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e Bunds were little changed despite some stronger-than-expected German Daily bond market mov ements
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e Gilts made losses as the BoE left policyunchanged butsuggested that OBL 0 10/26 0763 0,008
modesttightening overthe coming three years is likelyto be necessary. DBR 0 08/31 0.496 +0.007

e Fridaywill bring new data for German, ltalian and Spanish industrial URT 07, 01723 0066 0038
production and a UK labour marketsurvey. UKT 0% 01/26 0.239 +0.019
UKT 4%12/30 0.531 +0.021

*Change from close as at4:30pm BST.
Source: Bloomberg

Euro area

German factory orders jump on strong demand

While yesterday's services PMIs impliedan acceleration in recovery momentum in the euro area at the startof Q3 with
Germanyleading the way, today's German factory orders data pointed to firm demand for manufactured items too. In
particular, orders rose a much stronger than expected 4.1%MM in June, more than fully reversing the decline reported in
May, to leave them more than 11% higherthan their pre-pandemiclevel. This also leftthem up almost4%2%Q/Qin Q2.
Admittedly, the strength atthe end of Q2 in part reflected large one-off orders placed domestically, which were up 9.6% MM
as orders ofelectronic parts and devices surged 25%MM. Indeed, when excluding majoritems, orders were up a more
modest1.7%MMin June, although this still leftthem up 2%2%Q/Qin Q2, with domestic orders on this measure down
0.2%MM, while foreign orders were up 3.5%M/M. Within the detail, demand for capital goods (up 6.8%MM) was drivenin
part by the aforementioned jump in domestic orders of electronics butalso arebound in overseas orders of motor vehicles
(7.0%MM), although this reversed onlyhalfof the drop in May. But while domestic orders ofintermediate and consumer
goods alsorose (5.0%MM and 1.2%MM respectively), foreign orders forthose goods were down, with the latter more than
offsetting the pickup domestically.

Manufacturing turnover remains weak

Notwithstanding the ongoing recoveryin demand, today’s figures again flagged the likelihood that production remained
subdued atthe end of the second quarter as supplybottlenecks continued to pinch. Certainly, today’s turnover figures raise
some downside risks to the consensus expectation ofan increase of 2% MM in tomorrow’s production numbers. In
particular, manufacturing turnoverfell 1.4%MM in June, to leave it 6.7% lower than the pre-pandemiclevel. This
notwithstanding, in the absence of significantweakness in June, manufacturing outputlikelymoved sideways in Q2
compared with Q1. And of course, with recentgrowth in orders having far outpaced production, and backlogs of work sky-
high, German manufacturing output should return to firm growth as soon as supplybottlenecks — particularlyin
semiconductors —ease.

French IP gathers momentum at end of Q2

Contrasting with Germany, today’s French production figures confirmed thatindustrial outputfell 0.9%Q/Qin Q2, with
manufacturing contracting a steeper 1.4%Q/Qas production ofautos fell a substantial 16%2%Q/Q. But this masked a gradual
improvementin the sector towards the end of the quarter, with industrial outputrising ¥2%M/Min June. Manufacturing
production rose a stronger 0.9%MMin June, supported bya pickup in output of transportequipment for the firstmonth in six
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(2.3%M/M thanks to growth in both autos and otheritems) and production of coke and refined petroleum products
(8.3%MM). This notwithstanding, the level of outputin the transportsub-sector still remained along way(some 28%) below
the pre-pandemic level, with overall manufacturing output still more than 6% lower than the February-2020 peak. And so, like
in Germany, with order backlogs still elevated and new orders still growing, as and when supplyconstraints ease, we see
scope for notable strength in manufacturing growth in France. Supplyshortages continue to impactthe construction sector
too, with activity in June declining 2%M/Mto leave it down 1.4%Q/Qin Q2 and still 4% lower than the pre-pandemiclevel.

Construction PMis point to contraction as supply constraints bite

As for manufacturing and senvices, the euro area PMIs suggestthatsupplybottlenecks are also constraining construction
activity. The headline euro area construction activity PMI fell back into contraction territoryin July, declining 0.5ptto a five-
month low of 49.8. Respondents to the survey cited that shortages ofraw materials as well as rising costs ofinputs were
acting as a restrainton growth. Indeed, the input prices PMI for the sectorrose to a new series high for the fourth successiwe
month. House-building activity continued to rise, albeitatthe softestpace in three months, while commercial work and civil
engineering outputdeclined ata quicker pace thanin June. At the countrylevel, once again, only Italy of the three largest
member states reported growth in overall constructionactivity lastmonth, with the respective PMI nevertheless dropping
more than two points to a five-month low of 55.8. Looking ahead, ltalian construction firms are still very upbeataboutthe
outlook while German respondents to the survey were still, on balance, downbeat.

The day ahead in the euro area

The end of the week will bring the aforementioned German industrial production figures, as well as equivalentdata from Italy
and Spain. Given today's turnover numbers, risks to the consensus forecast 2%M/M increase in German production appear
skewed the downside. Italian and Spanishindustrial outputis also expected to have risen between %2-1%MMin June.
French trade numbers for June and wage figures for Q2 are also scheduled forrele ase.

UK

Policy unchanged, but Gilts weaken on updated guidance, projections and exit strategy

As expected, the BoE leftits main policyparameters unchanged today. So, Bank Rate was leftat 0.1%, the assetpurchase
target was unchanged at£895bn, and onlyone member out of eight (external member Michael Saunders) voted to end the
net purchases now rather than concluding the programme justbefore the end ofthe year as planned. (Some observers
thoughtthat Deputy Governor Dave Ramsden mightalso have voted for an early end to QE, but he remained loyal to the
restof the Bank staff). There was plenty of news, however, including with respectto forward guidance, the BoE’s forecasts,
and its exit strategy. And the market’s response was to judge the overall presentation to be marginallyhawkish, with yields
making losses —albeitrelativelymodest—across the curve.

Forward guidance simplified, with tightening dependent on medium-term inflation outlook

In terms ofits forward guidance, the Committee judged thatits previous communication on whatmightdetermine future
policy as unhelpful in the currentcircumstances. Having previouslystated thatit did not intend to tighten monetarypolicy at
leastuntil there is clear evidence that significantprogress is being made in eliminating spare capacityand achieving the 2%
inflation target sustainably, some MPC members thought thatthose conditions have now been met. However, the vast
majoritystill didn’tthink thattightening was required. Instead, theysimplyargued thatthe conditions were merelynecessary
but not sufficientto starttightening. So, the forward guidance was recast. In particular, in judging the appropriate stance of
monetarypolicy(i.e. whetherto tighten), the MPC will now — as priorto the pandemic —focus largelyon the medium-term
inflation outlook. So, rather than worrying about the currentinflation spike and supplyconstraints, itwill be more interested in
the medium-termdrivers ofinflation, i.e. the labour market, in particular wages, as well as medium-term inflation

France: Manufacturing output Euro area: Construction PMIs
110
. - 100 0
100 Index: Feb-20=100 — i~ Index Index
- DIMRENE - EN e S
% \ Pt SN
\ 7 SO 80 | {20
80 [\ ’I Seo
70 } \ ’ Sc =4
\ 7/
60 | \ ! 60 ¥ 1 40
\ J =\ . -
0 r ‘\ / M i \__-\-/
| ’ lan ufacturing output 0 } | 60
40 \ ' .
| \ p Intermediat e goods v
%0 \vy Capital goods ctivity
20 | [ 20 New orders { 80
W Consumer durable goods v Input prices
10 v === Autos Delivery times (ths, inv scale
0 0 100
Dec-19 Mar-20 Jun-20 Sep-20 Dec-20 Mar-21 Jun-21 Jan-20 Apr-20 Jul-20 Oct-20 Jan-21 Apr-21 Jul-21
Source: Refinitiv, INSEE and Daiwa Capital Markets EuropeLtd. Source: Refinitiv, Markit and Daiwa Capital Markets Europe Ltd.




Europe Euro wrap-up 05 August 2021

Daiwa

Capital Markets

expectations. And the MPC recognised thatthere are downside as well as upside risks to the medium-terminflation outlook.
So, we judge the new guidance to be neither more hawkish nor more dovish than before.

Inflation expected to be neartargetin 3 years’time, so only very modest tightening expected

The BoE’s updated projections underscore thatthe MPC thinks that the economic recovery will continue pretty much as it
thoughtthree months ago. And, crucially, they make clear that the currentspike ininflation will be temporary. While the BoE
revised up its forecastfor GDP growth in Q2, it revised downits forecastfor Q3, and still expects the pre -pandemiclevel of
GDP to be reached justbefore the end of 2021. It also expects growth to slow significantlyin 2022 and 2023, an d to level off
closeto 1¥2%Y/Y through 2024. While headline CPlinflation is expected to peak around 4%Y/Y in Q4, itis also expected to
fall back steadilythereafter,and return close to 2% in 2023 and 2024. As such, the projections suggestthatonlylimited
tightening —if any at all — will be required over the coming three years. Assumingno change in monetarypolicy, inflation is
forecastto be just2.1%Y/Y — only very marginallyabove target — at the end of the projection horizonin Q324. And assuming
a path for Bank Rate implied bythe markets —i.e.up to just0.2%in a year’s time, 0.4% in two years’ time,and 0.5% by
Q324 - inflation is expected to fall below targetto 1.89%Y/Y by the end of the forecastperiod. So, while the MPC stated that,
if the economyevolves in line with its projections some modesttightening over the forecastperiod is likelyto be required, itis
quite possible thatno hikes will be required atall until 2024 or beyond.

New exit strategy lowers rate threshold for shrinking balance sheet

While its updated forecasts make clearthatonlyvery limited tightening, ifany, is expected to be appropriate overthe coming
three years, the MPC agreed a new approach toits tightening strategyfor if and wheniitis needed. Having previ ouslystated
that it would notstart to reverse QE until Bank Rate reached 1.5%,the MPC now states thatit will startthat process of
shrinking the balance sheet, by ceasing reinvestmentof maturing securities, once Bank Rate reaches just0.5%. And it wil |
only startto shrinkits balance sheetvia assetsales once Bank Rate has reached 1.0%. The BoE insisted thatBank Rate
would remain the primarytool for changing monetarypolicyfrom one meeting to the next, while any shrinkage ofthe balance
sheetwould be conducted on a pre-setand hence predictable path, which would notbe adjusted from one MPC meeting to
the next. In part, the change in strategyreflects the fact that negative rates are now considered partofthe tool kit for the
future. But it also underscores thatBank Rate simplyisn’texpected torise back to that previous threshold of 1.5% for the
foreseeable future. Indeed, given the UK’s weak potential growth rate as well as the new tightening strategy — which should
resultin a steeperyield curve otherthings being equal — Bank Rate looks unlikelyto reach the 1.0% threshold thatwould
trigger active BoE Gilts sales before the secondhalfofthe currentdecade.

New car registrations drop to lowest in more than two decades

In terms oftoday’s data, which were very much of secondaryimportance, UK new car registrations were weak in Julyat just
123k. That represented declines ofabout30%Y/Y and 22% from the same month in 2019, and was the lowestJulytotal in
more than two decades. Given disruption from the semi-conductor shortage as well as workers’ enforced quarantine, the car
manufacturers’trade association SMMT revised down its full-year forecastfora third time to 1.82mn, which would be up a
litle more than 10% from lastyear but more than 20% down on 2019.

Construction PMis sighal moderation in momentum as supply constraints bind

Meanwhile, like the equivalent manufacturing and services PMIs, the construction activity indexfell backin July, declining
more than 7pts from the 24-year high recorded in June to a five-month low of 58.7. Growth in house-building, commercial
work and civil engineering projects all moderated, with surveyrespondents continuing to cite shortages of materials and sub-
contractors as a binding constraint. While not quite as severe as the priormonth, inputprice pressures were judged to
remain extremelyhigh, with the respective PMI at 92.3, and supplier deliverytimes were still verylong by historical standards
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too. Growth in new orders in the sector reportedlyslowed to a four-month low, butthe respective index(60.3) and that for
business expectations twelve months ahead (70.7) remained consistent with solid growth ahead.

The day ahead in the UK

A relatively quietend to the week brings the REC/KPMG UK jobs reportfor July, with employmentconsultancies likelyto
signalincreased vacancies, ongoing recruitmentdifficulties due to insufficient candidates, and therefore higher starting

wages.
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European calendar

Today’s results

Economic data

) Market consensus/ ) .
Country Release Period Actual Daiwa forecast Previous Revised

Euro area [l Construction PMI Jul 49.8 - 50.3 -
Germany [ Factory orders M/M% (Y/Y %) Jun 4.1 (26.2) 2.0 (22.4) -3.7 (54.3) -3.2 (54.9)
@ Construction PMI Jul 471 - 47.0 -
France [J] B 'ndustrial production M/M% (Y/Y %) Jun 0.5 (7.1) 0.5 (7.6) -0.3 (20.5) -0.4 (20.5)
Il B Manufacturing production M/M% (Y /Y %) Jun 0.9 (7.5) - -0.5 (22.3) -0.6 (22.1)
B B construction PMI Jul 485 - 48.9 -
italy | Bl Construction PMI Jul 55.8 - 57.9 -
UK E5  New car registrations Y/Y% Jul -29.5 - 28.0 .
EJ= construction PMI Jul 58.7 64.0 66..3 -
EJ= BoE Bank Rate % Aug 0.10 0.10 0.10 )
= BoE Gilt purchases target £bn Aug 875 875 875 -
Auctions
Country Auction

Source: Bloonberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data

Country BST Release Period Mas'lgiitaccf)grseecr;t:s/ Previous

Germany W 07.00 Industrial production M/M% (Y/Y %) Jun 0.5 (7.9) -0.3 (17.3)
France [J] ] 07.45 Trade balance €bn Jun - -6.8

B W 07.45 Private sector pay rolls (wages) Q/Q% Q2 - 0.5 (0.6)

italy il W 09.00 Industrial production M/M% (Y/Y %) Jun 0.8 (12.8) -1.5 (21.1)

Spain : 08.00 Industrial production M/IM% (Y/Y %) Jun 0.7 (14.1) 4.3 (26.0)

Auctions and events
UK 5§58 00.01 REC/KPMG report on UK jobs for July

45 12.15 BoE Deputy Governor Broadbent hosts online briefing for businesses

Source: Bloonmberg and Daiwa Capital Markets Europe Ltd.
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