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e Bunds made gains as datareporteda drop in German manufacturing due Daily bond market movements
to a plunge in autos output, while the French governmentflagged concerns Sl Y ERETTET
X . BKO 0 06/23 0.684 +0.002
of a new fourth wave of Covid-19 caused bythe delta variant. OBL 004/26 0.594 0.007
Gilts also made gains on a quietday for economic news from the UK. DBR 0 08/31 0.292 0.022
Thursdaywill bring the publication ofthe accountof the ECB’s June URT 07, 01723 0055 0016
monetarypolicymeeting, while the FT has reported that the conclusions of UKT 0% 01/26 0.254 0.019
the ECB’s strategic policyreview mightalso be announced. UKT 4%.12/30 0.602 -0.030

*Change from close as at4:30pm BST.
Source: Bloomberg
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German manufacturing production drops on auto weakness

As foreshadowed bythe drop in factory turnover reported yesterday, German manufacturing output fell for a second
successive month in May and by 0.5%MM to be more than 6.5% below the pre-pandemiclevel in February2020. Within the
detail, the weakness was driven principally by autos, production of which remains worst affected by supplybottlenecks and
so fell for a fifth successive month and bya hefty 7.2%MM. That left autos outputmore than 22% below the level at the end
of lastyear and almost28% below the pre-pandemiclevel. In addition, outputof machineryand equipmentwas down
3.4%M/M although remained up from the end of 2020 and was onlya little more than 2% below the pre-pandemiclevel.
Among other majoritems, however, production ofintermediate items rose for a third successive month and by 0.6% MM, to
return close to the pre-pandemiclevel, supported bya rise of almost5.0%MM in chemicals. And consumer goods output
rebounded 4.1%M/Mto a new pandemic-era high.

Manufacturing subtracting from German GDP growth in Q2, construction providing support

The decline in German manufacturing outputin May left the average levelin the firsttwo months of Q2 0.7% below the Q1
average. Given the weakness of car production in June (-19%Y/Y), the autos sub-sectorlooks setto cause a further decline
in overall manufacturing production thatmonth and over the second quarteras a whole. Indeed, the likelihood of a softening
of IP inJuneis also reflected in the truck-toll-mileage index, which throughoutthe month has remained well downon levels
in April and May. Moreover, despite ever-growing backlogs, with supplybottlenecks expected to persist, the Association of
German Automobile Manufacturers this week cutits full-year production forecastfor2021 by 10% to 3.6mn, up about 1mn
from lastyear but down more than 1mn from 2019. So, despite elevated orders and strong sentiment such as reflected in the
ifo survey, the recovery in manufacturing outputin H221 is likelyto be restrained. More happily, after a drop of 4.2%Q/Q in
Q1 and despite some subdued surveys, the construction sector has returned to growth, rising 1.3% MM in May to leave the
average sofarin Q2 some 4.5% above thatin Q1. And while energyproduction dropped 2.1%MMto leave total IP down
0.3%MM in May, it was trending some 3.8% above the Q1 average in the firsttwo months of Q2. So, despite the weakness
in manufacturing, with the reopening services sector providing the principal source of momentum, we therefore maintain our
German GDP forecastof 2.0%Q/Q in Q2 and stronger stillin Q3, so that the pre-pandemiclevelis surpassedin Q4.

French goods exports drop, significantly lag recovery in imports

Ahead of tomorrow’s German goods trade data — which will highlylikely see exports still weighed byshipments of cars —the
equivalentFrench figures showed thatboth exports and imports fell back in May following two successive months of solid
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growth. On an adjusted basis, the value of French goods exports fell 3.0%MM to be 7.4% below the pre-pandemiclevel in
February 2020. Looking through the monthlyvolatility, in the three months to May exports were still about6% below the
average level in 2019. Shipments ofintermediate goods were still above theirlevel in 2019. But — weighed by production
constraints notleastin the transportsector — exports of capital goods were trending almost20% below the 2019 level. By
destination, there also remained significantdifferences in exportperformance. Shipments to China, certain other Asia-Pacific
markets and the Middle Eastcontinued to trend well above 2019 levels. Butthose to other EU countries in the three months
to May were still down a little more than 4% on the same basis. And shipments to the UK and US were down about 18%
from the 2019 average. The drop in exports in May was again more pronounced than thatof imports, which fell 1.6% MM to
be just2.1% below the pre-pandemiclevel of February2020. And looking through the monthlyvolatility, the three-month
average level of imports was similarlydown 2.2% from the 2019 average. So, the French trade deficitin goods rose €0.5bn
in May to €6.8bn, the biggestsince Augustand indeed a level rarelyexceeded in the past.

The day ahead in the euro area

The main focus on Thursdaywill be the ECB. With discussions on the Governing Council continuing, an FT reporttoday
suggested that Christine Lagarde mightannounce the conclusions ofits strategyreview as soon as tomorrow in an ad hoc
press conference. If so, a key focus will be the ECB’s inflation target. That is bound to be set at 2.0% (up from the current
target of close to but below 2.0%) over a medium-term time horizon. And the Governing Council will also make clear thatthe
targetis symmetric, as ithas done forsome time since Mario Draghi’s term as President. However, it remains to be seen
whetherthe Governing Councils agrees to seta specifictolerance range around thatrate, and if so how wide thatwill be.
And we should also watch to see whetherthe ECB will seek to mimic the Fed with an explicit average inflation targeting
framework, and/or makes anycommitmentto try to exceed the target over the nearterm to com pensate forrecent
undershooting. Such a commitmentwouldsuggestthat policywould be more accommodative forlonger. However, we doubt
that it will make it. Among other things, the ECB will likely also express an intention to take into account housing costs in
setting policy,and encourage Eurostatto develop more robustinflationdata to measure such costs more accuratelyand on
a timelybasis. Finally, Christine Lagarde would seem bound to announce the ECB’s intention to take greater accountof
climate changerisksin its policy-making, including by “greening” its asset purchases and collateral rules.

Beyond the strategy review, the publication ofthe accountof the ECB’s June monetarypolicymeeting is certainlyscheduled
for tomorrow. At that meeting, the ECB published updated macroeconomic projections, which stronglysuggested thatcurrent
price pressures would be transitory, and thus committed to maintain netPEPP purchases overthe coming three months ata
significantlyhigher pace than at the start of the year. That policydecision was notunanimous, however, and the accountwill
therefore reflectthe range of views among Governing Council members. Data-wise, Thursdaywill bring Germantrade
figures for May, and the Bank of France’s latestbusiness sentimentsurveyis also scheduled for release.

UK
The day ahead in the UK

Following a quietday in the UK for top-tier data, tomorrow will bring justthe RICS residential surveyfor June, which is
expected to show thatthe house price balance remained atan extremely elevated level in the final month ofthe Stamp Duty
holiday.
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Today’s results

Economic data
) Market consensus/ . .
Country Release Period Actual Daiwa forecast Previous Revised
Germany W [ndustrial production MIM% (Y/Y %) May -0.3(17.3) 0.7 (17.7) -1.0 (26.4) -0.3 (27.6)
italy | Bl Retail sales M\M% (Y/Y %) May 0.2 (13.3) 3.0 (10.8) -0.4 (30.4) 0.1()
UK == Final output per hour Y/Y % Q1 0.9 1.0 -0.7 -
5458 Unit labour costs Y/Y% Q1 5.0 - 7.2 -
Auctions
Country Auction
Germany M sold €3.949bn of 0% 2026 bonds at an average yield of -0.59%
o] Lo H i i
UK EJ= sold £600mn of 0.125% 2051 index-linked bonds at an average yield of -2.137%

Source: Bloonberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data

Country BST Release Period Mggﬁ;;?grseir;l:y Previous
Germany [ 07.00 Trade balance €bn May 15.1 15.2
France [ B -  Bank of France industrial sentiment Jun 108 107
UK EEQ 00.01 RICS house price balance % Jun 79 83

Auctions and events

Euro area _ 12.30 ECB publishes account of 9-10 June monetary policy meeting

Source: Bloonberg and Daiwa Capital Markets Europe Ltd.
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