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Euro area

Construction output took step down at end-Q3

Ahead of this evening’s main event — the European Council videoconference where leaders seemed unlikely to resolve the
impasse over the forthcoming EU seven-year budget and recovery funds — today’s new economic data focused on the
construction sector and balance of payments. Having risen steadily since May and surpassed its level a year earlier in
August, construction output in the euro area fell 2.9%M/M in September. That left it down 2.5%Y/Y and 4.7% below the pre-
pandemic level in February. The weakness in September principally reflected new building work, which dropped 3.2%M/M to
be down 3.0%Y/Y and 5% below February’s level. In contrast, supported by fiscal policy, civil engineering output fell just
0.4%M/M to be up 0.2%Y/Y, albeit still 2.1% below February’s level. Among the member states, there were significant
differences too. Total construction output in Germany rose for a second successive month and by 1.5%M/M but was still
3.4% below February’s level. It fell more than 8.0%M/M in France and by 1.3%M/M in Spain to be down 7.2% and 6.4%
respectively below the pre-Covid level. And construction output also fell more than 8.0%M/M in Italy to fall back 1.6% below
February’s level.

Construction could slip back into reverse in Q4

Over the past two quarters, euro area construction output has moved closely in line with GDP. Indeed, given the vigorous
rebound from May to August, construction output in the region rose a record 12.5%Q/Q in Q3, just 0.1ppt softer than the
increase in GDP. That followed a drop in construction output in Q2 of 11.8%Q/Q, which was just 0.2ppt steeper than the
decline in total economic output. Germany — which had seen significant growth in the sector in Q2 due to more lenient
lockdown rules — was the only one of the large member states to post a decline in construction output in Q3. But just as euro
area GDP is likely to contract in Q4, so too might construction output fall back this quarter. Admittedly, while activity in many
services sub-sectors is being hit by new lockdown measures, restrictions on construction activity are currently limited,
providing scope for growth if demand picks up. Nevertheless, surveys suggest that sentiment in the sector remains well
below pre-Covid levels. The construction PMIs fell in each of the large member states in October firmly below 50, with the
euro area indices suggesting the weakest month for the sector since May. Indeed, the PMIs reported deterioration in both
residential and civil engineering work, and new orders in the sector were down the most since June. Fundamentals appear
relatively unfavourable too. Rising unemployment, downwards pressure on wages and tighter conditions on new mortgage
loans are likely to weigh on demand for housing over coming months. And commercial work will be deterred by pandemic-
related uncertainty about future demand for offices and city-centre retail, hospitality and leisure space.
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Largest current account surplus in twelve months

According to the ECB’s latest balance of payments data, the euro area’s current account surplus rose a further €4.3bn in
September to €25.2bn, the largest in a year. That left the cumulative surplus in the twelve months to September at 1.9% of
GDP, down 0.4ppt from a year earlier, but the improving near-term trend is unmistakable. With exports of goods outpacing
those of imports, the merchandise surplus rose on the ECB measure to €32.7bn, the largest since December 2017. And the
services trade surplus rose to a twelve-month high of €6.6bn. The primary income balance remained in deficit for a third
month at -€2.2bn, but the positive net foreign asset position in fixed income should provide support over coming quarters as
the US economic recovery gains traction. On the financial account, net portfolio inflows rose to €40.0bn, following near-
balance the prior month. While euro area residents’ holdings of foreign assets dropped €16bn, foreign investors added
almost €24bn to their stock of euro area assets, with their holdings of euro area debt securities up more than €50bn amid
expectations of further ECB monetary stimulus.

The day ahead in the euro area

The week’s euro area dataflow concludes tomorrow with the Commission’s flash estimate of consumer confidence in
November. Due to the rising second wave of the pandemic, this indicator fell in October to its lowest level since May. And
given that the spread of Covid-19 continued to intensify over the first half of this month, placing significant pressure on health
services and forcing many member states to increase the stringency of restrictions on activity, a further fall in November is
expected. Other data to be published tomorrow include German producer prices for October and Italian industrial orders and
sales figures for September. We will also hear again from ECB President Lagarde and Vice President de Guindos.

UK

CBI survey suggests manufacturing outlook has weakened

According to the latest CBI Industrial Trends Survey, the manufacturing recovery continued over the three months to
November, with the measure of output volumes down 6%Y/Y, the softest pace since September 2019. Production fell in 9 of
17 sub-sectors, although the headline decline was reportedly driven by the aerospace sub-sector. More of a concern, the
near-term outlook weakened materially, with expectations for output over the coming three months now negative (down
25ppts to -10%). Stock adequacy rose back broadly in line with the long-run average to suggest that precautionary inventory
accumulation related to uncertainty about the trading relationship with the EU at the end of the year remains less
pronounced than that associated with previous no-deal Brexit deadlines. And order books — both in total (-40%) and from
abroad (-51%) — deteriorated from last month and remained well below their long-run averages, suggesting that there will be
no last-minute surge in production ahead of the New Year. Finally, the survey measure of firms’ price expectations shifted
into negative territory (down 12ppts to -8%).

Services adversely affected by the resurgence in the pandemic

Of course, the intensification of the pandemic and the associated reintroduction of restrictions to try to control its spread is
affecting many consumer-facing services far more profoundly than the manufacturing sector. The ONS’s latest coronavirus
business survey today reported that, in the two weeks to 1 November, hospitality firms were already struggling most
financially, with 34% of food and accommodation businesses having no or low confidence that they would survive the next
three months, compared to 14% of firms across all industries. In addition, more than one third of workers in the arts,
entertainment and recreation industry were on partial or full-time furlough leave, compared to 9% across all industries. Given
weakening demand for such services, as well as regional closures and early curfews, the share of firms reporting an
increase in turnover reportedly deteriorated in the two weeks to 1 November to the lowest level since mid-August, suggesting
that GDP already went into reverse last month. And, with non-essential retailing shut since early this month, overall shopping
footfall dropped a steep 56%Y/Y in the week ending 15 November — more evidence, if it was needed, of a sharp drop in GDP
this month.
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The day ahead in the UK

Tomorrow’s UK data highlight will be the release of official retail sales figures for October. Surveys from the CBl and BRC
point to a softer month for retail sales following five successive increases, which left the level of sales more than 5% above
February’s pre-pandemic level. Nevertheless, despite a drop in shopping centre footfall as the month went on, sales in
October seem likely to benefit from renewed pandemic-related stock-building as well as the persisting shift in spending from
services to goods. Also published tomorrow will be the GfK consumer confidence survey for November and October public
finance figures.

European calendar

Today’s results

Economic data

Market consensus/

Country Release Period  Actual Daiwa forecast Previous Revised
EmMu B8 ECB current account balance €bn Sep 25.2 - 19.9 20.9
BB cConstruction output M/M% (Y/Y%) Sep -2.9(-2.5) - 2.6 (-0.9) 3.9(0.4)
Spain = Total trade balance €bn Sep -15 - -1.7 -
UK EJ= cBlindustrial trends survey, total orders Nov -40 -40 -34 -
Auctions
Country Auction
France sold €2.89bn of 1.75% 2023 bonds at an average yield of -0.71%

sold €4.12bn of 0% 2026 bonds at an average yield of -0.62%

sold €1.48bn of 2.75% 2027 bonds at an average yield of -0.57%

sold €644mn of 0.1% Mar-26 index-linked bonds at an average yield of -1.29%
sold €424mn 0.1% Jul-36 index-linked bonds at an average yield of -1.14%
sold €1.35bn of 0% 2026 bonds at an average yield of -0.414%

sold €487.4mn of 0.8% 2027 bonds at an average yield of -0.273%
Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Spain

Tomorrow’s releases

Economic data
Country GMT Release Period Mg;ﬁ:?:;ilsf/ Previous
EMU [JBEl 15.00 European Commission’s preliminary consumer confidence index Nov -17.7 -15.5
Germany W 07.00 PPIY/Y% Oct -0.8 -1.0
italy [l ] 09.00 Industrial orders M/M% (Y/Y%) Sep - 15.1 (6.1)
B B 09.00 Industrial sales M/M% (Y/Y%) Sep - 5.9 (-3.8)
UK EE§5 00.01 GfK consumer confidence survey Nov -34 -31
E-Eﬁ 07.00 Retail sales including fuel M/IM% (Y/Y%) Oct -0.3(4.1) 1.5(4.7)
E'EE 07.00 Retail sales excluding fuel M/IM% (Y/Y%) Oct 0.0 (5.9) 1.6 (6.4)
E{% 07.00 Public sector net borrowing £bn Oct 315 35.4
Auctions and events
Emu [l 08.15 ECB President Lagarde scheduled to speak
B8l 09.45 ECB'’s de Guindos scheduled to speak

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.
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Access our research blog at:
https://www.uk.daiwacm.com/ficc-research/recent-blogs

This research report is produced by Daiwa Securities Co. Ltd., and/or its affiliates and is distributed by Daiwa Capital Markets Europe Limited in the European Union, Iceland, Liechtenstein, Norway
and Switzerland. Daiwa Capital Markets Europe Limited is authorised and regulated by The Financial Conduct Authority and is a member of the London Stock Exchange and Eurex Exchange. Daiwa
Capital Markets Europe Limited and its affiliates may, from time to time, to the extent permitted by law, participate or invest in other financing transactions with the issuers of the securities referred to
herein (the “Securities”), perform services for or solicit business from such issuers, and/or have a position or effect transactions in the Securities or options thereof and/or may have acted as an
underwriter during the past twelve months for the issuer of such securities. In addition, employees of Daiwa Capital Markets Europe Limited and its affiliates may have positions and effect
transactions in such securities or options and may serve as Directors of such issuers. Daiwa Capital Markets Europe Limited may, to the extent permitted by applicable UK law and other applicable
law or regulation, effect transactions in the Securities before this material is published to recipients.

This publication is intended for investors who are not Retail Clients in the United Kingdom within the meaning of the Rules of the FCA and should not therefore be distributed to such Retail Clients in
the United Kingdom. Should you enter into investment business with Daiwa Capital Markets Europe’s affiliates outside the United Kingdom, we are obliged to advise that the protection afforded by
the United Kingdom regulatory system may not apply; in particular, the benefits of the Financial Services Compensation Scheme may not be available.

Daiwa Capital Markets Europe Limited has in place organisational arrangements for the prevention and avoidance of conflicts of interest. Our conflict management policy is available at
http://www.uk.daiwacm.com/about-us/corporate-governance-regulatory. Regulatory disclosures of investment banking relationships are available at
https://daiwa3.bluematrix.com/sellside/Disclosures.action.



https://www.uk.daiwacm.com/ficc-research/recent-blogs
http://www.uk.daiwacm.com/about-us/corporate-governance-regulatory
https://daiwa3.bluematrix.com/sellside/Disclosures.action

