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■ The ECB continues to exert control over financial conditions with its slow,
transparent and balanced exit from QE. Confirmation that net purchases
will cease in December will wait a little longer but is still anticipated – the
hurdle to an extension of QE feels high. Exiting net purchases remains
balanced by the target of ample monetary accommodation through
reinvestments, low policy rates and the open-ended guidance on both.

■ ‘Balance’ was the key word at the press conference. The downside risks
were dialled up, but these were balanced by the Council’s confidence
in the resilience of the euro area economy. If the downside risks do not
materialise in any substantive way, the resilience of the economy — not
least demonstrated by the health of the labour market and the emergence
of rising wage inflation — suggests the path to the first rate hike later in
2019 will be clear. Our call remains September 2019 for the first policy
rate hike.

■ In recent years, the market was likely underestimating the potential for
wage growth to pick up in the euro-area. A careful analysis of labour
market developments in the EMU would support Draghi’s confidence. We
include links to our analytical work on this topic.
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‘Balance’ was the key word

There was little to surprise the markets in the latest ECB press conference. As
expected, the ECB confirmed the slowing of net asset purchases from EUR30bn
to EUR15bn per month for the final quarter of the year. As hinted in the press
last week, the decision to cease net asset purchases in December will be made
later and will be conditional on confirmation of the medium-term inflation outlook.
However, the ECB continues to “anticipate” that net purchases will end.

Also as expected, the slow, conditional exit from net purchases is balanced by
the objective of maintaining “ample” monetary stimulus. The accommodation
comes through the same three commitments as previously: (1) reinvestments
for an extended period after net asset purchases, (2) unchanged policy rates at
least through summer 2019 and longer if necessary, and (3) the availability of “all
instruments” (including net asset purchases) if necessary.

The prepared press statement was virtually unchanged. The most significant
alteration appeared to be the inclusion of “EM vulnerabilities” in the list of risks
and the view that the risks were “gaining prominence”. However, it was not a clear
case of dialling up the risks. While Draghi went into detail about how difficult it is
to assess the risks from trade war – in terms of assessing the risks of escalation,
the impact on general confidence or the impact on international supply chains –
if anything, he played down some of the fears. For example, he mentioned the
lack of spillover from EM and Italy stresses.

The press statement said the ‘balance of risks’ can still be assessed as broadly
balanced, despite the downside risks “gaining prominence”. Draghi nuanced this
in the Q&A. He said the view was shared by all on the Governing Council that the
balance of risks has not changed. He mentioned two counterbalancing upside
risks.

First, the fiscal stance. The ECB views this as slightly easier than previously.
According to the staff forecasts, the change in the structural budget balance
(fiscal stance) next year is 0.2pp of GDP versus 0.1pp previously and unchanged
in 2020 versus an expectation of a one tenth tightening previously.

Second, the “underlying strength of the economy”. The staff GDP forecasts for
2018 and 2019 were revised down by 0.1pp as were the core inflation forecasts
for 2019 and 2020, but as we mentioned in our preview, risks were skewed in this
direction and the quantum of downgrade is not enough to alter the tone of the
policy outlook. If anything, the resilience of growth in the face of the accumulation
of risks was the key message from Draghi in the Q&A.

A key part of the resilience argument appears to be the labour market, which
Draghi described as “ever improving”. There are two parts to this. One is
employment. The job content of growth remains impressive. The employment/
GDP ratio is expected to be 0.7 this year, up from 0.6 on average over the last four
years and a pre-crisis average of about 0.55.

The other is wage growth. Not only is the strength of the labour market adding
to the resilience of the economic recovery, it is also increasingly translating into a
wage impulse. The turning point in the euro area wage cycle was in the first half
of 2017, with all three of the euro area’s main labour cost indicators now clearly
moving upwards – negotiated wages, hourly labour costs and compensation per
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employee (see Fig 1). This coincides with the closure of the unemployment gap –
the ECB staff recently argued that on a traditional basis using the unemployment
rate and on a broader basis capturing slack outside the standard unemployment
rate, the gap is now closed.

Figure 1: The euro area's main labour cost indicators are
clearly rising

Figure 2: Following some undershooting in H2-2016/
H1-2017, comp per employee is back in line with our
model – and the gains should be sustainable
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No more labouring over why wages are not rising

In recent years, the market was likely underestimating the potential for wage
growth to pick up in the euro-area. A careful analysis of labour market
developments in the EMU would support Draghi’s confidence:

■ A simple wage equation model accounting for past inflation, productivity
growth and unemployment has explained very well wage developments
in the euro-area throughout the crisis years and recently (see Fig 2 and
our May 2017 article here ). Across countries, similar relations hold also
well (see our Feb 2018 wage outlook  here ).

■ Broader labour market slack (constrained part-time workers, people
willing to work outside the labour force) in the euro-area appears to
move in line with headline unemployment and captures little additional
information on the degree of cyclical tightness of the labour market (see
our Sep 2017 report here ).

■ The euro-area Phillips curve is non-linear, flat in periods of high
unemployment and steep once unemployment approaches its structural
rate (see Fig 3)

■ Hence a prolonged economic trough would bias down short-term
Phillips curve estimates. (see our Sep 2017 report here for more
details).

■ This short-term estimate bias argument would be reinforced if
the Phillips curve had shifted down due to a fall in structural
unemployment amid supply-side reforms or inflation expectations
amid deflation risks.
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■ Once all these potential headwinds pass, a tighter labour market
should result in higher wage growth as the workers most likely to
quit put pressure on labour costs (see our June 2018 report here for
evidence of such mechanisms).

■ Finally, the labour share over the last 20 years has remained broadly
constant in the euro-area, unlike in the US or Japan (see our Nov 2017
report here ). This is true despite the varying cyclical position or supply
side reform timings of its member states. This implies that rising nominal
wages are relatively more likely to be absorbed by higher consumer
prices rather than falling corporate margins.

Figure 3: Increasing evidence of a typical non-linear
Phillips curve

Figure 4: Evidence of a broad-based acceleration in
compensation momentum
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Policy Outlook

First, all else unchanged it will require a non-negligible materialisation of risk –
enough to affect the medium-term outlook for inflation – for the ECB to extend the
net asset purchases beyond December. However, just because net purchases are
close to a conclusion does not mean the monetary policy stance is shifting. An
“ample” degree of monetary accommodation remains the ECB’s current policy
objective. It is achieving this through reinvestments, low policy rates and the
open-ended guidance on both.

Second, the ECB is determined to move policy slowly. (1) The end of net asset
purchases is still anticipated for year-end. The decision is conditional and there is
no reason for the ECB to rush the decision – hence the deferral until later. (2) There
is still no discussion on the details of reinvestments – apart from the statement
that the capital key will remain the guiding principle. (3) The Council is not talking
about the practicalities of how to raise policy rates – the size of hikes, the role of
the standing facilities corridor, etc. There is a lot of time yet before this becomes
necessary.

Third, the key to the outlook for the economy and monetary policy are the
downside risk factors. If the downside risks factors do not materialise in any
substantive way, the resilience of the economy — not least demonstrated by
the health of the labour market and the emergence of rising wage inflation —
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suggests the path to the first rate hike later in 2019 will be clear. We maintain our
call that the first policy rate hike will be in September 2019 (+20bp depo, +25bp
refi). This is conditional on moderately above-trend growth continuing and core
inflation rising to 1.5% next year.
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Appendix 1

Important Disclosures

*Other information available upon request

*Prices are current as of the end of the previous trading session unless otherwise indicated and are sourced from
local exchanges via Reuters, Bloomberg and other vendors . Other information is sourced from Deutsche Bank, subject
companies, and other sources. For disclosures pertaining to recommendations or estimates made on securities other than
the primary subject of this research, please see the most recently published company report or visit our global disclosure
look-up page on our website at https://research.db.com/Research/Disclosures/CompanySearch. Aside from within this
report, important risk and conflict disclosures can also be found at https://research.db.com/Research/Topics/Equities?
topicId=RB0002. Investors are strongly encouraged to review this information before investing.

Analyst Certification

The views expressed in this report accurately reflect the personal views of the undersigned lead analyst(s). In addition,
the undersigned lead analyst(s) has not and will not receive any compensation for providing a specific recommendation
or view in this report. Mark Wall, Marc de-Muizon
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Additional Information

The information and opinions in this report were prepared by Deutsche Bank AG or one of its affiliates (collectively
"Deutsche Bank"). Though the information herein is believed to be reliable and has been obtained from public sources
believed to be reliable, Deutsche Bank makes no representation as to its accuracy or completeness. Hyperlinks to third-
party websites in this report are provided for reader convenience only. Deutsche Bank neither endorses the content nor
is responsible for the accuracy or security controls of those websites.
?
?
If you use the services of Deutsche Bank in connection with a purchase or sale of a security that is discussed in this report,
or is included or discussed in another communication (oral or written) from a Deutsche Bank analyst, Deutsche Bank may
act as principal for its own account or as agent for another person.
?
?
Deutsche Bank may consider this report in deciding to trade as principal. It may also engage in transactions, for its
own account or with customers, in a manner inconsistent with the views taken in this research report. Others within
Deutsche Bank, including strategists, sales staff and other analysts, may take views that are inconsistent with those taken
in this research report. Deutsche Bank issues a variety of research products, including fundamental analysis, equity-linked
analysis, quantitative analysis and trade ideas. Recommendations contained in one type of communication may differ
from recommendations contained in others, whether as a result of differing time horizons, methodologies, perspectives
or otherwise. Deutsche Bank and/or its affiliates may also be holding debt or equity securities of the issuers it writes
on. Analysts are paid in part based on the profitability of Deutsche Bank AG and its affiliates, which includes investment
banking, trading and principal trading revenues.
?
?
Opinions, estimates and projections constitute the current judgment of the author as of the date of this report. They do
not necessarily reflect the opinions of Deutsche Bank and are subject to change without notice. Deutsche Bank provides
liquidity for buyers and sellers of securities issued by the companies it covers. Deutsche Bank research analysts sometimes
have shorter-term trade ideas that may be inconsistent with Deutsche Bank's existing longer-term ratings. Some trade
ideas for equities are listed as Catalyst Calls on the Research Website ( https://research.db.com/Research/ ) , and can be
found on the general coverage list and also on the covered company ’ s page. A Catalyst Call represents a high-conviction
belief by an analyst that a stock will outperform or underperform the market and/or a specified sector over a time frame of
no less than two weeks and no more than three months. In addition to Catalyst Calls, analysts may occasionally discuss
with our clients, and with Deutsche Bank salespersons and traders, trading strategies or ideas that reference catalysts or
events that may have a near-term or medium-term impact on the market price of the securities discussed in this report,
which impact may be directionally counter to the analysts' current 12-month view of total return or investment return as
described herein. Deutsche Bank has no obligation to update, modify or amend this report or to otherwise notify a recipient
thereof if an opinion, forecast or estimate changes or becomes inaccurate. Coverage and the frequency of changes in
market conditions and in both general and company-specific economic prospects make it difficult to update research at
defined intervals. Updates are at the sole discretion of the coverage analyst or of the Research Department Management,
and the majority of reports are published at irregular intervals. This report is provided for informational purposes only and
does not take into account the particular investment objectives, financial situations, or needs of individual clients. It is not
an offer or a solicitation of an offer to buy or sell any financial instruments or to participate in any particular trading strategy.
Target prices are inherently imprecise and a product of the analyst ’ s judgment. The financial instruments discussed
in this report may not be suitable for all investors, and investors must make their own informed investment decisions.
Prices and availability of financial instruments are subject to change without notice, and investment transactions can lead
to losses as a result of price fluctuations and other factors. If a financial instrument is denominated in a currency other
than an investor's currency, a change in exchange rates may adversely affect the investment. Past performance is not
necessarily indicative of future results. Performance calculations exclude transaction costs, unless otherwise indicated.
Unless otherwise indicated, prices are current as of the end of the previous trading session and are sourced from local
exchanges via Reuters, Bloomberg and other vendors. Data is also sourced from Deutsche Bank, subject companies, and
other parties.
?
?
The Deutsche Bank Research Department is independent of other business divisions of the Bank. Details regarding our
organizational arrangements and information barriers we have to prevent and avoid conflicts of interest with respect to
our research are available on our website ( https://research.db.com/Research/ ) under Disclaimer.
?
?
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Macroeconomic fluctuations often account for most of the risks associated with exposures to instruments that promise
to pay fixed or variable interest rates. For an investor who is long fixed-rate instruments (thus receiving these cash
flows), increases in interest rates naturally lift the discount factors applied to the expected cash flows and thus
cause a loss. The longer the maturity of a certain cash flow and the higher the move in the discount factor, the
higher will be the loss. Upside surprises in inflation, fiscal funding needs, and FX depreciation rates are among the
most common adverse macroeconomic shocks to receivers. But counterparty exposure, issuer creditworthiness, client
segmentation, regulation (including changes in assets holding limits for different types of investors), changes in tax
policies, currency convertibility (which may constrain currency conversion, repatriation of profits and/or liquidation of
positions), and settlement issues related to local clearing houses are also important risk factors. The sensitivity of fixed-
income instruments to macroeconomic shocks may be mitigated by indexing the contracted cash flows to inflation, to
FX depreciation, or to specified interest rates – these are common in emerging markets. The index fixings may – by
construction – lag or mis-measure the actual move in the underlying variables they are intended to track. The choice of
the proper fixing (or metric) is particularly important in swaps markets, where floating coupon rates (i.e., coupons indexed
to a typically short-dated interest rate reference index) are exchanged for fixed coupons. Funding in a currency that differs
from the currency in which coupons are denominated carries FX risk. Options on swaps (swaptions) the risks typical to
options in addition to the risks related to rates movements.
?
?
Derivative transactions involve numerous risks including market, counterparty default and illiquidity risk. The
appropriateness of these products for use by investors depends on the investors' own circumstances, including their
tax position, their regulatory environment and the nature of their other assets and liabilities; as such, investors should
take expert legal and financial advice before entering into any transaction similar to or inspired by the contents of this
publication. The risk of loss in futures trading and options, foreign or domestic, can be substantial. As a result of the
high degree of leverage obtainable in futures and options trading, losses may be incurred that are greater than the
amount of funds initially deposited – up to theoretically unlimited losses. Trading in options involves risk and is not
suitable for all investors. Prior to buying or selling an option, investors must review the "Characteristics and Risks of
Standardized Options”, at http://www.optionsclearing.com/about/publications/character-risks.jsp . If you are unable to
access the website, please contact your Deutsche Bank representative for a copy of this important document.
?
?
Participants in foreign exchange transactions may incur risks arising from several factors, including the following: (i)
exchange rates can be volatile and are subject to large fluctuations; (ii) the value of currencies may be affected by numerous
market factors, including world and national economic, political and regulatory events, events in equity and debt markets
and changes in interest rates; and (iii) currencies may be subject to devaluation or government-imposed exchange controls,
which could affect the value of the currency. Investors in securities such as ADRs, whose values are affected by the
currency of an underlying security, effectively assume currency risk.
?

Unless governing law provides otherwise, all transactions should be executed through the Deutsche Bank entity in
the investor's home jurisdiction. Aside from within this report, important conflict disclosures can also be found at
https://research.db.com/Research/ on each company ’ s research page. Investors are strongly encouraged to review this
information before investing.

Deutsche Bank (which includes Deutsche Bank AG, its branches and affiliated companies) is not acting as a financial
adviser, consultant or fiduciary to you or any of your agents (collectively, “You” or “Your”) with respect to any information
provided in this report. Deutsche Bank does not provide investment, legal, tax or accounting advice, Deutsche Bank is not
acting as your impartial adviser, and does not express any opinion or recommendation whatsoever as to any strategies,
products or any other information presented in the materials. Information contained herein is being provided solely on the
basis that the recipient will make an independent assessment of the merits of any investment decision, and it does not
constitute a recommendation of, or express an opinion on, any product or service or any trading strategy.

The information presented is general in nature and is not directed to retirement accounts or any specific person or account
type, and is therefore provided to You on the express basis that it is not advice, and You may not rely upon it in making
Your decision. The information we provide is being directed only to persons we believe to be financially sophisticated,
who are capable of evaluating investment risks independently, both in general and with regard to particular transactions
and investment strategies, and who understand that Deutsche Bank has financial interests in the offering of its products
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and services. If this is not the case, or if You are an IRA or other retail investor receiving this directly from us, we ask
that you inform us immediately.
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Bay, Level 5, PO Box 14928, Doha, Qatar. This information has been distributed by Deutsche Bank AG. Related financial
products or services are only available only to Business Customers, as defined by the Qatar Financial Centre Regulatory
Authority.
?
?
Russia: The information, interpretation and opinions submitted herein are not in the context of, and do not constitute, any
appraisal or evaluation activity requiring a license in the Russian Federation.

Kingdom of Saudi Arabia: Deutsche Securities Saudi Arabia LLC Company (registered no. 07073-37) is regulated by the
Capital Market Authority. Deutsche Securities Saudi Arabia may undertake only the financial services activities that fall
within the scope of its existing CMA license. Its principal place of business in Saudi Arabia: King Fahad Road, Al Olaya
District, P.O. Box 301809, Faisaliah Tower - 17th Floor, 11372 Riyadh, Saudi Arabia.
?
?
United Arab Emirates: Deutsche Bank AG in the Dubai International Financial Centre (registered no. 00045) is regulated
by the Dubai Financial Services Authority. Deutsche Bank AG - DIFC Branch may only undertake the financial services
activities that fall within the scope of its existing DFSA license. Principal place of business in the DIFC: Dubai International
Financial Centre, The Gate Village, Building 5, PO Box 504902, Dubai, U.A.E. This information has been distributed by
Deutsche Bank AG. Related financial products or services are available only to Professional Clients, as defined by the
Dubai Financial Services Authority.
?
?
Australia and New Zealand: This research is intended only for "wholesale clients" within the meaning of the
Australian Corporations Act and New Zealand Financial Advisors Act, respectively. Please refer to Australia-specific
research disclosures and related information at https://australia.db.com/australia/content/research-information.html
Where research refers to any particular financial product recipients of the research should consider any product disclosure
statement, prospectus or other applicable disclosure document before making any decision about whether to acquire
the product. In preparing this report, the primary analyst or an individual who assisted in the preparation of this report
has likely been in contact with the company that is the subject of this research for confirmation/clarification of data,
facts, statements, permission to use company-sourced material in the report, and/or site-visit attendance. Without prior
approval from Research Management, analysts may not accept from current or potential Banking clients the costs of
travel, accommodations, or other expenses incurred by analysts attending site visits, conferences, social events, and the
like. Similarly, without prior approval from Research Management and Anti-Bribery and Corruption (“ABC”) team, analysts
may not accept perks or other items of value for their personal use from issuers they cover.
?
?
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