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A Changing Europe Monitor

A closer look at inflation and why it is not low

There is widespread surprise that Eurozone inflation appears low currently,
notwithstanding that real GDP growth is brisk and even accelerating. In this report, we
highlight several factors why underlying inflation is not as low as it appears, in our
view, and measured inflation is likely to pick up well above expectations in the
coming quarters.

Inflation is relatively low at the moment because there are fairly long lags between an
economy operating above its potential rate and inflation materialising. In the Eurozone,
capacity constraints began to materialise, in our calculations, around the summer of
last year and they should reach levels comparable to those seen in 2008 only next year,
on our estimates. This means that the recent behaviour of inflation is not likely to prove
to be a good predictor of the coming quarters.

Commodities prices are the other big reason inflation has proved more modest than
expected in recent years; however, this is no longer the case, at least for fuel prices.
We forecast average eurozone inflation at 2% for this year and 2.5% for 2019E, above
the ECB’s projections of 1.4% and 1.5% respectively.

We have priced into our models the euro at 1.25 on average against the dollar this year
and next, but the risk is biased in favour of a bolder rise, in our view, to 1.40 this year
and an eventual reversal to 1.20 next year. Even in this case, inflation is likely to
overshoot the ECB’s forecasts.

Forecasting inflation correctly is, of course, enormously important as we come to the
end of the quantitative easing programme. However, it is equally important, in our view,
to realise that we are most likely underestimating inflation currently, for at least three
reasons. It well documented that national statistics are still struggling to correctly
measure housing costs: 78.5% of the eurozone population lives in a country with house
price inflation above 3%yoy, thus is probably experiencing rising rents too.

The growing use of big data and artificial intelligence is changing the pricing strategy
of companies - this in our view already affects a third of the goods of the CPI basket.

Faster depreciation of a product is an increasingly widespread sales strategy for
companies, which de facto is a form of inflation for consumers. In our view this affects
16% of the CPI basket.

If we are correct on this, then we expect to see three broad set of consequences. First,
monetary policy will remain accommodating for a long time, but modest tightening in
future will have a big impact. Support for “unorthodox/populist” political parties will
not fade away - the parties may change, but the electorate will continue to seek
someone able to vent their dissatisfaction with perceived falling purchasing power.
Consumption may increasingly disappoint relative to survey results if wages do not
pick up briskly from here, as households’ budgets get tighter and tighter.
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Inflation: growth & commodities prices

It is possible to boil down the dynamics of inflation using just three variables: food inflation,
transport/fuel inflation and the output gap, which describes the rate at which an economy is
operating, or above its productive capacity. Commaodity prices, de facto, account for around
30% of inflation baskets in most countries and have an indirect impact on most of the rest of
the basket. The passthrough of fluctuations in commodities inflation is usually immediate and
lasts three-to-six months in most cases. Instead, the output gap tends to influence inflation
with two-to-four quarters of delay.

Fluctuations in the exchange rate influence inflation projections in two ways: there is an
immediate impact on the cost of imports, which affects food and fuel inflation, in turn, as well
as any other component of CPI with a high import content. It also usually affects GDP
performance, with a lag that ranges from two quarters to sometimes six. We find that the
passthrough between the exchange rate appreciation and GDP growth has weakened in
recent years, probably because the drop in labour costs that have taken place especially in
the eurozone periphery and the historically low interest rates for large and ultra-large
companies de facto have boosted the resilence of companies to € strenght relative to the past.

We have updated our inflation models, assuming that both world crude prices and world food
price indices remain at current levels throughout 2019E, Eurozone GDP growth averages at
2.7% this year and 2% next year, and the Euro stays at 1.25 on average against the dollar
over our forecast horizon, or that it rises to 1.40 vs. the dollar by April 2018 and reverses to
1.20 next year. The impact of these assumptions on the outlook for HICP can be seen as
follows. In our central scenario, where the Euro is stable around 1.25 to the dollar in 2018/19,
Eurozone inflation overshoots the ECB’s projections by 1.4% and 1.5%, respectively, this year
and next. If the Euro appreciates, our inflation projections would drop to 1.8% and 1.6%, still
above the ECB’s forecast in both years.

Inflation scenarios
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The message of surveys

Estimating the output gap of an economy is as much an exercise of science as it is of art,
given that economies constantly go through cyclical changes and structural adjustments, and
correctly interpreting the balance of the two is often challenging. As a result, it is very useful
to look at what companies and household surveys indicate. We list below what we see as the
most telling trends visible at the moment.

a.

Industrial sector expected pricing power indices suggest that companies are (or are
planning to) increasing the cost of their services soon. In a historical context, the index
is at levels seen in late-2010 or mid-2011, when inflation was close to 2%, or well
above that.

Construction sector surveys on price expectations for the next three months have risen
since steadily mid-2014 and are currently close to the peaks reached in 2007, but still
well below the peaks of 1990 and 2000. Construction pricing indices do not have a
leading power for consumer price inflation, but hiring appetite in the sector is a very
important factor influencing the total employment in an economy. The hiring appetite
index is at least equivalent to the peaks of 1990, 2000 and 2007.

The retail sector expected pricing power index has, de facto, moved sideways since
March 2017, and the latest reading showed a slight drop. The correlation with HICP,
historically, has been slightly better than that between industrial pricing surveys and
HICP, but we find that this index does not perform as well as the industrial index during
turning points.

Consumer surveys on past and future inflation currently give the same message:
inflation is going up. There was a mild drop registered for next year, coincident with
the drop of HICP early next year; however, aside from this, the trend appears to be up
convincingly. We see no clear difference between the inflation assessment and
expectations of different age cohorts (this means that inflation trends do not appear
concentrated only in some segments).

Households’ perceived inflation exceeds measured inflation since 2002
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e. There is an upward trend in the share of those that do not know what will happen to
inflation, which started around 2000-01, reversing the mild downward trend that had
instead characterised the previous 20 years.

f. There is a clear drop in the share of individuals that expect prices to fall, expect a slight
rise or expect prices to stay the same. Most respondents expect inflation to rise
“‘moderately”, while the share of those that expect inflation to rise a lot has been
trending between 11% and 13% since late-2016, and previous business cycle peaks
had seen a rate of 20-25%.

Things we are missing out

We believe there are at least three reasons we are probably underestimating inflation at this
juncture: the recovery of the housing market, the changes in pricing structure that big data
allow, and the faster depreciation of goods.

House prices are rising everywhere bar Italy, Cyprus and Greece

It is well-known that it is very difficult to get an accurate measure of housing costs/rental price
dynamics. This has been a long-standing challenge for national statistics, but is particularly
important now that the low interest rate environment has restarted the housing markets of
most of the Eurozone. Using the Eurostat house price index, we only see three countries with
house price inflation sub-3% yoy (at zero or below): Italy, Cyprus and Greece. This means
that 78.5% of the Eurozone population is currently facing brisk or strong house price inflation,
and probably rising rents.

Smarter pricing, often means higher pricing in the long run

In the past 10-15 years, two important things have taken place globally, but particularly in the
Eurozone. First, the advances in technology related to computer power and big data, etc.,
have allowed new services to emerge, permit those companies that have the ability to monitor
consumer tastes and needs, and optimise their pricing accordingly, and allow them to change
their pricing almost continuously throughout the year — as opposed to the good old economics
textbook, which used to underscore that prices were sticky also as a result of the
inconvenience and cost of changing and communicating new prices to customers. The second
change relates to the labour market as, post the 2008 crisis, most countries loosened their
labour laws to allow companies to manage their staffing needs more easily.

These changes, in our view, imply that the price measures collected by the national statistics
office might not be as accurate as they used to be. Here are some examples of the new
challenges. First, if a company can change pricing continuously, it may have a high or low
price at the time when the national statistical offices collect their observations (which is usually
around a week in the middle of the month in the case of HICP). Example: think of Uber taxi
fares during normal times and price surges. Of course, it maybe that statistical offices have
noticed a certain volatility in a segment of the market, but the more companies exist that have
an interest in changing prices often, the harder it will be to continue with the current method.

Secondly, there are a growing number of services where the “main price” is no longer the
“only” one, sometimes not even the “most important”. Think about the pricing structure often
used on AirBnB and compare it with a traditional hotel room: one has a “main price per night”,
often plus entry and exit fees, while the other has only the room price.

Comments? Contact us! research@adaeconomics.com
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In order to collect consistent prices, it maybe that national statistics are currently leaving out
the extra charges, which do matter for those who travel, of course.

Thirdly, the more we make labour markets flexible, the more tipping is being encouraged, or
even expected. This is, of course, a further material change in the pricing of a service that is
not being captured by HICP.

Overall, in our assessment, about one-third of the weight of the HICP basket, in our view, is
now influenced by one of the above factors.

Faster depreciation of a product is a form of inflation

Last, but not least: depreciation. There is no simple way to measure depreciation, but there is
something that everyone has probably noticed by now: many items these days seem to have
a shorter lifespan than in the past. This counts as inflation for the average person. In our view,
at the moment, we can identify about 16% of the consumer basket where a higher depreciation
rate is very evident by now: clothing, furniture, housing items, and telephones/computers, for
example, all seem to last a lot less than in the past. Why is this more relevant than before? In
our view, it is more important than before because some products’ lifespans have shortened
to a matter of a few years at most, on average, which implies a much higher cost to maintain
the same service than before.

If we are right —what you should expect

Assuming our assessment of real inflationary pressures is correct, we see four broad sets of
consequences. First, monetary policy will keep interest rates very low in a historical context
for a long period of time. Admittedly, our inflation projections are higher than the ECB’s but,
even if QE comes to an end in September 2018 and interest rates rise 50bp in 2019, it would
still constitute a very low interest rate environment in a historical context.

Perversely, this is going to accentuate all the factors we have listed above as reasons to
believe that we are underestimating inflation. Low interest rates, de facto, favour large and
super-large companies in particular, which are more likely, with a low interest rate
environment, to gain market share and, thus, market power, and are best-positioned to use
the new technology to increase their pricing power.

We also suspect that, in future, smaller monetary tightening will suffice to tip economies into
recession than before. Why? First, tighter banking regulation post the 2008 global financial
crisis has meant tighter deposit to loan conditions for most households, thus changes in
interest rates and/or macroprudential measures can have a material impact on the
accessibility of mortgages and its affordability, especially as long as wage growth is modest.
Also, it also appears to us that, when a rate increase materialises in the Eurozone, actual
inflation would already be quite high, so the tightening may add a burden to an already
stretched consumer financial situation, ending up as a double whammy for the
financial markets.

According to the findings from our field research of the last year, inflation — or rather the
perceived loss of purchasing power well beyond what the inflation rate suggests - is also an
important factor driving voters’ towards non-mainstream parties.

Comments? Contact us! research@adaeconomics.com
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In our view this trend will not be reversed simply with falling unemployment rates, as in many
parts of the eurozone falling unemployment is coincident with repricing down of labour, which
actually exacerbates the frustration associated with falling purchasing power.

The impact of higher-than-measured inflation on wage dynamics will be mixed, in our view,
but critical for the outlook of consumer spending. In our view, higher-than-measured inflation
in a country with a very tight labour market and a growing business sector should boost wage
growth. This is the case, for example, of the Eastern European countries: where wage growth
at double-digit growth rates is increasingly frequent, although actual inflation rates barely touch
the central banks’ targets.

In countries where the labour market is either not genuinely tight, or it is mildly tight but the
business sector is still going through a restructuring phase, in our view, wage increases will
not be significant compared with the genuine rise in living costs. This will translate into
underwhelming to stagnant consumer spending or falling savings as households smooth
consumption by running down savings buffers.

Raffaella Tenconi, 15t February 2018
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Disclaimer

TERMS AND CONDITIONS OF USE

YOU AGREE THAT YOU ARE USING THIS REPORT AND THE ADA Economics Ltd (“ADA”)
SERVICES AT YOUR OWN RISK AND LIABILITY. NEITHER ADA NOR ANY DIRECTOR, OFFICER,
EMPLOYEE OR AGENT OF ADA ACCEPTS ANY LIABILITY WHATSOEVER FOR ANY DIRECT,
INDIRECT, CONSEQUENTIAL, MORAL, INCIDENTAL, COLLATERAL OR SPECIAL DAMAGES, OR
LOSSES OF ANY KIND, INCLUDING, WITHOUT LIMITATION, THOSE DAMAGES ARISING FROM
ANY DECISION MADE OR ACTION TAKEN BY YOU IN RELIANCE ON THE CONTENT OF THIS
REPORT, OR THOSE DAMAGES RESULTING FROM LOSS OF USE, DATA OR PROFITS,
WHETHER FROM THE USE OF OR INABILITY TO USE ANY CONTENT OR SOFTWARE OBTAINED
FROM THIRD PARTIES REQUIRED TO OBTAIN ACCESS TO THE CONTENT, OR ANY OTHER
CAUSE, EVEN IF ADA IS ADVISED OF THE POSSIBILITY OF SUCH DAMAGES OR LOSSES, AND
EVEN IF CAUSED BY ANY ACT, OMISSION OR NEGLIGENCE OF ADA OR ITS DIRECTORS,
OFFICERS, EMPLOYEES OR AGENTS, AND EVEN IF ANY OF THEM HAS BEEN APPRISED OF
THE LIKELIHOOD OF SUCH DAMAGES OCCURRING.

I/ Copyright 2018 ADA. All rights reserved.

This report may provide information, commentary on and the discussion of issues relating to the state
of the economy and the capital markets. All opinions, projections and estimates constitute the judgment
of the author as of the date of the report and are subject to change without notice. ADA is under no
obligation to update this report and readers should therefore assume that ADA will not update any fact,
circumstance or opinion contained in this report.

The content of this report is provided for discussion purposes only. Any forward-looking statements or
forecasts included in the content are based on assumptions derived from historical results and trends.
Actual results may vary from any such statements or forecasts. No reliance should be placed on any
such statements or forecasts when making any investment decision, and no investment decisions
should be made based on the content of this report.

This report is not intended to provide personal investment advice and it does not take into account the
specific investment objectives, financial situation and particular needs of any specific person. Under no
circumstances does any information represent a recommendation to buy or sell securities or any other
asset, or otherwise constitute investment advice. Investors should seek financial advice regarding the
appropriateness of investing in specific securities or financial instruments and implementing the
investment strategies discussed or recommended in this report.

This report should not be regarded by recipients as a substitute for the exercise of their own judgment
and readers are encouraged to seek independent, third-party research on any companies discussed or
affected by this report.

Securities and other financial instruments discussed in this report are not insured and are not deposits
or other obligations of any insured depository institution. Investments in general and, derivatives, in
particular, involve numerous risks, including, among others, market risk, counter-party default risk and
liquidity risk. No security, financial instrument or derivative is suitable for all investors. In some cases,
securities and other financial instruments may be difficult to value or sell, and reliable information about
the value or risks related to the security or financial instrument may be difficult to obtain. Investors
should note that income from such securities and other financial instruments, if any, may fluctuate and
that the price or value of such securities and instruments may rise or fall and, in some cases, investors
may lose their entire principal investment. Past performance is not necessarily a guide to
future performance.
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Foreign currency rates of exchange may adversely affect the value, price or income of any security or
financial instrument mentioned in this report. Investors in such securities and instruments effectively
assume currency risk.

Any information relating to the tax status of financial instruments discussed herein is not intended to
provide tax advice or to be used by anyone to provide tax advice. Investors are urged to seek tax advice
based on their particular circumstances from an independent tax professional.

Individuals identified as economists in this report do not function as research analysts. Under U.S. law,
reports prepared by them are not research reports under applicable U.S. rules and regulations.

In accordance with rules established by the U.K. Financial Services Authority, macroeconomic analysis
is NOT considered investment research.

Materials prepared by ADA research personnel are based on public information. Facts and views
presented in this material have not been reviewed by, and may not reflect information known to,
professionals in other business areas of ADA.

To the extent that this report discusses any legal proceeding or issues, it has not been prepared as nor
is it intended to express any legal conclusion, opinion or advice. Investors should consult their own legal
advisers as to issues of law relating to the subject matter of this report. ADA research personnel’s
knowledge of legal proceedings in which any ADA entity and/or its directors, officers and employees
may be plaintiffs, defendants, co-defendants or co-plaintiffs with or involving companies mentioned in
this report is based on public information. Facts and views presented in this material that relate to any
such proceedings have not been reviewed by, nor discussed with, and may not reflect information
known to, professionals in other business areas of ADA in connection with the legal proceedings or
matters relevant to such proceedings.

The information herein (other than the disclosure information relating to ADA and its affiliates) was
obtained from various sources and, while all efforts have been made to provide accurate information,
ADA does not guarantee its accuracy. This report may contain links to third-party websites. ADA is not
responsible for the content of any third-party website or any linked content contained in a third-party
website. Content contained on such third-party websites is not part of this report and is not incorporated
by reference into this report. The inclusion of a link in this report does not imply any endorsement by or
any affiliation with ADA.

Any unauthorised use or disclosure is prohibited.
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