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e Despite some firm German labour marketdata, Bunds made gains as euro Daily bond market movements
area inflation fell backin June. Sl Y ERETTET
: : . . . . BKO 0 06/23 -0.669 -0.008
e Gilts also made gains while data flagged the jump in UK household savings OBL 004/26 0.588 0023
alt_)ng with rising busmes_s price expectations butalso continued intense DBR 0 08/31 0.206 0.034
price pressures on the high street. URT 07, 01723 0053 0001
e Thursdaywill bring new data for euro area unemployment, German retail UKT 0% 01/26 0.329 0.015
sales, new carregistrationsin several euro area member states and the UKT 4%12/30 0.717 -0.019
final June manufacturing PMIs. *Change from close as at4:30pm BST.

Source: Bloomberg

Euro area

Inflation falls in June as lower services and energy components offset goods price pressures

According to today’s flash estimates, euro area headline inflation fell in June for the firsttime since September, albeit
moderating just0.1pptto 1.9%Y/Y. As expected, energyinflation eased back, dropping 0.6pptfrom May's near-10-year high
to a nevertheless still elevated 12.5%Y/Y. But inflation of food, alcohol and tobacco ticked up to 0.6%Y/Y. More significant
pressure came from non-energyindustrial goods inflation, which rose 0.5pptto a five-month high of 1.2%Y/Y. With prices of
suchitems up 0.2%M/M, the firstincrease in June since the introduction ofthe single currency, the impactof rising input
costs amid supplybottlenecks likelyplayed a role. However, a rebound in clothing prices due to the reopening of services, as
well as a delayto summersales in certain countries this year, was also probablya key factor. Meanwhile, services inflation
fell back 0.4pptto a seven-month low of 0.7%Y/Y, as the monthlyincrease in such prices (0.3%MM) was less than halfthe
rate in June in each of the pasttwo years. In this instance, lowerinflation of package tours is likelyto have been a driver,
although the replacementofitems previouslyimputedbystatisticians with actual prices mightalso have played a role. With
the impactofhigher goods inflation offsetting the declinein services, core inflation in the euro area was unchanged at a still-
subdued 0.9%Y/Y. At the country level, contrasting the decline in Germany (2.1%Y/Y) and steady reading in Spain
(2.4%YIY), inflation on the EU-harmonised HICP measure edged up 0.1pptin France (1.9%Y/Y) and Italy (1.3%Y/Y).

Looking ahead, services inflation mightbe expected to rebound in July while inflation of non-energyindustrial goods will
likely initiallyfall back. But while energyinflation shouldfall further, base effects associated with lastsummer’s German VAT
cut will likely push headline euro area inflation up to around 22%Y/Y in Q3 and Q4 before falling back to around 172%Y/Y
from January on as the impactwears off. Likewise, euro area core inflation will likely pick up to around 1%2%Y/Y in Q4 before
falling back at the startof 2022. And with no signs of meaningful upwards pressure on wage growth orinflation expectations,
there seems everyreason to believe that headline and core inflation will remain belowthe ECB’s currenttargetof close to
2.0%Y/Y over the projection horizon.

German jobless claims and French spending data beat expectations

Beyond inflation matters, today's economic activity data were better than anticipated reinforcing expectations of a vigorous
reboundin Q2. In Germany, jobless claims dropped for the second successive month in June and by 38k, the mostsince
January. While the claimantcountrate was unchanged at5.9%, the number of workers registered unemployed fell below
2.7mnforthe firsttime since April 2020. And a 25k rise in the number of job vacancies pushed the total to 683k, the highest
since March 2020 and above levels prevailing earlierin the last cyclical upswinguntil the end of 2016. Meanwhile, in France,
household consumption of goods rebounded a vigorous 10.4 %MM in May after dropping (a larger-than-previously-thought)
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8.7%MM in April in response to the third national lockdown, to be just0.3% below the pre-pandemiclevel in Q419. Spending
on manufacturedgoods leapta whopping 26.0%M/M, boosted byshop reopening from 19 May. Indeed, expenditure on
clothes rose almost 150%M/Min May having more than halved in April, to be 2.2% below the Q419 level. And spending on
items forthe home rose 24.0%MMhaving dropped 17.1%M/M the priormonth. Spending on transportgoods rose a more
moderate 2.8%M/M, the firstgain in four months butnotquite reversing the drop over the prior month. Meanwhile, spending
on energyrose 2.6%MM, as consumers spentmore on auto fuel as travel restrictions were lifted earlierin the month.

The day ahead in the euro area

Thursdaywill bring furtherinsights into the strength of euro area economic activity in Q2. German retail sales figures for May
are highlylikelyto reporta firm rebound, albeit notsufficientlystrong to reverse fully April’s drop of 6.8% MM, which was the
second-steepestofthe pandemic. In addition, labour marketdata are expected to show that the euro area unemployment
rate in May was stable at8.0%. However, with pandemic restrictions easing and governmentshort-time work programmes
still providing support, the risks are probablyskewed towards a further decline, which would leave the rate at the lowestin a
year. Figures for new car registrationsin June from France, ltaly and Spain are also due for release, as are the final
manufacturing PMis for the same month. According to the flash estimates, manufacturing production accelerated for the first
time since March, with the respective outputindexup 0.2ptto 62.4, less than 1ptbelow the series high recorded three
months earlier. Butthe indices alsosignalled a record rise in backlogs of work, a further near-record lengtheningofsupply
delivery times and ongoing price pressures. For the first time Markit will also publish the June surveyresults from Iltalyand
Spain, which are likely stronglyto suggestbroad-based growth in the sector at the end of Q2. Beyond the data, ECB
PresidentLagarde will speak to the European Parliamentin her capacity as chair of the European Systemic Risk Board,
which conducts macro-prudential oversightofthe EU’s financial system.

UK
Drop in GDP in Q1 a touch bigger than thought as household savings ratio leapt

The UK’s Q1 national accounts confirmedthatthe contraction in economic outputatthe startof the year due to tighter
pandemicrestrictions was relativelymodest. Indeed, compared to the plunge ofalmost20%Q/Qin response to the first
national lockdown in Q220, GDPin Q121 dropped just 1.6%Q/Q, only 0.1ppt more than previouslythought, to be 8.8%
below the pre-pandemic peakin Q419 and down 6.1%Y/Y. Within the detail, the revisions were somewhatlarger, with private
consumption now estimatedto have dropped 4.6%Q/Q, 0.7pptmore than previouslythought. With household gross
disposable income up 0.1%Q/Qin nominal terms, the household savings ratio jumped 3.8ppts to 19.9% —the second
higheston the series afterthe peak of 25.9% in Q220 during the firstlockdown and up from an average of less than 7% in
the two years prior to the pandemic —to highlightscopefor a strong revival in consumption over coming quarters. Growth in
governmentspending was 1.1ppts softer than thought, at 1.5%Q/Q. And while the decline in businessinvestmentwas
1.2ppts less thaninitiallyestimated, itwas still a steep 10.7%Q/Q, which leftthe componentsome 17.3% below the pre-
pandemiclevel.Allin all, the revisions change little anyassessmentofthe UK economic outlook. Indeed, despite the drop
over the quarteras a whole, with the trough in GDP reached in January, economic activityhas alreadybeen rebounding
vigorouslyfor several months led byhousehold consumption. And with the new wave of pandemic causedbythe delta
variant not leading to a marked spike in hospitalisations or deaths, and the labour marketfirm, the household savings ratio is
likely to fall steadilyback close to pre-pandemic levels, delivering particularlyvigorous growth in consumption. With business
investmentalso setto revive (atleasttemporarily) thanks to strong tax incentives, UK GDP should move back above the
Q419 level in Q421 before growth moderates — probablymarkedly—in 2022 in response to capacityconstraints.

Survey evidence of skill shortages but wage and price expectations remain contained
A pairof lesser-watched surveys todayprovided furtherinsightinto economic conditions atthe end of Q2. Lloyds’ latestUK
business barometer remained consistentwith vigorous economic growth, suggesting that confidence was steadyin June at a
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3-year high of 33%, above the long-run average butstill below the range from the previous cyclical upswing from 2014
through to 2017. At the sectoral level, confidence among services firms rose to its highestlevelin three years (31%) but retail
(36%) and manufacturing (35%) sentimentboth easedback somewhatfrom recentelevated levels. While optimism in the
broader economic outlook fell a touch, employment expectations rose to a 2%:-year high. But tallying with anecdotal
evidence, as well as concerns aboutthe exodus of probablyseveral hundreds ofthousands of EU citizens from the UK
labour marketoverthe pastyear or so, almostone fifth of firms reported significantdifficulties in finding staffwith the
appropriate skills and experience. Expectations for pay growth over the coming twelve months, however, remained down on
pre-pandemic levels, with the share expecting settlements of2%Y/Y or more falling slightlyon the month and thus remaining
below one quarter. And while the LIoyds survey measure offirms’ price expectations for the coming year moved higherfora
fifth successive month,itmerelymoved back within the 2019 range.

Prices on the high street still under pressure in June

Separately, despite the recentuptrend in CPl inflation, the BRC shop price surveysuggested thatprices on the high street
remained downon ayear ago in June, responding to intense competitive pressures despite the strong rebound in retail
sales. The headline BRC price indexfell 0.7%Y/Y, 0.1pptmore thanin May. Prices of non-food items — particularly clothing —
stillunder significantdownwards pressure, falling 1.0%Y/Y. And the BRC measureoffood prices fell 0.2%Y/Y. We currently
expect the headline and core CPIrates also to drop 0.1pptin June (to 2.0%Y/Y and 1.8%Y/Y respectively) and fall further in
July before moving significantlyhigher again from Augustdue notleastto base effects associated with government policies a
year earlier.

The day ahead in the UK

As for the euro area, Thursdaywill bring the UK's final manufacturing PMIs for June. According to the flash estimates, growth
in manufacturing outputwas reportedlya touch less vigorous with the respective indexslipping back 1ptto 62.0. In addition,
growth in new orders also reportedly slowed notleastdue to a softening in export demand. And the adverse impacts of
supplybottlenecks reported in the euro area PMIs were also evidentin the UK. Beyond the data, BoE Governor Bailey will
deliver his annual Mansion House speech in the evening.
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Economic data

Market consensus/

Country Release Period Actual Daiwa forecast Previous Revised
EMU n Preliminary CPI (core CPI) Y/Y % Jun 1.9 (0.9) 1.8 (0.8) 2.0 (1.0) -
Germany [ Unemploy ment change ‘000s (rate %) Jun  -38.0 (5.9) -19.0 (5.9) -15.0 (6.0) -19.0 (5.9)
France [J] Bl Preliminary CPI (EU-harmonised CPI)Y/Y% Jun 1.5 (1.9) 1.6 (1.9) 1.4 (1.8) -
HE PPYY% May 7.2 - 7.3 6.7
Il B Consumer spending on goods M/M% (Y/Y %) May  10.4 (7.4) 7.8 (-) -8.3 (32.0) -8.7 (31.5)
itay | B Preliminary CPI (EU-harmonised CPI) Y/Y% Jun 1.3 (1.3) 1.4 (1.4) 1.3 (1.2) -
BE rPYIYR May 10.0 - 7.9 8.2
UK E+:-'ﬁ Lloy ds business barometer Jun 33 - 33 -
=45 BRC shop price index Y/Y% Jun 0.7 - 0.6 -
15 Final GDP Q/Q% (Y/Y %) QL  -16(61)  -15(6.1) 1.3 (-7.3) -
==§=8 Current account balance £bn Q1 -12.8 -15.2 -26.3 -
Auctions
Country Auction
italy  JJ] ] sold €3.0bn of 2026 bonds at an average yield of 0.12%

[l 1} sold €1.5bn of 2030 bonds at an average yield of 0.74%
[l 1l sold €1.5bn of 2031 bonds at an average yield of 0.81%
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Source: Bloonmberg and Daiwa Capital Markets Europe Ltd.

Economic data

Country BST Release Period MaDr:iitaC(f)SrseinassL:S/ Previous
eEMU [l 09.00 Final manufacturing PMI Jun 63.1 63.1
IBEY 10.00 Unemploy ment rate % May 8.0 8.0
Germany WM 08.55 Final manufacturing PMI Jun 64.9 64.4
France [J] B 08.50 Final manufacturing PMI Jun 58.6 59.4
italy [} ] 08.45 Manufacturing PMI Jun 62.5 62.3
Spain = 08.15 Manufacturing PMI Jun 59.5 59.4
UK E{:—'ﬁ 09.30 Final manufacturing PMI Jun 64.2 65.6
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BOE'’s Monthly Decision Maker Panel data published

08.00

09.50  Auction: 0.5% 2040 bonds

09.50  Auction: 1.25% 2036 bonds

09.50  Auction: 0% 2030 bonds

09.50  Auction: 0% 2031 bonds

09.30 Auction: 0.7% 2033 index-linked bonds
09.30 Auction: 2026 bonds

09.30  Auction: 1.4% 2028 bonds

09.30  Auction: 1% 2050 bonds

09.30  Auction: 0.5% 2040 bonds

09.30

10.00  Auction: £3.5bn of 0.25% 2025 bonds
20.00

ECB President Lagarde speaks at the Hearing before Committee on Economic and Monetary Affairs

BoE Gov ernor Bailey speaks at the Mansion House Financial event

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