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Euro area

Final euro area inflation unrevised at 13-year high

The final euro area inflation figures for September offered no surprises, with the headline rate bangin line with the flash
estimate thatshowed arise of 0.4pptto 3.4%Y/Y, the highestin thirteen years. The largestcontributor remained energy,
inflation of which accelerated 2.2ppts from Augustto a new euro-era high of17.6%Y/Y, to accountfor roughlyhalf of all
inflation lastmonth. This in partreflected another near-2%M/Mrise in electricity prices, to leave them almost 11% higher
than a year earlier, while the annual increase in prices of gas accelerated 1.8pptsto 16.9%Y/Y. But the upwards move in
September’sinflation largelyreflected the services component, up 0.6pptto 1.7%Y/Y, the highestsince 2019. Thatreflected
the smallestmonth-on-month decline in services prices in anySeptember since 2007, with accelerated inflation of pandemic-
affected items such as packageholidays (up 1.4ppts to 0.5%Y/Y), restaurants and hotels (up 0.5pptto 2.6%Y/Y) and
airfares (up 4.5ppts to 14.1%Y/Y). In contrast,due to a shift backin the pattern of summer discounting, non-energyindustrial
goods prices rose attheir softest monthlypace in any Septembersince 2010, to leave the annual rate down 0.5pptto
2.1%YIY, Overall, core inflation jumped in September, by 0.3pptto 1.9%Y/Y, its highestin thirteen years.

Base effects and normalisation still boosting inflation

The rise in core inflation merelyleftthe associated price indexin line with the subdued pre -pandemic trend, suggesting that
mostofthe pickup this year reflects base effects and a normalisationin prices followingtemporary weakness lastyear rather
than significantnew pressures. And in contrastto the increasesin headline and core inflation, the euro area’s trimmed mean
CPI- which excludes the top and bottom 7%2% price moves —was unchanged in September suggesting no intensification at
the end of Q3. Admittedly, at 2.4%Y/Y, the timmed mean remained atits jointhighestfor nine years butstill suggests only
moderate price pressuresin the economy. Looking ahead, the recentspike in wholesale natural gas prices will continue to
push energyinflation considerablyhigher over coming months, while increased pass-through from producer price inflation to
consumer prices mightbe expected as long as demand remains relativelyfirm. Persisting supplyconstraints mightalso
continue to exert upward pressures in certain sectors —e.g.in autos, where inflation rose 0.5pptto a fresh series high of
3.8%Y/Y in September. Butwhile inflation mightwell stayhigher forlonger than previouslythought, we continue to expect
headline inflationto peak at the end of this year, ease by mid-2022 and fall back below the 2% target by the end of next year.
And with underlying price pressures still very subdued, and the risks of negative base effects from energyprices and other
supply-constrained items in 2023, we continue to see headline inflation on average thatyear back firmlybelow the ECB’s
target and indeed a touch below the ECB’s mostrecentprojection of 1.5%.
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German producer price inflation up again above e xpectations to highest since 1974

Further price pressuresin the pipeline were illustrated bytoday’s German PPlinflation data. German producer prices again
surprised significantlyon the upside, rising bya series-high 2.3%MMin September. Thattook the headline PPlrate up

2 2pptto 14.2%Y/Y, the strongestannual increasesince October 1974 whenprices were boosted bythe first OPEC oil
shock. As in the early 1970s, the main contributor this time aroundwas also energy, prices of which rose a further 8%M/M in
September to push the annual rate up to a new series high of32.6%Y/Y. However, in this category, pressures remain most
acute in natural gas markets, prices of which rose 15%MMto leave them up a record 247%Y/Y. The increase in prices of
intermediate goods was more modest (0.8%MM), nevertheless leaving them up 17.4%Y/Y, with inflation of metals and
timber products, as well as plastics and fertilisers, still rapid. Further along the supplychain, inflation of capital goods rose
0.4pptto 2.8%Y/Y, the highestsince 1993, reflecting increased pass-through of upstream pressures. Likewise, inflation of
consumer durables was also up a further 0.4pptto a series high of3.2%Y/Y as manufacturers fail to absorb fullythe
increased costs withintheirmargins. However, inflation of non-durables rose to 2.2%Y/Y, merelythe highestin 18 months.
Nevertheless, we expect further pass-through from producer prices to consumers over the coming six-to-twelve months.

Construction output on track for Q3 contraction on supply bottlenecks

In terms of economic activity, yesterday’s construction outputdata bore the marks of supply-side constraints thathave
restricted access to,and increased prices of, raw materials, intermediate items and skilled labour. Overall, euro area
construction outputdropped for the fourth time in five months in Augustand by 1.3%M/M. That left the level of productionin
the sectorat its lowestsince weather-afflicted February, more than 2.5% below March’s pandemic peak and almost3.5%
below the pre-pandemiclevel atthe startof 2020. Moreover, the average levelin the firsttwo months of Q3 was 1.1% below
the Q2 average, stronglysuggesting thatconstruction activity subtracted from GDP growth in Q3. Production in the sector
dropped in mostmember states, including Germany (-3.1%MM), France (-1.7%MM) and Spain (-1.5%M/M). And the fall
was broad-based, with both infrastructure (-1.9%M/M) and building work (-1.3%M/M) down in Augustand on track for
contraction in Q3. Surveys suggestthatactivity in the sector stabilised in September and firm growth in new orders. And
while there are country differences —with firms in Italy particularlyupbeat—on balance business expectationsin the sector
remain positive, even as supplyconstraints remain severe. In part, that reflects continued optimism aboutthe outlo ok for
residential work, for which fundamentals — including ongoing economic recoverynear-record low interestrates, decent
mortgage availabilityand an improving labour market — pointto continued solid demand ahead. House prices look setfor
further growth over coming quarters too, having alreadyrisen in Q2 by 6.8%Y/Y, the strongestrate since Q406, with prices
up more than 10%Y/Y in Germany, the Netherlands and Austria, and more than 5%Y/Y in France.
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French retail sales bounce back in September

In contrastto the softconstruction activity data, yesterday's Bank of France retail sales surveyadded to evidence of robust
growth in consumer spendinglastquarter. In particular, according to the BoF survey, French retail sales rose a solid
2.8%MM in September, almostfullyreversing the drop (-3.2%MM) in August, supported bya rebound in sales offood
(2.3%M/M) and manufactured goods (3.0%M/M). The bounce back was broad-based, with the strongestgrowth in stationary
(15.2%MM) — perhaps reflecting the return to school — furniture (9.2%MM), and hygiene products (4.8%M/M). But while
sales ofnew autos were up around 2%2%M/M for the second successive month, theywere still down (-1.4%Q/Q) in Q3, with
sales ofotherauto equipmentcontinuing to fall in September. Overall, however, the survey measure of sales of
manufactured goods rose animpressive 9.0%Q/Qlastquarter, despite the increased opportunityto spend on services.
Admittedly, sales offood slipped back (-0.4%Q/Q) as spendingon hospitalitylikelyincreased with the relaxation of
restrictions. Butthis still left the BoF measure of overall retail sales up more than 3%Q/Q, more than reversing the decline in
Q2 and supporting the view that household consumption underpinned the acceleration in GDP growth to more than 2%Q/Q
in Q3.

The day ahead in the euro area

Tomorrow brings the release ofthe Commission’s preliminaryeuro area consumer confidence indexfor October. While
households are likelyto have remained broadlyupbeatabouteconomic conditions atthe startof Q4, they mightwell express
some concerns abouttheir financial situation on the back of the anticipated increase in household energybills over the near
term. At the country level, we will see the release of French business sentimentdata for October, which will give insightinto
whatto expect from Friday's flash PMIs. INSEE is expected to report another modestfall in overall manufacturing confidence
to the lowestin sixmonths notleastdue to energy price pressures.

UK

A temporary drop in consumer price inflation in Se ptember

UK CPlinflation unexpectedlyslowed slightlyin September, moderating 0.1pptfrom the prior month’s nine-year high to
3.1%Y/Y. Coreinflation dropped too, down 0.2pptto 2.9%Y/Y. But these data merelyrepresentatemporarybreatherin the
uptrend, which will resume in October due notleastto higher household energybills, and will extend through to Q2 next year
when the regulated energyprice cap will be hiked again. In September, however, the declines in both headline and core
measures were principallydue to lower inflation of restaurants and hotels, which dropped 3.5ppts to 5.1%Y/Y reflecting base
effects from the ending ofthe government’s subsidies a year earlier — prices in the sector still rose this September butnotby
as much as lastSeptember. The clothing component (down to a 5-month low of just0.6%Y/Y) also subtracted from overall

Euro area: Construction output France: Retail sales*
20 [ e Febo0-100 120
10 + Index: Feb-20=1 Index: Feb-20=100
100 ¢ m—— ST Hor
\ V) - - - -
o ~ 1| e e
80 | -\ T"7r - .. .-
N0
ot Y
60 Euro area 8T
50 Germany 70 |
Fr N | eee= Erance .
30 | Spain
20 50
Dec-19 Mar-20 Jun-20 Sep-20 Dec-20 Mar-21 Jun-21 Sep-19 Jan-20 May-20 Sep-20 Jan-21 May-21 Sep-21
Source: Refinitiv and Daiwa Capital Markets Europe Ltd. *BoF measure. Source: BoF, Refinitivand Daiwa Capital Markets Europe Ltd.
UK: CPI inflation - forecast UK: CPl inflation — selected components
5 o6 viv 15 —=
40 %, Y E
0 | YN g 15
35 Pt T £ 1 10
BoE's inflation 5 4 N /
30 1 i 5
___________________ target _ _ _ _ _pi 0 = e ST -~ 0
25 f "—“"\,~--—" = \\'¢\~\ ’,, | s
20 1 5 e
: J\-\\f 0
S 0T %, YIY] -15
10 | Headline CPI -15 -20
05 | Core CPI Forecast Jan-20 Apr-20 Jul-20 Oct-20 Jan-21 Apr-21 Jul-21
0.0 Non-energy industrial goods = = === Clothing
’ Services Catering
S | | [====- Second-hand cars (rhs) Energy (rhs)
Jan-16 Jan-17 Jan-18 Jan-19 Jan-20 Jan-21 Jan-22
Source: Refinitiv and Daiwa Capital Markets Europe Ltd. Source: Refinitiv and Daiwa Capital Markets Europe Ltd.



dlwad

Capital Markets

inflation despite higher prices on the month. Butmostother components increased. In particular, transportinflation rose
0.6pptto 8.4%Y/Y due partly to higher prices ofroad transportservices and used cars (up almost 1pptto be up 21.8% since
April), while furniture and other household goods (up 0.8pptto 4.5%Y/Y), and food and beverages (up 0.5pptto 0.8%Y/Y)
also made positive contributions again. In the pipeline, producer price inflation rose once again too, with the input PPI rate
up 0.2pptto 11.4%Y/Y and outputPPI rate up 0.7pptto 6.7%Y/Y. One driver here was energyprices, in particular prices of
petrol and crude oil (up almost4ppts to 24.2%Y/Y), although core producer outputinflation rose a further 0.4pptto 5.9%Y/Y,
the highestsince2008 on increased prices oftransportgoods as well as metals, machineryand equipment. We expect
further pass-through from PPIto consumer price inflation over coming months.

BoE determined to raise rates despite two-sided risks to the inflation outlook

Looking ahead, energyprices are likelyto pushinflation sharplyhigher to above 372%Y/Y in October and above 4.0%Y/Y by
year-end and into Q1 and Q2. But prices ofenergyand several otheritems recentlyunderupwards pressure (e.g.those of
used cars)will notmove ever-higher atthe recentpace. Indeed, base effects formanyitems are likelyto turn negative later
next year andinto 2023. And in the absence of very significant pass-through of energyprice pressures to otheritems,we
expect headline inflation to fall below 2.0%Y/Y in 2023. Of course, there remain significantuncertainties. And as underlying
wage growth appears now to be exceeding pre-pandemic norms amid persistingand substantive labour and skill shortages,
and financial marketinflation expectations are up to their highestsince 2009, the upside risks to the inflation outiook now
seem sufficientto promptthe BoE to withdraw stimulus. Admittedly, in his contribution to a G30 panel discussion on the
weekend, BoE Governor Baileysaid that he continues “to believe thathigherinflation will be temporary” and stated that
“monetarypolicycannotsolve supply-side problems”. Buthe also acknowledged thathigh inflation will lastforlonger than
previouslyexpected, raising “concern ofembedded inflation expectations”. Mostimportantly, he added thatthe BoE had
alreadysignalled, and was signalling again, thatit “will have to act...if we see a risk particularlyto medium-term inflation and
to medium-terminflation expectations.” And with inflation expectations attheir highestlevels for more than a decade, that
suggests thata rate hike before the end of the year, to reverse the final 15bps cutat the start of the pandemic, is inevitable.
Given the underwhelming UK growth outlook, however, the series of additional hikes throughoutnextyear implied bycurrent
market-pricing appears overdone to us, with perhaps justone further 25bp hike in 2022 more likely.

The day ahead in the UK

Ahead of Friday's flash PMIs, the CBI’s latestquarterlyindustrial trends surveytomorrow will provide an update on output,
orders,employmentand investmentintentions in the manufacturing sector. Meanwhile, ahead ofthe Government’s Budget
and Spending Review announcements on 27 October, Thursdaywill also bring the latest public finance figures for
September, which are likelyto suggestagain thatthe Chancellor would have some roomto relaxfuture consolidation plans if
he felt that was politicallyconvenient.

European calendar

Today’s results

Economic data
Country Release Period Actual Mg:s;;?gfeir:;y Previous Revised
Euro area [JBl Current account €bn Aug 13.4 - 21.6 22.6
B rinal CPI (core CPI) Y/Y% Sep  3.4(L.9) 3.4 (1.9) 3.0 (1.6)
Germany W PPl Y/Y% Sep 2.3 (14.2) - 1.5 (12.0)
UK  E§S CPI(core CPI) YIY% Sep  3.1(2.9) 3.4 (3.0) 3.2 (3.1)
E5 PPl input (output) prices Y/Y % Sep  11.4(6.7) 11.8 (6.8) 11.0 (5.9) 11.2 (6.0)
EJ5 House price index Y/Y% Aug 10.6 8.0 8.5
Auctions
Country Auction
Germany M sold €1.65bn of 0% 2031 bonds at an av erage yield of -0.16%
UK 45 sold £2.25bn of 0.25% 2031 bonds at an average yield of at an average yield of 1.144%

Source: Bloonberg and Daiwa Capital Markets Europe Ltd.
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Economic data

Market consensus/

Country Release Period Actual Daiwa forecast Previous Revised

Euro area [Jl] Construction output M/M% (Y /Y %) Aug  -1.3(-1.6) - 0.1(3.3) - (3.5)
Spain & Trade balance €bn Aug -3.9 - -1.6 -

Auctions

Country Auction

- Nothing to report -

Source: Bloonberg and Daiwa Capital Markets Europe Ltd.

Monday’s results

Economic data

Market consensus/

Country Release Period Actual Daiwa forecast Previous Revised
UK 455 Rightmov e house price index M/IM% (Y/Y %) Oct 1.8 (6.5) 1.8 (6.5) 0.3 (5.8) f

Auctions

Country Auction

- Nothing to report -

Source: Bloonmberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data

coum PST Release T M s et
Euro area _ 15.00 European Commission’s preliminary consumer confidence Oct -5.0 -4.0
France I B 07.45 INSEE business confidence Oct 110 111
| B | 07.45 INSEE manufacturing confidence (production outlook) Oct 105 (17) 106 (23)
UK o 07.00  Public sector net borrowing, excl. banks £bn Sep 22.6 20.0
: : 11.00  CBlindustrial trends, total orders (selling prices) Oct 17 (40) 22 (41)
Auctions and events
France ] Bl 0950  Auction: 0% 2025 bonds
BB 0950  Auction: 1% 2025 bonds
BB 0950  Auction: 0.5% 2026 bonds
BB 0950  Auction: 0.1% 2032 index-linked bonds
BB 0950  Auction: 0.1% 2047 index-linked bonds
BB 0950  Auction: 0.1% 2026 index-linked bonds

Spain 09.30 Auction: 0% 2027 bonds

09.30 Auction: 0.85% 2037 bonds

Source: Bloonberg and Daiwa Capital Markets Europe Ltd.
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