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EA: Inflation - Why so low?

Barclays baseline - Headline/Core: 1.2%/1.0% in 2019 and 1.1%/1.2% in 2020
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EA: Growth and inflation - Far from normal
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EA: GDP deflator vs core inflation - Broken relationship?
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EA: GDP deflator breakdown - Income contributions
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EA: Wages on the way up as labour markets recover
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EA: Cyclical increase in productivity offset labour costs
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EA: NFCs’ profit developments since GFC (100 = Q1 08)
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EA: Businesses' interest payment reached all-time lows
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EA: Low rates helped core profitability recover pre-crisis level
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EA: Fiscal policy did play a critical disinflationary role (%,y/y)
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EA: Still-modest income pressures on core inflation

 Nominal wages are not responsible for the current low core inflation. As in previous recovery
periods, labour costs have responded to tightening labour markets. However, a cyclical increase in
productivity helped firms dilute pressures to raise output prices as economic recovery strengthened.

« Despite growing pricing power afforded by improving economic conditions, falling debt-
servicing costs and defensive pricing strategies have limited businesses’ pass-through to final
consumer prices. Savings due to benign interest rates have allowed businesses to strengthen
profitability without having to raise output prices and put market shares at risk. Moreover, as economic
conditions have turned less favourable, businesses have accepted lower profit margins to avoid
passing higher unit labour costs on to consumers, indicating that profit margins continue to act as a
buffer during economic slowdowns.

« Accommodative fiscal policy played a critical role. The contribution from unit indirect taxes to
headline HICP inflation has declined since 2014 on account of the implementation of generally more
relaxed fiscal policies.

+ Against this backdrop, we think it is unlikely that businesses will feel immediate pressure to
increase final output prices. This is consistent with our view that core consumer prices are unlikely to
catch up quickly to levels consistent with the ECB’s medium-term price stability target; rather, we expect
them to remain on a slow recovery trend.

Source: Barclays Research
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EA: Growth - Unlikely to lift the inflation boat

Barclays baseline - Growth: 1.1% in 2019 and 0.6% in 2020

+ We revised down our GDP growth profile, including a no deal Brexit as part of our baseline
* Net trade is to be a further drag on growth (0.3pp out of the 0.4pp downward revision)

* Domestic demand should remain a key anchor of GDP growth, but downside risks mount

Projected EA GDP growth before and after revision Contribution to GDP growth in 2020
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EA: UK share in EA trade and vice versa
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EA: Highly exposed to global trade

Germany highly exposed to US/China trade (2017) Car exports matter for German GDP (2017)
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EA: Unemployment drops despite rising labor participation
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EA: Saving rate ticks up despite strong labour markets
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EA: What can Governments and ECB do?

* Fiscal policy:

Baseline:

We believe that 2020 budgets will likely be amended, with countries looking to ease their fiscal stance
against targets committed to last April.

Risks:

If the EC doesn’t revise output gap assumption, fiscal leeway might not be enough to support domestic
demand.

 Monetary policy:

Baseline:
» 10bp Deposit Facility Rate cut in December, March
» Further increase in tiering multipliers
« APP program to last at the very least until end-2020 at EUR20bn pace a month

» The new state-contingent part of FG could be further strengthened by more concretely defining the
‘states’

Source: Barclays Research
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