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Eurozone | Inflation increased in January but will fall

Agustin Garcia

Minor drop in energy prices and rising core inflation, which surprised slightly to the
upside

While we have yet to know the final data, Eurostat's flash estimate was in line with expectations, considering
that inflation increased by 0.2pp to 0.4% YoY in January (BBVA Research and consensus 0.4% YoY). The
smaller decline in energy prices was one of the determinants of this increase, although it was slightly less
than expected, which, in the light of national data, could be largely explained by falling electricity prices. The
positive surprise was the 0.1pp increase in core inflation to 1% YoY (BBVA Research: 0.9% YoY) and, in
particular, the higher growth in the prices of non-energy industrial goods (0.7% YoY from 0.5% YoY in
December), while processed food inflation remained stable (0.7% YoY) and services increased slightly
(+0.1pp to 1.2% YY), in line with expectations (Table 1).

Inflation may moderate slightly in February and record negative rates from March
onwards, which could be extended into the second quarter

The evolution of oil prices will continue to be the main determinant of the behaviour of inflation in the coming
months, such that we now expect headline inflation to moderate in February (to 0% YoY) and record slightly
negative rates from March on (around -0.2% YY), which could extend into the second quarter (when we
expect oil prices to reach their lowest levels) and to rebound only slightly during the second half of the year
(to around 0.8 % in 4Q16).

Regarding core inflation, our models estimate that it will remain relatively stable in the coming months, since
the strength of domestic demand appears to be limiting any possible second-round effects of falling energy
prices. However, the January confidence surveys suggest that companies may be passing on to consumers
the falling commaodity prices in the euro area, but with differences between countries. In France, this
behaviour seems more obvious, although in part already expected by the need to stimulate demand, while
German companies do not seem to be passing them on and might be using it to improve their business
margins.

For 2016 as a whole, we expect headline inflation to be at 0.2% and core at 1%. Regarding this scenario,
the extreme uncertainty on the prices of raw materials means that we continue to foresee downside risks this
year (if the fall in oil prices continues without bottoming-out), but also upside risks in 2017 from a possible
rebound in oil prices or increased strength of domestic demand
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Figure 1
Eurozone. HCPI inflation (% YoY)

Observed January 20116
November December Flash BBV A
2015 2015 Estimate Research
HCH 0 0,2 0,4 0,4
Eneroy -1.3 -5,8 -5,3 -4,48
Fresh Food 27 20 1,8 1.4
HCH excluding enercy and food n4 04 1,0 04
Core excluding Fresh Food and Ener oy na 04 1,0 04
Services 11 11 1,2 1,2
MHon-Enerdy Industrial Goods na 0,a nr 06
FProcessed Food ny 0,7 07 03

Source: BBVA Research

Figure 2
Eurozone. Annual HICP inflation rate. Contribution by component
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Source: Eurostat and BBVA Research
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This document has been prepared by BBVA Research Department, it is provided for information purposes only and expresses data,
opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or based on sources we consider
to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers no warranty, either express or implicit,
regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and should be
considered as forecasts or projections. Results obtained in the past, either positive or negative, are no guarantee of future performance.
This document and its contents are subject to changes without prior notice depending on variables such as the economic context or
market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any interest in
financial assets or instruments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of
any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be aware that under
no circumstances should they base their investment decisions in the information contained in this document. Those persons or entities
offering investment products to these potential investors are legally required to provide the information needed for them to take an
appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation, distribution,
public communication, making available, extraction, reuse, forwarding or use of any nature by any means or process, except in cases
where it is legally permitted or expressly authorized by BBVA.
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