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Euro area

ECB confirms net PEPP purchases to end in March, and steady slowing of all purchases over 2022

In contrastto the BoE (see below), the ECB’s monetarypolicyannouncement todaywas broadlywithin the range of
expected outcomes. Most predictably, the Governing Council decidedthatthe ECB will slow its netassetpurchases steadily
over the course 0f2022. To startwith, the pace of net PEPP purchases will be reduced in Q1 from the average close to
€65bn permonthin Q4. And it will end its net PEPP purchases atthe end of March. To avoid whatECB PresidentLagarde
judged would otherwise have been a “brutal transition”, the Governing Council will then double its monthlynetpurchase pace
underthe regular APP to €40bn per month in Q2. But that pace will slow to €30bn in Q3. And from October, the ECB will
maintain netassetpurchases under the APP at a monthlypace of €20bn “foras long as necessary”—an open-ended
commitmentto maintain QE that allows itto deflectaccusations oftapering to zero. Moreover, the Governing Council
extended its commitmentto maintain reinvestments of maturing PEPP proceeds byone extra year to at leastuntil the end of
2024. Those reinvestments will be conducted flexiblyacross countries, including Greece (unlike for the regular APP
purchases), to supportthe monetarytransmission. In addition, the ECB retained the option to resume netpurchases under
the PEPP, if necessary, to counter any new negative shocks related to the pandemic. Butit postponed a decision on whether
to follow the final TLTRO-iii operation allotmentwith furtherlonger-term liquidityoperations. And it also maintained
“optionality’ to adjustpolicyin eitherdirectionin due course as events unfold and new data emerge.

Lagarde judges rate hike in 2022 “very unlikely”

In terms ofthe outlook for interestrates, there was relativelylitle new today from the Governing Council, although the ECB’s
updated projections gave an insightto the possible timing of rate take-off. Forward guidance onrates was inevitablyleft
unchanged, requiring inflation to be seen attarget on a sustainable basis well before the end of the projection period. And
Lagarde again judged thata rate hike in 2022 was “very unlikely’, notleastgiven the persisting lack of wage pressure.
Moreover, the near-term GDP growth outlook was revised down on accountofrenewed pandemic restrictions, ongoing
supplybottlenecks and the adverse impactofenergy prices on realincomes. With GDP growth of just0.2%Q/Q expected in
Q421, the ECB now forecasts the pre-pandemic level to be reached next quarter,one quarterlater than previouslythought.
And the projection of full-year growth in 2022 was revised down 0.4pptfrom September t0 4.2%.

Inflation projections suggest hike in 2023 is feasible

More importantlyfor monetarypolicy, however, the inflation forecastwas revised up over the horizon. Headline HICP inflation
is expected to remain above 2.0%Y/Y until Q422. It is expected to average 3.2%Y/Y over next year as a whole, a full 1.5ppts
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more than previouslypredicted, with two-thirds ofthatrevision reflecting higher energyprices. Furtherahead, headline
inflation is expected to average 1.8%Y/Y in 2023 and 2024, with core inflation also averaging 1.8%Y/Y by the end of the
horizon. As the ECB acknowledged thatinflation could well exceed its central projection, and also stated in its strategic
review that its monetarypolicyassessments should take into account estimates of owner-occupied housing costs, which
mightbe expected to outpace HICP inflation for a while yet, conditions for arate hike might yet be in place in 2023. In our
view, however, inflation in 2023 also risks significantlyundershooting the 2% target, as energy price base-effects mightturn
negative and global supplychains rebound.

Euro areaflash PMIs suggest softest growth in 9 months while German growth stalls

Consistentwith the ECB’s GDP forecast, the Decemberflash PMIs suggested a slowdown in economic activity at the end of
Q4. The loss in momentum was concentrated in services, for which the euro area activity index dropped 2.6pts to an eight-
month low of 53.3. While the equivalentFrench PMI was relatively steadyat 57.1, the Germanindex dropped more than 4pts
to a contractionary48.4 as tightened pandemic restrictions took their toll on recreation activity, tourism and hospitality. In
contrast, hints atan easing of supply-side constraints saw the German manufacturingoutputPMil rise 1.8 pts to 53.3. So,
while the equivalentFrench indicator was softerata contractionary49.2,the euro area manufacturing output PMl edged up
slightlyto a three-month high of53.9. Nevertheless, with services accounting fora much larger share ofthe econom y, the
euro area composite PMI dropped 2pts to a nine-month low 0f 53.4. And while the equivalent French index was consistent
with ongoing respectable expansion (55.6), the German composite outputindexdropped more than 2pts to an eighteen -
month low of 50.0, suggesting thatgrowth in the euro area’s largestmember state had paused atthe end of Q4. Perhaps
needlessto say, the detail on the PMIs also suggested thatfirms’ costs and selling prices continued to rise sharplyin
December, although the rates ofincreasereportedlyeased somewhatfrom lastmonth’s record highs.

The day ahead in the euro area

The end of the week brings another top-tier December sentimentbusiness survey, from the German ifo institute. Ahead of
today's flash PMIs, this was expected to reporta further moderate deteriorationin both currentand future conditions,
consistentwith persisting supplyconstraints, to leave the headline business climate indexat its lowestsince February. And
today's data mightsuggesta more significantweakening on accountofthe challengesin the services sector. Fridaywill also
bring updated euro area inflation figures for November. Given the modestdownwards revisions to the final Italian and
Spanish headline CPlrates (by 0.1ppta piece), we might well see headline euro area inflation nudged a touch lower from
the flash estimate (4.9%Y/Y), albeitthis would still mark a notable increase from October (4.1%Y/Y) and a euro -era high.
The flash core CPI rate was up 0.6ppt to 2.6%Y/Y. Tomorrow’s release will also provide the full componentbreakdown
including the ECB’s estimate ofthe trimmed-mean rate ofinflation. Euro area construction outputfigures for October, new
car registration figures for November and German PPInumbers for November are also due . The Bundesbank will also
publish its semi-annual economic forecastupdate.

UK

BoE unexpectedly starts tightening cycle despite new wave of Covid-19

Having early lastmonth left policyunchanged despite loud signals ofimminenttightening, todaythe BoE unexpectedly
raised Bank Rate by 15bps t0 0.25% in the midstofa new extremely rapidlyspreading wave of pandemic. Farmore
predictably, the end of the BoE’s netassetpurchases was alsoconfirmed, with the stock of Gilt holdings to be maintained at
£875bn and the stock of corporate bonds to be maintained at£20bn. Despite today's decisionto starttightening policy, Bank
Rate remains a substantive 50bps below the pre-pandemic level with the BoE’s stock of Gilts holdings roughlytwice the pre-
pandemiclevel. So,itis hard to argue that UK financial conditions are notstill highlyaccommodative, and the majority of
members probablyregretlastmonth’s decisionnotto hike Bank Rate. It was also notsurprising thatthe MPC repeated thatit
still expects some “modesttightening of monetarypolicyover the forecastperiod” to be necessary. However, the recent
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mismatch between the BoE’s communication and action, as well as the unpredictable consequences ofthe Omicron variant,
leaves plenty of uncertaintyaboutthe extent of tightening. Notleastgiven the likelyhit to UK trend productivity from Brexit,
we doubtthat Bank Rate will need to be hiked over the course of 2022 by the 125bps or more priced bysterling OIS markets
immediately after today's BoE announcement. Some ofthat move eventuallyunwound. And, indeed, we pencil in only two
further rate hikes over the course 0f2022, to take Bank Rate to 0.75% at end-year. But, of course, the outlook for rates — as
for growth and inflation — clearly remains highlyunpredictable.

Inflation concerns prompted today’s hike

The MPC’s statementnoted that Bank staffhave revised down their expectations for UK GDP in Q421 by around 2% since
lastmonth’s policymeeting, leaving economic output around 142% belowits pre-Covid level. It also acknowledged thatthe
Omicron variantis likely to weigh on near-term economic activity, and that its impacton medium-terminflationarypressures
is unclear. But, consistentwith this week’s jobs data, itjudged thatthe labour market remained tight despite the end of the
government’s furlough scheme. And despite some moderation in recentwage growth, Bank staff continue to estimate that
underlying earnings growth remains above pre-pandemicrates, and upside risks remain around the payoutlook. Moreover,
following yesterday's further big upside surpriseto UK CPI inflation in November—which at5.1%Y/Y was “zppt ormore
above the BoE’s expectation early lastmonth —it also noted signs of greater persistence in domestic costand price
pressures. So, Bank staff now expect inflation to remain around 5% Y/Y through the majority of the winter period, and to peak
ataround 6%Y/Y in April when household energyprices will be increased again. And while CPlinflation is still expected to
fall back in the second halfofnext year, contacts of the Bank’s Agents expectfurther price increases nextyear drivenin
large partby pay and energycosts, which also flags risks of an overshooting ofthe inflation targetover the mediumterm.

One member out of nine wanted to wait for updated forecasts in February

Admittedly, the MPC continues to judge thatthere are two-sided risks around the inflation outlook in the medium term , with
the outlook for energyprices one source ofdownside risks. And today's decisionto raise rates was notquite unanimous, with
one external member (Sylvia Tenreyro) voting to leave policyunchanged. Given the uncertaintyrepresented bythe Omicron
variant, she wanted to await updated economic forecasts in Februarybefore considering anychange in Bank Rate. In
particular, given risk managementconcerns, she had wanted to ensure thatthe economic recoverywould not be materially
threatened by the new variant before raising rates. Those concerns seemjustifiable — while today's 15bps hike might
ultimatelyhave little directimpacton demand, itis likelyto have an additional unhelpful negative impacton business
sentiment, particularly for those consumer-facing services firms — manyof which will be highlyindebted after previous waves
of Covid 19— who now face a particularlytroubling festive season and startto 2022.

Euro area: Services PMIs—demand side Euro area: Services PMIs —supply side
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Euro area: Manufacturing PMIs —demand side
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Euro area: Manufacturing PMIs —supply side
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Flash PMIs imply a hit to services due to Omicron strain

Today's flash PMI surveys suggested a hitto the economic recoveryheading towards Christmas as the emergence ofthe
Omicron strain and more stringent pandemic restrictions took their toll on services. Certainly, the decline in headline services
PMI was more striking than had been expected, with the 5.3pts drop the largestsince Januaryto leave the index at 53.2,
down more than 9%zpts from the summer peak. And consumer-facing firms were notablymore downbeataboutthe near-tem
outlook, as new orders were dented byweaker consumerdemand and tighter international travel restrictions — the new
export orders PMI fell a hefty7.8pts, the mostsince April 2020, to 46.4, the lowestsince March. In contrast, manufacturers
appeared to reportlimited additional impactfrom the emergence of Omicron. Moreover, there were signs thatthe supply
chain crisis had started to stabilise somewhat, with supplier deliverytimes the shortestthis year (admittedlystill signifi cantly
longer than the pre-pandemic norm)and therefore allowing a furtherincrease in output, with the respective componentup by
0.6ptto 53.3, a four-month high. Butnew domestic orders remained relativelysubdued, and thos e from overseas continued
to fall. And with factories across Asia disrupted byOmicron, supply-chain challenges maybecome more acute once again
over the nearterm. Overall, the composite output PMI (53.2, the lowestsince February) signalled a marked slowdownin the
pace of recovery at the end of the year, with heightened uncertainties aboutthe near-term outlook too. The survey also
suggested a modesteasingin inflationarypressures, with the input price PMI down 5%zpts butstill historicallyelevated at
77.8, and the outputprice PMI down almost2pts to 62.3, a four-month low.

The day ahead in the UK

Tomorrow’s release of November’s retail sales data is expected to reportanother month of solid growth as consumers
broughtforward festive spending to take advantage of early Black Friday deals and avoid potential shortages associated with
persistentsupplybottlenecks. Excluding fuel, sales are expected to have risen 0.8%MM following growth of 1.6%M/M in
October. But not leastreflecting the increase in coronavirus cases and tighter restrictions, the latest consumer confidence
survey is likely to reporta further notable deteriorationin sentimentthis month and reduced willingness to spending on
durable goods, tallying with the findings from today’s PMis.
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Today’s results

Economic data
Country Release Period Actual Mark_et consensus/ Previous Revised
Daiwa forecast

Euro area n Preliminary manufacturing (services) PMI Dec 58.0 (53.3) 57.8 (54.3) 58.4 (55.9) -
n Preliminary composite PMI Dec 53.4 54.2 55.4 -
BB Trade balance €bn Oct 2.4 5.8 6.1 -
BB Labour costs Y/Y% Q3 2.5 - -0.1 -
_ ECB refinancing rate % Dec 0.00 0.00 0.00 -
_ ECB marginal lending facility rate % Dec 0.25 0.25 0.25 -
BB ECB deposit rate % Dec -0.50 -0.50 -0.50 -

Germany W Preliminary manufacturing (services) PMI Dec 57.9 (48.4) 56.9 (51.0) 57.4 (52.7) -
| Preliminary composite PMI Dec 50.0 51.1 52.2 -

France [] Bl INSEE business confidence Dec 110 113 114 113
B B INSEE manufacturing confidence (production outlook) Dec 111 (21) 109 (15) 109 (20) 110 (19)
B B Preliminary manufacturing (services) PMI Dec 54.9 (57.1) 55.4 (56.0) 55.9 (57.4) -
B B Preliminary composite PMI Dec 55.6 55.0 56.1 -

UK EE; Preliminary manufacturing (services) PMI Dec 57.6 (53.2) 57.6 (57.0) 58.1 (58.5) -

: : Preliminary composite PMI Dec 53.2 56.3 57.6 R
E§= BoE Bank Rate % Dec 0.25 0.10 0.10 -
_: : BoE Gilt purchase target £bn Dec 875 875 875 -
= BoE Corporate bond target £bn Dec 20 20 20 -

Auctions

Country Auction

- Nothing to report -

Source: Bloonmberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data
Country GMT Release Period Mg:ﬁ;;?g?eir;iy Previous
Euro area [l 07.00 EU27 new car registrations Y/Y % Nov - -30.3
B 10.00 Final CPI (core CPI)Y/Y% Nov 4.8 (2.6) 4.1 (2.0
“ 10.00 Construction output M/M% (Y/Y %) Oct - 0.9 (1.5)
Germany MM 07.00 PPI Y/Y% Nov 20.0 18.4
M 09.00 Ifobusiness climate Dec 95.3 96.5
M 09.00 Ifocurrent assessment (expectations) Dec 97.5 (93.6) 99.0 (94.2)
UK : : 00.01 GfK consumer confidence Dec -17 -14
B 07.00 Retail sales incl. auto fuels MIM% (Y/Y %) Nov 0.8 (4.2) 0.8 (-1.3)
E$= 07.00 Retail sales excl. auto fuels M/M% (Y/Y %) Nov 0.8 (2.3) 1.6 (-1.9)
Auctions and events
UK EEE 12.00 BoE publishes Q4 Quarterly Bulletin

Source: Bloonberg and Daiwa Capital Markets Europe Ltd.
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