyond its potential direct

interacted with other Eurozone policies impacts through indirect effects on other policies. Thus, in the summer of 2012 the
willingness of the various euro area governments (e.g. the French and the Spanish)

The movement toward banking union to give up sovereignty over banking supervision encouraged the German

was an important factor in the ECB’s government to do the same, contributed to Germany allowing the Target2 system to

OMT and TLTRO decisions, in our view continue when Target2 imbalances were soaring, and for Germany to agree to, at

some point, create a mutualised bank recapitalisation facility.

In our view, the commitment to move towards banking union (notably the decision to
improve and centralise supervisory standards, and to create more effective laws
and institutions to resolve and potentially jointly recapitalise banks across the
Eurozone) in turn was a major factor in the ECB’s decision to create the OMT in
2012.% These developments jointly were hugely significant in ending the (so far)
most acute phase of the Eurozone crisis (see Figure 2 on the Front Page). But
banking union’s significance for ECB policy continues. In our view, without banking
union, the ECB probably would have been more reluctant to create the TLTRO
facilities recently. We expect the partly reciprocal interplay between ECB policy and
other Eurozone policies to continue, but with banking union entrenched, the ECB
should generally be more willing (and, through its supervisory role, more able) to act
supportively, which should probably also apply to a potential QE decision.?

1 See e.g. "Will Banking Union Save EMU?", Global Economic Outiook and Strategy Dec 2013,

page 8.

2 The ECB did not claim the role of single supervisor for itself. Rather, the commitment to camy out a rigorous Comprehensive Assessment
was a prerequisite for both the ECB and the Eurozone ‘creditor countries’ to accept that role for the ECB.

3 The reciprocity between ECB action and other policies did of course not start with banking union. For instance, the ECB's decision to
camy out govemment purchases under the SMP was contingent on EU-IMF bailout programmes in the case of Greece, Ireland
and Portugal (a weaker version of such a link was also there for SMP purchases of Italian and Spanish bonds).
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The ECB’s Comprehensive Assessment

The ECB’s Comprehensive Assessment The currently most visible part of the Banking Union efforts is the ECB’s CA

(CA) is on its final stretch — the AQR (including an asset quality review, AQR, and a stress test) of 128 Eurozone banks,
finishes in July and CA results are due to accounting for approximately 85% of the assets of the banking system. The AQR
be published in mid-to-late October and stress test results are due to be communicated jointly in mid-to-late October

2014.* For the CA to achieve its objectives, it needs to be rigorous to help burnish
the ECB’s credibility as an effective supervisor and to reliably reveal potential
capital holes in Eurozone banks. To make it likely that these holes are revealed and
to assure that these are filled, sufficient backstops must also be available.

Figure 3. Euro Area and US — Stress Test Adverse Scenarios Figure 4. Selected Countries -- Capital Raised Since July 2013 (€Bn)
us Euro Area 30 €Bn
Minimum Common Equity Tier 1 Ratio (% of RWA) 45 55
Deviation in Adverse Scenario from Baseline: 25 Other
m Real GDP (%YY) 8 66 CoCo Issuance
B Inflation (%YY) 27 19 20 . One-off Provisions
® Unemployment rate (%) 4.6 2.2 ™ Equity lssuance
W Equity Prices (%YY) 27 -18.1 15
B Residential Property Prices (%YY) -30.7 -19.2 10
® Commercial Property Prices (%YY) -39.8 1.7
5
0

IT SP GE FR AT BE SN NL PT IR Fl CY

Note: RWA are risk-weighted assets. For the US, this is the ‘severely adverse Sources: ECB Financial Stability Review and Citi Research
scenario’ under the 2014 Comprehensive Capital Analysis and Review. For the

Eurozone, the assumptions are included in the 2014 EBA Stress Test.

Sources: EBA, Fed and Citi Research

In our view, the CA will be relatively In our view, the CA will be relatively rigorous, even if it may still fall short of a ‘deep
rigorous: clean’ of Eurozone bank balance sheets. This is based on an assessment of three

types of information: i) the process and powers given to the ECB, ii) the available
1. Its process and setup look broadly AQR and stress test assumptions and iii) the behaviour of the parties involved.

appropriate for a rigorous assessment
The process and setup of the CA seem broadly appropriate, in our view. This is

because in contrast to previous pan-European stress tests, the CA ticks a number
of boxes: i) the CA includes an asset quality review, ii) the ECB has direct access to
supervisory information, iii) the ECB has direct relationships with the assessed
banks (and can request information from them and the national supervisors), and iv)
third-party advisors are hired to assist in the AQR.° However, we highlight three
caveats: the third-party advisors are not chosen by the ECB, the test relies very
heavily on national authorities (even though there is supposed to be ‘cross-
checking’ across national authorities) and the ECB has limited enforcement
powers.°

4 Bloomberg recently reported that the CA results could be announced on October 18, even though the date could
change and ECB officials have suggested a publication date in the second half of October.

5 The incentive for the ECB to protect its reputation is another often-cited reason why the CA could be effective.
However, even though the ECB values and has an incentive to protect its reputation, in the face of various trade-
offs the preference to protect its reputation may not dominate.

6 The ECB’s analytical approach has also been criticised, including by the German bank supervisor Bafin. See e.g.
http://www.handelsblatt.com/politik/konjunktur/geldpolitik/bafin-chefin-koenig-deutsche-finanzaufsicht-kritisiert-
€zb/10139672.html
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Its assumptions are selectively
conservative

The stress test assumptions are more
benign than in the US CCAR...

...but the NPL definitions led- and
collateral valuation could lead- to higher
provisioning by banks

Citi Research

In our view, the publicly available assumptions are selectively conservative, even
though the rigour of the CA assumptions are difficult to assess conclusively,
particularly for the most important part (the AQR), as much depends on the
enforcement and interpretation of the assumptions and valuation approaches.

For instance, the capital hurdle is 8% Common Equity Tier 1 for the base case of
the stress test and 5.5% for the adverse scenario, somewhat higher than the 4.5%
hurdle for the ‘severely adverse’ scenario in the latest US stress test. Even though
the assumptions of the stress test appear somewhat conservative in absolute terms,
they are relatively benign compared to, say, the most recent US stress test (Figure
3). For instance, the cumulative three-year deviations in the adverse scenario
(‘severely adverse’ in the US case) are less harsh in the EU stress tests for GDP,
inflation, unemployment, equity prices and property prices. Sovereign bond holdings
are stressed in the EU stress test, even though much more harshly for holdings in
the trading book than for hold-to-maturity portfolios. Assumptions for future net
interest income on the other hand appear relatively conservative.

The definitions for NPLs and forbearance were tightened for quite a few
countries for the AQR (giving rise to notable increases in bank provisions in Q4
2013). In that context, it is worth noting that collateral (as well as other types of
valuation) are among the focus areas of the AQR and that lower collateral
valuations could be a significant driver of another round of high provisions. The
ECB'’s indicative timeline suggests that the first calculation of an AQR-adjusted
CET1 ratio will be carried out in mid-July.

Figure 5. Euro Area — Significant Banking Groups Tangible Equity (%
of Tangible Assets) and Impairments (% of Total Assets), 2012-14

Figure 6. Euro Area — Nominal GDP (%YY, Lagged By Two Quarters)
and Bank Loans to the Private Sector (%YY), 2005-14
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Sources: ECB and Citi Research

Note: Loans to private non-financial sector adjusted by securitization and sales.
Sources: ECB, Eurostat and Citi Research

The CA has affected bank and
government behaviour: banks have
bolstered their balance sheets and
governments have pushed and helped

In terms of the behaviour of banks and governments, the CA is having noticeable
effects, in our view. Thus, the ECB’s recent Financial Stability Review (FSR)
highlights that:

® The Eurozone’s ‘Significant Banking Groups’ (SBGs) have raised capital by
€45bn since July 2013.7 The bulk of this capital build-up has taken place in Italy,
followed by banks in Spain and Germany (see Figure 4), and, at least
anecdotally, equity offerings of Eurozone banks appear to continue.

7 The ECB defines SBGs as the ‘consolidated group level analogue of these significant banks, which amounts to up
to 90 banking groups (depending on data availability).
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B Impairment charges taken by Eurozone banks were comparatively high in Q4
2013 (at more than 1% of assets for the median SBG) and Q1 2014 and are
expected to continue to be high in Q2 as noted above (see Figure 5). Despite the
increase in impairment charges, leverage ratios (ratios of tangible equity to
tangible assets) are still rising fairly steadily. In Q1 2014, they stood at 5.7% for
the median SBG, compared to 5.0% in Q1 2013 and 4.2% in 2008.

® Eurozone monetary-financial institutions (MFIs) have reduced assets by €4.3trn
since May 2012 and SBGs by more than €5trn or 20% from the peak. The
balance sheet reduction has been fairly steady, but deleveraging efforts may in
fact have accelerated in some ways since the CA was announced. For instance,
the difference between nominal GDP growth (lagged by two quarters) and growth
in private sector loans seems to have picked up noticeably in mid-2013 when the
CA prepared and announced and has continued to go up (see Figure 6).

Figure 7. Selected Countries — Net Purchases of Domestic General Figure 8. Euro Area — Non-Performing Loans (% of Loans), 2010-13
Government Securities (€Bn), 2012-14
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The CA has modestly reduced banks’
willingness to buy domestic government

debt

But in addition to banks, national supervisors. central banks and governments also
seem to have adjusted their behaviour in light of the CA in certain ways. Thus,
central banks and national supervisors in a number of countries have carried out
their own ‘pre-assessments’ of bank balance sheets (including Germany and Italy)
and put pressure on domestic banks to increase provisions and raise capital ahead
of the CA results. Governments have also taken measures to bolster bank balance
sheets, including through the conversion of deferred tax assets (DTAs) into tax
credits in Spain and the revaluation of Bank of Italy stakes in Italy.

The CA has probably had a modest impact on banks’ willingness to take on
exposure to domestic governments. Relative to total assets, domestic government
exposure is at multi-year highs for a broad range of EA countries, but that is partly a
feature of the ongoing bank deleveraging process (as well as valuation gains). Net
purchases of domestic government bonds and loans have on average been
negative since H2 2013 for the euro area as a whole as well as countries, including
Italy, Portugal and Spain (see Figure 7). By contrast, the previous 18 months had
seen sizable net purchases of government bonds and loans. In addition, there was
a sizable ‘window dressing’ effect in December 2013, the snapshot date for the
AQR, when some Eurozone banks sold government bonds to buy some back in
January 2014.
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The range of uncertainty for the potential
capital holes is large

Eurozone banks have built up more
capital, but NPLs are still rising and the
weak economy hurts profitability

‘True’ capital needs will be much smaller
than announced capital shortfalls, as
much capital has been raised since the
CA’s snapshot date in end-December

More than half of the banks in the CA are
not listed — that is one of the reasons
why effective resolution mechanisms and
public backstops are important

The SRM and its bail-in provisions will
not be ready in time, but they will be
significant in the future, in our view

Citi Research

How large will capital holes be?

Given the uncertainties pointed out above, it is difficult to forecast how large
potential capital holes will be. In December, the Bruegel think-tank reported that
analyst estimates ranged from €50-650bn and we doubt the range of estimates has
shrunk materially since.® We do not have an own estimate, but make the following
observations:

First, the ECB notes that the median Common Equity Tier 1 (CET1) ratio of large
and complex banking groups (LCBGs, a subset of SBGs) in the Eurozone, at 10.4%
in Q1 2014 was slightly below the global median of LCBGs, but already above the
fully phased in 2019 Basel Il minimum. Second, total write-downs of Eurozone
banks in the ECB’s Consolidated Banking Database have been almost €700bn
since 2008. Third, subdued growth, very low inflation and net interest margins will
likely weigh persistently on bank profitability. NPLs are still rising (notably for banks
in ‘vulnerable countries’, see Figure 8), and fast enough for coverage ratios to
barely have kept up with the rise in NPLs.

Overall, the uncertainty around potential capital shortfalls remains large, in our view.
Communication by policymakers has not helped in this regard. A number of national
and EU policymaker statements have suggested that they do not expect capital
needs to be very large, at least for ‘their’ banks.® At the same time, various
policymakers have exhorted banks to try to raise capital before the CA is concluded.
But it is worth noting that even large ‘headline’ announced capital shortfalls in
October need not be destabilising. In particular, the ECB’s communication will likely
highlight capital needs as of the balance sheet snapshot date of end-December
2013. As highlighted above, since then banks have continued to strengthen their
balance sheets, so a substantial amount of the capital holes will have been filled in
the meantime. Furthermore, many banks continue to have access to equity markets
to fill potential capital shortfalls, and the ECB will reportedly give banks at least six
months to do so (or to dispose of assets) after the CA is concluded.

The SRM and SSM matter, too

However, the majority of banks in the CA are not publicly listed. The uncertainty
about the size of capital losses and question marks over access to equity markets
make alternative backstops essential to fend off potential financial stability risks in
the wake of the CA. Subject to the EU’s State Aid rules, governments could step in
to recapitalise domestic banks once more, even though the capacity to do so will be
limited by fiscal constraints in some countries and political constraints in most. EU
finance ministers at long last recently decided to grant the ESM the ability to
recapitalise banks directly, but only subject to a long list of conditions, including
bailing in senior unsecured bank creditors as required under the EUs banking
recovery and resolution directive (BRRD). In principle, the BRRD as well as the
Single Resolution Mechanism (SRM) will take effect at the beginning of 2015, but
their bail-in provisions will only take effect from 2016, and to our knowledge only a
few countries (e.g. Germany) are installing or have installed robust national special
resolution regimes for banks that allow bailing in senior unsecured creditors.

Even though these bail-in provisions will thus likely not be available in the aftermath
of the CA, they are still very significant: they are the Eurozone’s best bet to
minimise the risk that insolvent banks could drag their sovereigns down with them at
some point in the future. The set-up of the SRM appears by no means ideal, with a

8 See Merler, S. and G. Wolff, “Ending Uncertainty: Recapitalisation under European Central Bank Supervision”,
Bruegel Policy Contribution, December 2013.

9 For instance, the head of the SSM Supervisory Board Danielle Nouy noted on 9 July that she thought ‘Eurozone
banks are in better shape than markets think’.
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complex decision-making process and significant remaining influence for national
authorities. Nevertheless, we consider the SRM a major step forward, albeit one
that probably will need to be improved significantly over time. '°

The set-up of the Single Supervisory Mechanism (SSM), in some contrast, seems to
be more genuinely supranational and sensible. Still, the process towards effective
Eurozone-wide supervision is still likely to be complex, not least as progress
towards a true Single Regulatory Rulebook will be gradual. Common deposit
insurance — which could form the third pillar of banking union — remains off the
table, even though a fully functional lender of last resort may make its absence less
problematic.

Figure 9. Euro Area — Cross-Country Variation in Lending Rates to
NFCs and Loans to Private Non-Financial Sector (%YY), 2003-14

Figure 10. Euro Area — Citi Financial Conditions Index, Bank Lending
Standards and Expected Demand for Loans to Non-Financial
Corporations (SD around Long-Term Average), 2003-14
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Sources: ECB, Eurostat and Citi Research

adjusted by securitisation and sales. Sources: ECB and Citi Research

Banking union is hugely significant for
the Eurozone for different reasons

Very recently, there are some signs that
financial conditions seem to slowly be on
the mend, and fragmentation may be
receding a bit

Overall, banking union remains a hugely significant project for the Eurozone, both in
the near-term and in the medium-to-long-term, if for different reasons. The largest
positive near-term impact of banking union could be coming through the recently
announced TLTROs, in our view and perhaps through an increase in the ECB’s
willingness to undertake QE measures. On the other hand, over the last 12 months
or so, the CA has probably raised uncertainty and accelerated bank deleveraging
efforts, which probably weighed on both financial conditions and growth.

Very recently, there have been some signs that financial conditions may be ever so
slowly on the mend (see Figure 10). Thus, our financial conditions index eased a
little in the last two months and the rate of contraction of private sector lending is
finally getting smaller (see Figure 9). Bank lending surveys show that credit
standards have stopped tightening, and most recently even suggest that banks
expect credit demand to tick up a bit. Furthermore, some gauges of financial
fragmentation have started to narrow, including cross-country variation in lending
rates or deposit rates. The road to an efficient, stable and integrated banking and
financial system in the Eurozone is still long and we expect the Eurozone’s recovery
to remain mostly creditless, but the coming months could well see a further
improvement in financial conditions and a further reduction in fragmentation.

10 However, the SRM also carries risks, notably that an ineffective SRM would be even worse than the previous
national resolution regimes or that selective application of bail-in provisions would entrench rather than diminish
financial fragmentation in the Eurozone.
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Key Economic Indicators (14 July - 18 July 2014)

Monday 14 July Forecast
09:30 Italy: General Government Debt, May

10:00 Euro Area: Industrial Production, May -1.3% MM
Tuesday 15 July Forecast
08:15 Switzerland: Producer and Import Prices, Jun

08:30 Netherlands: Trade Balance, May
08:30 Netherlands: Retail Sales, May
09:00 Italy: Consumer Prices, Jun Final
09:30 UK: Consumer Prices, Jun
CPI Ex Food, Drink, Tobacco, Energy, Jun
Retail Prices, Jun
RPIX - Ex Mortgages, Jun
09:30 UK: Producer Input Prices, Jun
09:30 UK: Producer Output Prices, Jun
Excluding Food, Drink, Tobacco, Energy, Jun

-0.1% MM, 1.6% YY
-0.1% MM, 1.7% YY
0.1% MM, 2.6% YY
0.1% MM, 2.7% YY
-0.4% MM, -5.1% YY
0.1% MM, 0.5% YY
0.1% MM, 1.1% YY

10:00 Germany: ZEW Economic Sentiment, Jul 27.8
ZEW Current Situation, Jul 64.7

Wednesday 16 July Forecast

09:00 Norway: Trade Balance, June

09:00 Italy: Trade Balance, May

09:30 UK: LFS Unemployment, 3-Month Average, Mar-May -122K QQ, 6.5% Rate

LFS Unemployment, Single Month, May 6.2% Rate
Claimant Count Unemployment, Jun -25K MM, 3.1% Rate
Average Earnings ex Bonuses, Mar-May 0.7% YY

10:00 Euro Area: Trade Balance, May
ECB announces revised 2015 schedule for six-weekly Monetary Policy Meetings together with publication of Minutes

Thursday 17 July Forecast
07:00 EU-27: New Car Registrations, Jun

08:30 Netherlands: Unemployment, Jun

09:00 Norway: Survey of Bank Lending, 2Q

10:00 Italy: Current Account, May

10:00 Euro Area: HICP, Jun Final 0.5% YY
10:00 Euro Area: Construction Output, May

Friday 18 July Forecast
08:30 Netherlands: Consumer Confidence, Jun

09:00 Euro Area: Balance of Payments, May

14:00 Belgium: Consumer Confidence, Jul

Sources: National statistical offices, central banks and Citi Research

Last

0.8% MM
Last

-0.1% MM, 1.5% YY
0.0% MM, 1.6% YY
0.1% MM, 2.4% YY
0.1% MM, 2.5% YY
-0.9% MM, -5.0% YY
-0.1% MM, 0.5% YY
0.0% MM, 1.0% YY
29.8

67.7

Last

-161K QQ, 6.6% Rate
6.4% Rate

-27.4K MM, 3.2% Rate
0.9% YY

Last

0.5% YY

Last
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Economic Indicators

Euro Area

Jul 14 Industrial Production, May Forecast: -1.3% MM Prior: 0.8% MM

10:00

London Time  Based on the very weak country data available so far, we estimate euro area industrial output plummeted by 1.3% MM in May, more than reversing the April
gain. The annual rate of growth likely declined to +0.4% YY, from +1.2% YY in April, posting the slowest rate of increase since Sept 2013. While some
temporary factors (uncertainty about the Russia/Ukraine situation) and calendar effects may have weighed on the May output data, overall these data confirm
that the economic recovery in the euro area remains feeble.

Jul 17 HICP F, Jun Forecast: 0.5% YY Prior: 0.5%YY

10:00

London Time  Headline inflation is likely to be confirmed at 0.5% YY in June, in line with the flash estimate and unchanged relative to the May reading. Core HICP inflation
likely edged higher to 0.8% YY, from 0.7% YY in April, moving back in line with the average of the previous eight months. We expect headline inflation to ease
further during the summer to around 0.3% YY on favourable base effects, further price weakness in food and energy prices and firms’ generally muted pricing

power.

Germany

Jul 15 ZEW Economic Sentiment, Jul Forecast: 27.8 Prior: 29.8

10:00 ZEW Current Situation, Jul Forecast: 64.7 Prior: 67.7

London Time
We expect the ZEW index of financial market analysts to show a decline in June for both the current conditions component and the economic sentiment index.
Incoming data have mostly been poor recently, including for IP, retail sales and industrial orders, which should break the trend of increases in the ZEW's
current conditions index (it currently stands at the highest level since June 2011 after seven consecutive monthly increases). The expectations component is
not nearly as elevated, but we expect yet another small decline to leave it still very close to its long-term average.

Norway

Jul 17 Survey of Bank Lending, 2Q

09:00

London Time  According to the latest survey of bank lending, banks reported slightly higher household credit demand in 1Q, while slightly lower demand had been expected
(despite credit standards having been eased). This should not come as a big surprise given the recovery in the housing market. With house prices up 0.6%
YY on average in 2Q, a large downward correction on the housing market has become more remote, in our view. The 1Q bank lending report also showed
that corporate credit demand edged higher. There were only minor changes in overall credit standards for both households and enterprises in 1Q, while
lending margins to enterprises fell. Ahead, banks expect lower margins on lending to both households and enterprises in 2Q. We expect the upcoming report
to more or less confirm the picture painted in the first quarter.

United Kingdom

Jul 15 Consumer Prices, Jun Forecast: -0.1% MM, 1.6% YY Prior: -0.1% MM, 1.5% YY

09:30 CPI Ex Food, Drink, Tobacco, Energy, Jun Forecast: -0.1% MM, 1.7% YY Prior: 0.0% MM, 1.6% YY

London Time  Retail Prices, Jun Forecast: 0.1% MM, 2.6% YY Prior: 0.1% MM, 2.4% YY
RPIX - Excludes Mortgages, Jun Forecast: 0.1% MM, 2.7% YY Prior: 0.1% MM, 2.5% YY

Base effects from the relatively soft core inflation figure of a year ago may cause CPI inflation to edge up a little in June, although we think the outlook is for
three quarters of roughly stable inflation rather than a sustained uptrend. Our forecast implies that 2Q CP! inflation averaged 1.6% YY, well below the MPC'’s
forecast for 2Q-14 made a year ago (2.9%).

Jul 15 Producer Input Prices. Jun Forecast: -0.4% MM, -5.1% YY Prior: -0.9% MM, -5.0% YY

09:30

London Time  With sterling still appreciating, and commodity prices levelling off, we expect these data to show another decline in input prices — the sixth decline in a row
and the tenth decline out of the past 12 months. Weakness in input prices will help keep a lid on inflation nearterm.

Jul 15 Producer Output Prices, Jun Forecast: 0.1% MM, 0.5% YY Prior: -0.1% MM, 0.5% YY
09:30 Output Prices Ex Tax, Jun Forecast: 0.1% MM, 0.6% YY Prior: -0.1% MM, 0.6% YY
London Time  Excluding Food, Drink, Tobacco, Energy, Jun Forecast: 0.1% MM, 1.1% YY Prior: 0.0% MM, 1.0% YY

Surveys suggest that manufacturing firms’ expectations for their selling prices have fallen back recently and are similar to a year ago. Against this backdrop,
we expect that output price inflation will remain stable this month, with the ex-tax rate at 0.6% YY for the fifth month in a row.

Jul 16 LFS Unemployment, 3-Mo Avge, Mar-May Forecast: -122,000 QoQ, 6.5% Rate Prior: -161,000 QoQ, 6.6% Rate

09:30 LFS Unemployment, Single Month, May Forecast: 6.2% Rate Prior: 6.4% Rate

London Time  Claimant Count Unemployment, Jun Forecast: -25,000 MM, 3.1% Rate Prior: -27,400 MM, 3.2% Rate
Average Earnings Ex Bonuses, Mar-May Forecast: 0.7% YY Prior: 0.9 % YY

We expect the jobless rate to continue to fall rapidly, and a figure in line with our forecast would put the jobless rate at 6.5% -- a full percent below the MPC'’s
forecast for 3Q-2014 made when forward guidance was launched in August 2013. Average eamings growth ex bonuses is likely to stay weak on the three-
month average, although we expect the single month figure to tick up to 0.9% YY in May from 0.4% YY in April.

Sources: National Statistical Offices, National Central Banks, Bloomberg, and Citi Research forecasts.
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Key Economic Indicators (21 July - 25 July 2014)

Monday 21 July

07:00 Germany: Producer Prices, Jun

09:00 Italy: Industrial Orders, May
Greece: Current Account, May

Tuesday 22 July

07:00 Switzerland: Trade Balance, Jun

09:30 UK: Public Sector Net Borrowing (Ex RM, APF & Fin. Interventions), Jun
Fiscal Year To Date, Apr-Jun

10:00 Euro Area: Government Debt, 1Q

11:00 UK: CBI Quarterly industrial Confidence, Jul
CBI Monthly Output Expectations, Jul
CBI Monthly Order Books, Jul
CBI Monthly Selling Prices, Jul

Wednesday 23 July

07:45 France: Industrial Confidence, Jul

08:30 Netherlands: Consumer Spending, May

09:30 UK: MPC Minutes of July 10 Meeting

09:30 UK: BBA Mortgage Advances, Jun

10:00 Euro Area: Government Deficit, 1Q

11:00 UK: CBI Retail Survey, Jul

15:00 Euro Area: Consumer Confidence, Jul Flash
Thursday 24 July

08:00 Spain: Unemployment Rate, 2Q

08:30 Sweden: Unemployment Rate, Jun

08:30 Sweden: Producer Prices, Jun

09:00 Italy: Retail Sales, May

09:00 Euro Area: PMI, Jul Flash
09:30 UK: Retail Sales Volumes, Jun

10:00 Italy: Consumer Confidence, Jul
Friday 25 July
07:00 Germany: GfK Consumer Confidence, Aug

08:00 Spain: Producer Prices, Jun

08:30 Netherlands: Producer Confidence, Jul
08:30 Sweden: Household Lending, Jun
08:30 Sweden: Retail Sales, Jun

08:30 Sweden: Trade Balance, Jun
09:00 Germany: ifo Business Climate, Jul
09:00 Italy: Contractual Wages, Jun
09:00 Euro Area: M3, Jun

09:30 UK: Service Sector Output, May
09:30 UK: GDP, 1Q Preliminary Estimate
14:00 Belgium: Business Confidence, Jul
17:.00 France: Jobseekers, Jun

Sources: National statistical offices, central banks and Citi Research

Forecast

Forecast

£11.0 Billion Deficit
£35.2 Billion Deficit

+28%
+30%
+10%
0%
Forecast

Forecast

0.6% MM, 4.2% YY

Forecast

0.4% MM, 3.4% YY
0.9% QQ, 3.2% YY

Last

Last

Year Ago: £11.6 Billion Deficit
Year Ago: £33.8 Billion Deficit

Apr: +33%
Jun: +32%
Jun: +11%
Jun: +3%
Last

Last

-0.5% MM, 3.9% YY

Last

0.3% MM, 3.1% YY
0.8% QQ, 3.0% YY
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Publication Title Author Date

Euro Area — Sovereign Debt Update

French Economy Minister: ECB Must Do More European Economics Team Jul 11,2014
Draghi Calls for Greater Coordination on Reforms European Economics Team Jul 10, 2014
EcoFin: No Decisions on Flexibility of Budget Rules European Economics Team Jul 9, 2014
ECB’s Lautenschlager Would Support QE Only If Emergency Deflation Threat; European Economics Team Jul 8, 2014
ECB Stresses Divergent Monetary Policy with US, UK European Economics Team Jul 7, 2014
Portugal - One Lender Causes Widespread Market Turbulence Giada Giani Jul 10, 2014
Euro Area - Financial Conditions Improve in Q2, But Remain Tight Giada Giani Jul9, 2014
Euro Area - ECB sheds light on TLTROs but no news on ABS purchases Guillaume Menuet Jul 3, 2014
Europe - Monthly Inflation Profiles for Selected Countries Ann O'Kelly Jul 2,2014
Euro Area - Non-Core Items to Keep Pushing Headline Inflation Lower Giada Giani Jun 30, 2014
Euro Area - Money and credit: persistent weakness to require more support Guillaume Menuet Jun 30, 2014
ECB Preview - Rendez-vous in September? Guillaume Menuet Jun 26, 2014
European Economic Forecast Highlights - June 2014 Ann O'Kelly Jun 26, 2014
Spain - Housing Adjustment: Are We Nearly There? Antonio Montilla Jun 13, 2014
Italy - Q1 GDP Details And April Industrial Output Giada Giani Jun 10, 2014
ECB - Door firmly open to additional stimulus and QE in late 2014 Guillaume Menuet Jun 5, 2014
Monthly Inflation Profiles for Selected Countries Ann O'Kelly Jun 26, 2014
Europe - Monthly Inflation Profiles for Selected Countries European Economics Team Jun 5, 2014
Euro Area - Inflation Surprises Once Again to the Downside Giada Giani Jun 3, 2014
Euro Area - Economic Sentiment Strengthens, But France Stays Weak Ebrahim Rahbari/Antonio Montilla May 28, 2014
Euro Area - Weak M3 but fall in private sector loans eases in April Ebrahim Rahbari/Antonio Montilla May 28, 2014
Italy - Q1 GDP Downward Surprise and Political Uncertaint Giada Giani May 23, 2014
Is The Euro Area Recovery at Risk of Faltering? Guillaume Menuet Jul 4, 2014
Weak Pay Trends Imply Further Inflation Undershoot Giada Giani Jun 27,2014
A Great Rotation towards Eurozone Portfolio Assets? Ebrahim Rahbari Jun 20, 2014
Labour Market Slack Giada Giani Jun 13, 2014
ECB TLTRO: Ambitious But Probably Not Enough, QE Lies Ahead Guillaume Menuet Jun 6, 2014
Negative Deposit Rate: Limiting Risks, Limited Upside Ebrahim Rahbari May 30, 2014
Soft Growth, Low HICP And Weak SPF Point To ECB Cut In June Guillaume Menuet May 23, 2014
Long Live (s) The Rise of the Current Account Surplus Ebrahim Rahbari May 16, 2014
Euro Economics Weekly - How Might QE Affect Financial Conditions? Giada Giani May 9, 2014
ECB: Reaction Function Points to Looser Stance Ahead Guillaume Menuet May 2, 2014
Private Deleveraging: Picking Up, but Hurting Less Ebrahim Rahbari Apr 25, 2014
Portugal: “Clean Exit” or Precautionary Credit Line? Giada Giani Apr 17,2014
France: Will Valls Succeed Where Others Have Failed? Guillaume Menuet Apr 11,2014
The Rise of The Output Gap Ebrahim Rahbari Apr4,2014
Italy — Some Short-Term Optimism Giada Giani Mar 28, 2014
Euro Area: Upside Risks To Q2 GDP Guillaume Menuet Mar 21, 2014
The Eurozone Investment Recovery Ebrahim Rahbari Mar 14, 2014
Internal Devaluation in the Periphe Giada Giani Feb 7, 2014
Global Economic Market Forecasts Michael Saunders Jul 3, 2014
Global Economic Outlook and Strategy - June 2014 Willem Buiter Jun 25, 2014
Global Economics View - The Long-Run Decline in Advanced-Economy Investment Willem Buiter Jun 12, 2014
Scandi Economics Update Tina Mortensen Jul 10, 2014
Sweden - Very Weak Production And Orders Data In May Tina Mortensen Jul 4, 2014
Sweden — Ma'lor Shift in Rikshank Polici - Cuts bi 50bi and Lowers Rate Path Substantialli Tina Mortensen Jul 3, 2014
UK - Why is Average Earnings Growth So Weak? Michael Saunders Jul 8, 2014
UK - Manufacturing Output Falls Back Michael Saunders Jul 8, 2014
UK - Surveys Highlight Economic Boom;; Michael Saunders Jul 8, 2014
Economy Likely to Outperform Further Michael Saunders Jul 11,2014
Is 2.5% Really the “New Neutral”? Michael Saunders Jul 4, 2014
PMIs Still Point to Strong Economic Growth Michael Saunders Jun 27, 2014
How Resilient Will The Economy Be To Rising Rates? Michael Saunders Jun 20, 2014
The “Jobs Miracle” Continues Michael Saunders Jun 13, 2014

Source: Citi Research
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