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e Euroareagowies made widespread and substantial losses, des pite Daily bond market movements
Lagarde’s attemptto push back on marketpricing of future ECB rate hikes. BKoBgT)%/m _g'gﬁ Ega(;‘ff
e Gilts also made notable losses atthe shorter end of the curve, despite OBL 0 10/26 0.458 +0.015
some weak UK car production numbers. DBR 0 08/31 0.152 +0.029
e Abusyend to the yveek brings the flash estimates ofeuro area Q3 GDP URT 07, 01727 0613 0073
and October inflation. UK bank lending figures for September are also due. UKT 0% 10/26 0.739 +0.054
UKT 0v,07/31 0.989 +0.010

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

Euro area
Lagarde tries (butfails) to push back on market pricing of ECB rate hikes

In terms of current policy, today’'s ECB announcements provided no surprise whatsoever with all key parameters —interms
of interestrates, assetpurchases and forward guidance —leftunchanged. However, Christine Lagarde’s post-meetingpress
conference was notwithoutinterest, as the ECB President was repeatedlyforced to push back on market pricing ofa first
rate hike as soon as the end of 2022. Admittedly, Lagarde acknowledged thatsupplybottlenecks were setto persistwell into
2022, and soinflation would now remain higher forlongerthan the ECB had envisaged even justlastmonth. However, she
insisted thatall ofthe key currentdrivers of higherinflation —mismatches between supplyand demand, higher energy prices,
and base effects such as thatassociated with German taxchanges —would fade over the course of the coming year and
mighteven go intoreverse. So, she reiterated thatthe ECB expected inflation to fall back over the course 0f2022 and
remain below the 2% targetover the medium term. With the ECB’s guidance stating thatinflation would need to be expected
to remain at2% or above well before the end of the projection horizon and into the medium term to meritarate hike,
Lagarde insistedthatthe preconditions for such tightening simplywere notlikely to be metin the timeframe expected by the
markets “noranytime soon thereafter”. So, she posited thateither the markets did notunderstand the ECB’s forward
guidance or saw the inflation outlook differentlyto the ECB. With several central banks having recentlyshifted their
messaging from dovish to hawkish, and euro rates markets continuing to sell offwhile Lagarde was speaking, the markets
mightwell differ from the ECB’s position on both counts. However,we share the ECB’s view that inflation is more likelythan
not to be back below 2% in 2023, suggesting thatrate lift-off remains unlikelybefore 2024.

PEPP likely to end in March 2022 after slower pace of purchase in Q1

Beyond inflation and rates, the ECB’s communication todaywas relativelyupbeat. Among other things, the Governing
Council assessed thatthe economycontinued to grow strongly and that the risks to the outlook remained “broadlybalanced”.
So, despite some moderation of momentum, the ECB still expects outputto exceed its pre-pandemiclevel by the end of the
year. The Governing Council also judged thatthe “grip of the pandemic on the economyhas visiblyweakened”, supporting
consumer and business spending. And in light of that diminished economic impactfrom the pandemic, Lagarde todaymade
herclearestsignal yetthat the PEPP programmeislikelyto end in 2022. While that should alreadyhave beeninvestors’
baseline assumption, her comments might have contributed to today’s underperformance of BTPs in particular. While it might
be justifiable given recentdeclinesinreal yields, the ECB’s reiteration thatfinancial conditions remained favourable despite
highernominalyields, suggesting no immediate need to accelerate purchases, mightalso have played a role. In terms ofthe
ECB'’s othertools, however, Lagarde suggested thatthe Governing Council would seek to avoid a cliffedge at the end of the
TLTRO-3 programme, the final operation of which will be conducted nextmonth. Expect news on that policyinstrument, but
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more importantlyalso the pace of net assetpurchasesin Q122 and the nature of post-PEPP purchases from Q222 onwards,
when the next Governing Council policymeeting concludes on 16 December. We continue to expect a further slowingin the
pace of net purchasesin the firstquarter of next year, and beyond, butalso increased flexibilityto be given to the regular
assetpurchase programme once the PEPP is retired in March.

Energy pushes German and Spanish inflation to euro-era highs

In her press conference, Lagarde stated thatthe ECB’s discussions had been dominated bya consideration ofthe inflation
outlook. And ahead oftomorrow’s flash euro area CPl estimates, today's German and Spanish inflation reports confimed the
continuation ofthe recent marked upwards trend. Indeed, slightlyahead of expectations, Germany’s harmonised HICP rate
rose 0.5pptin October to a euro-era high of4.6%Y/Y with the headline national rate up 0.4pptto 4.5%Y/Y, the highestsince
August1993. However, energy inflation, which rose more than 4ppts to a series high of 18.6%Y/Y, was again the main driver.
Among the other majoritems, inflation of services and food was weaker, and inflation of non-energydurable goods appears
to have been little changed. The equivalent Spanish inflation estimates were muchmore striking. On the EU-harmonised
HICP measure,inflationjumped 1.5ppts to a euro-era high of 5.5%Y/Y, some 0.9pptabove the Bloomberg consensus.
Spain’s statistical agencyprovided little detail, butagain made itclearthat the increase was driven by electricity prices and to
a lesserextentby fuels and oil prices for personal vehicles and gas, whose impactwas exaggerated bybase effects. Indeed,
on the national measure, while the headline rate also leaptto 5.5%Y/Y (the highestsince September 1992), therise in core
inflation was much more muted, up 0.4pptto 1.4%Y/Y, marking the largestdifference between the headline and core rates
since the series beganin 1986. We note that the impactofenergy prices oninflationin mostother member statesis likelyto
be much smallerthanin Spain.

Despite rising prices, economic sentiment improves at the start of Q4

Againstthis backdrop ofhigh andrising inflation, the European Commission’s sentimentsurveytoday reported a further
substantial rise in consumers’ inflation expectations in October to their highestsince November 1992. And amid persisting
supplychain disruption, labour shortages and rising energy costs, the survey continued to flag extremely elevated price
pressures on firms too, with selling price expectations continuing on a steep upwards trend and reaching all -time highs
across the major sectors. In spite of this, and contrasting with the furtherloss of momentumimplied in lastweek’s flash
PMis, today's survey saw its headline Economic Sentiment Indicator (ESI) unexpectedlyrise at the startof the fourth quarter,
by 0.8ptto 118.6, justshy of July's record high. Improvementsin the French, ltalian and Spanish ESls —the latterto a fresh
series high —were partlyoffsetby a drop in the German index, admittedlyfrom a record high in September. At the sectoral
level, the rebound reflected improved optimism among services firms. Manufacturers also suggested some stabilisation at
the startof the fourth quarter, but the indexremains boosted byrising order books ratherthan a rebound in production.
Indeed, the scarcityof stock levels was assessed to be close to a record, with a separate quarterlysurvey suggestingthat
shortages of material and equipmentlimiting production in the sector had risen to a record. While construction confidence
rose to its highestlevel since January2019 as order books remained elevated, the share of managers citing shortage s of
labour and materials similarlyreached new record-high levels. And while the headline indexsuggested greater optimism
among retailers, this indicator was arithmeticallyflattered by the record low stock levels. Indeed, amid a decline in consumer
confidence, retailers reported a further deterioration in expected business over the nearterm.

Lendingto businesses picks up in September, but consumer credit remains subdued

The latestECB monetarydata were consistentwith near-term economic expansion, reporting a ninth successive increase in
the flow of longer-dated loans to non-financial corporations (NFCs). Thattallied with the message from this week’s ECB’s
banklending surveythat suggested a pickup in firms’financing needs for fixed investment. While the magnitude ofincrease
in such netnew lending (€8.7bn) in Septemberwas smaller than the average seenin the firsthalf of the year (€21.9bn), this
still left the stock up 6.9%Y/Y. And with the net flow of shorter-dated loans to firms (€7.8bn) positive for the firsttime since
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March, the flow of total lending to NFCs (adjusted forloan sales and securitisation) increased to€18.7bn, the mostsince
March and almostdouble the average pace in the year before the pandemic. As such, the annual growth rate in the stock of
loans to NFCs jumped 0.6pptto 2.1%Y/Y, afive-month high. Bank lending to households remained solid in September, with
the net flow marginallyfirmerat€21bn, to leave the annual growth rate down just0.1pptat4.1%Y/Y. But despite a reported
tightening of creditstandards in the third quarter, the rise in September was again underpinned bylending forhouse
purchases, which was up a further€21bnin September, to leave the annual rate in the stock of such loans at5.5%Y/Y. In
contrast, despite increased opportunities to spend, household demand for consumer creditremained subdued lastmonth, to
leave the annual growth of such loans up just0.4%Y/Y.

The day ahead in the euro area

A busyend to the week for top-tier euro area data sees the releaseofthe flash estimates of Q3 GDP and October inflation.
We expect to see another quarter of solid GDP growth in the euro area of 1.8%Q/Q in Q3 (following growth 0f2.2%Q/Qin
Q2), thanks to a strong contribution from services as Covid restrictions were relaxed. Atthe country level, we exp ect growth
to have accelerated in France and Spain (from 1.1%Q/Q in Q2), be a little strongerin Germany(from 1.6%Q/Q in Q2) and
have moderated in Italy (from 2.7%Q/Q previously). Data out today showed that GDP in Belgium —a bellwether for the euro
areaeconomy—rosea firm 1.8%Q/Qin Q3, up 0.1ppt from Q2.

In terms ofinflation, tallying with today’s releases from Germanyand Spain, we expect the euro area’s headlinemeasure of
inflation to have taken a step up from September’s thirteen-year high of 3.4%Y/Y, driven by a furtherjump in energyinflation
following the surge in wholesale gas prices. In contrast, the core measureis likelyto have moved sideways at 1.9%Y/Y this
month.

UK

Budget gives a moderate boost to future spending amid rising tax burden

Ahead of the coming week’s BoE monetarypolicydecisions, focus in the UK this week was on yesterday’'s Government
Budgetand Spending Review announcements for insightinto the fiscal stance over coming years. Againstthe backdrop of
an improved economic backdrop, the Chancellor decided to provide a modestboostto public spending over the forecast
horizon by an average £30bn a year. Amosthalfof that extra spending had alreadybeen announced when the Government
unveiled additional resources for health and social care lastmonth. The remainder will seek to reverse cuts to which the
Governmentwas previously supposedlycommitted. Among its spending U-turns, a modestreversal ofthe Government’s
recentcut to Universal Creditbenefitpayments forsome people in work was perhaps mostnotable. Much of this extra
spending will be frontloaded, with the policy decisions boosting departmental spending by£25bn next year, before tapering
to a little more than £10bn from 2024/25. Of course, the extra spending pales into com parison with the pandemic-related
splurge lastyear. And given the expected recovery in economic activity and employment, public spending is projected bythe
independent Office for BudgetaryResponsibility (OBR) to fall from 53.1% of GDP in FY20/21 to 45.1% this fiscal yearand
42.1% next fiscal year, before levelling outat around 41.6% by 2024/25, 1.8ppts above the pre-pandemiclevel and the
highestshare of GDP on a sustained basis (i.e. outside ofrecessions) since the 1970s.

Fiscal backdrop improved by faster economic recovery and significantly higher tax receipts

The opportunityto boost public spending partlyreflects the significantlyimproved economic backdrop which —even without
taking into accountthe ONS’s mostrecentupwardsrevisions to GDP — saw the OBR revise up its GDP growth forecastbya
hefty 2.5ppts t0 6.5%Y/Y in 2021, with the pre-Covid level of GDP now expected to be reached at the turn of the year,
several months earlierthan assumed backin March. The OBR also revised down its expectations for the unemployment
rate, which it now estimated to rise modestlyto just5%2% this quarter, 1Ypptlower than estimated in March. And overall,
while it left unchanged its estimate ofthe long-run hitto GDP from Brexit (4%), the OBR scaled down its estimate oflonger-
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term scarring on the economyfrom the pandemic by 1pptto 2%, which is nevertheless still 1ppthigherthan thatassumed by
the BoE. The Chancellor was keen to focus on the Budget’s supportive measures, including a predictable extension ofthe
fuel duty freeze and reduced business rates for certain sectors hardesthitby the pandemic, as well as the improved
universal creditpayments for working claimants. But, overall, the measuresin this Budgetand Spending Review, combined
with those announced lastmonth —in particular the health and social care levy —and in the March Budget, equates to an
increase in nettaxes by about£16.7bn a year within five years. Indeed, taxes will rise this year by the mostsince 1993. And
as a share of GDP taxes are projected torise from 33.5% of GDP before the pandemicto 36.2% of GDP —the highestsince
the 1950s — at the end of the forecasthorizon.

Fiscal tightening to be less severe than previously forecast

Of course, the rebound in economic activity and increase in nettaxes should allow the governmentto reduce its borrowing
requirements substantiallyover coming years. Indeed, net public sector borrowing in FY20/21 was already£35bn less than
the OBR forecastin March, with expected borrowing for the currentfiscal year also revised down by£51bn to be almost half
(£183bn) the historicallyhigh level of borrowing (£320bn)in FY20/21. That led the DMO to cut sharplyits Giltissuance plan
for FY21/22 by a whopping £57.8bnto £194.8bn, prompting a marked drop in yields . And with borrowing forecastto be more
than halved again next year and fall in each subsequentyear of the forecastprojection, on currentplans public sector
borrowingin FY25/26 is now projected by the OBR to be the lowestfor 25 years. As such, public sector debtis now forecast
to peakjustbelow 100% of GDP this year before falling to 88% of GDP in 2026/27. And overall, the fiscal stance is still setto
tighten over coming years: cyclically adjusted public sector net borrowing is projected to fall from above 15% of GDP in
FY20/21 to 8.3% of GDP this fiscal year, 3.9% of GDP in FY22/23, and by roughly 1pptagainin each of FY23/24 and
FY24/25. But yesterday's announcements suggesta somewhatless severe tightening profile over the nearterm than had
been previouslyprojected —the OBR suggests thatthe latestfiscal policymeasures contributed to a fiscal loos ening
compared with the March plans of 0.8% of GDP in FY22/23 and by diminishing amounts thereafter, to 0.2% of GDPin
FY26/27. On balance, therefore, yesterday's announcements provide further supportto those at the BoE in favour of near-
term monetarytightening.

Car production the weakestin any Se ptember since 1982, retail sales remain subdued

Nevertheless, the latesteconomic data releases suggestthatrisks to the near-term growth outlook remain skewed to the
downside, notleastdue to persisting supply-chain challenges. Certainly, the September SMMT car production figures were
again disappointing with just 67k units leaving factory gates . While thatrepresented a pickup in output from previous months
it was still the worst September since 1982. So, outputwas stilldown 41.5%Y/Y despite the pandemic-induced low base a
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year earlier— indeed, production was down bymore than half compared with the average outputin the decade leading up to
the pandemic. The global semiconductor shortageremains the key factor behind the weak auto production trend, with a
separate SMMT survey today suggesting thatmore than 80% ofauto manufacturers have been negativelyimpacted due to
reduced orders, costincreases and logistical disruptions. And more than halfdo not expect supplyconstraints to improve
until Q322, with one third having reduced operating hours to cope with the se persistentchallenges. The latest CBI
distributive trades surveysuggested thatretailers continued to face ongoing disruptiontoo, with stock levels fallingto the
loweston the series. And while the headline retail sales indicator surprised on the upside in October —rising 19pts to +30 —
sales were merelyin line with the average for the year. Moreover, with yesterday’s BRC survey suggesting thatretailers
expect prices torise inthe run up to Christmas, consumer spending seems likelyto remain subdu ed over the months ahead
too.

The day ahead in the UK

A relatively quietday for UK economic news will bring justthe BoE’s latestlending figures. These are expected to report
anothermonth of solid mortgage lending atthe government’s Stamp Dutyholidayconcluded atthe end of the month. But the
number of mortgage approvals is likelyto have moderated signalling a slowdown in housing marketactivity, while demand
for consumer creditis likelyto have remained subdued againstthe backdrop of heightened concerns aboutthe near-term
economic outlook.
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Economic data

Market consensus/

Country Release Period Actual Daiwa forecast Previous Revised
Euro area [l European Commission’s economic sentiment index Oct 118.6 116.6 117.8 -
B European Commission’s final consumer confidence Oct -4.8 -4.8 -4.0 -
BB European Commission’s industrial (services) confidence Oct 14.2 (18.2) 13.0 (14.6) 14.1 (15.1) - (15.2)
BB ECB refinancing rate % Oct 0.00 0.00 0.00 -
_ ECB marginal lending facility rate % Oct 0.25 0.25 0.25 -
BB ECB deposit rate % Oct -0.50 -0.50 -0.50 -
Germany W Unemploy ment rate % (change ‘000s) Oct 5.4 (-39.0) 5.4 (-20.0) 5.5 (-30.0) - (-31.0)
M rreliminary CPI (EU-harmonised CP1) Y/Y % Oct 4.5 (4.6) 4.4 (4.5) 4.1 (4.1) -
Italy l . ISTAT consumer (manufacturing) confidence index Oct 118.4 (114.9) 118.5 (112.3)  119.6 (113.0) - (113.2)
l B ISTAT economic sentiment indicator Oct 115.0 - 113.8 113.7
B B Hourly wages Y/Y% Sep 0.7 - 0.6 -
BB PPYIY% Sep 15.6 - 13.8 -
Spain = Preliminary CPI (EU-harmonised CPI) Y/Y % Oct 5.5 (5.5) 4.4 (4.6) 4.0 (4.0) -
UK =45 SMMT car production Y/Y % Sep 471 - -27.0 -
Auctions
Country Auction
italy  Jl] Bl sold €2.00bn of 0% 2026 bonds at an av erage yield of 0.28%
[ B sold €1.25bn of 2029 floating-rate bonds at an av erage yield of -0.01%
[l B sold €3.75bn of 2032 0.95% 2032 bonds at an average yield of 1.05%

Source: Bloorberg and Daiwa Capital Markets Europe Ltd.

Yesterday’s results

Economic data

Market consensus/

Country Release Period Actual Daiwa forecast Previous Revised
Euro area n M3 money supply Y/Y % Sep 7.4 7.5 7.9 -
Germany W GfK consumer confidence Nov 0.9 -0.5 0.3 0.4
France || Bl INSEE consumer confidence Oct 99 101 102 101
B E rPiYIY® Sep 11.6 - 10.0 -
B B Jobseekers, mn Q3 3.3 - 35
UK  E$5 BRC shop price index Y/Y% Oct 0.4 - 0.5 -
Auctions
Country Auction
Germany MM sold €1.51bn of 0% 2036 bonds at an av erage yield of 0.02%

Source: Bloormberg and Daiwa Capital Markets Europe Ltd.
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Tuesday’s results

Economic data
Country Release Period Actual Mzg:;;;?grseir;sst:s/ Previous Revised
Spain = PPI Y/IY % Sep 23.6 - 18.0 17.9
UK  E§5 cBldistributive trades survey, reported sales Oct 30 13 11 -
Auctions
Country Auction
Germany [ sold €2.36bn of 0% 2028 bonds at an av erage yield of -0.31%
Italy [l B sold €2.25bn of 0% 2024 bonds at an av erage yield of -0.23%
[ B sold €750mn of 0.15% 2051 index-linked bonds at an average yield of -0.16%
UK  E$5 sold £2.75bn of 0.375% 2026 bonds at an average yield of 0.789%

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Tomorrow'’s releases

Economic data
Country BST Release Period Mg:s:;?grseecn:sl:y Previous
Euro area _ 10.00 Preliminary CPI (core CPI)Y/Y% Oct 3.6 (1.9) 3.4 (1.9)
B8 10.00 Preliminary GDP Q/Q% (Y/Y %) Q3 1.8(3.3) 2.2 (14.3)
Germany [ 09.00 Preliminary GDP Q/Q% (Y/Y %) Q3 1.5(1.8) 1.6 (9.4)
France ] B 06.30 Consumer spending M/M% (Y/Y %) Sep 0.4 (-1.7) 1.0 (-5.4)
B B 06.30 Preliminary GDP Q/Q% (Y/Y%) Q3 2.0 (2.1) 1.1 (18.7)
l B 07.45 Preliminary CPI (EU-harmonised CPI)Y/Y% Oct 2.5(3.2) 2.2 (2.7)
Italy B B 09.00 Preliminary GDP Q/Q% (Y/Y %) Q3 1.5 (2.6) 2.7 (17.3)
B B 10.00 Preliminary CPI (EU-harmonised CPI)Y/Y % Oct 2.9 (3.2) 2.5(2.9)
Spain  TEm= 08.00 Preliminary GDP Q/Q% (Y/Y %) Q3 2.0(2.7) 1.1 (17.5)
= 08.00 Retail sales Y/Y% Sep 0.0 -0.9
UK 45 09.30 Net consumer credit £bn (Y/Y %) Sep 0.5 (-) 0.4 (-2.4)
45 09.30 Net mortgage lending £bn (approvals 000s) Sep 5.7 (72.0) 5.3 (74.5)
E45 09.30 M4 money supply Y/Y% Sep - 7.0
Auctions and events
- Nothing to report -

Source: Bloonberg and Daiwa Capital Markets Europe Ltd.
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