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Euro wrap-up

F Chris Scicluna
Overview +44 207597 8326
e Bunds made modestlosses atthe shortend as the flash estimate ofeuro Daily bond market movements
areainflation in Januarysmashed expectationsto rise to a new series high. I ET CHETES
: . . . . BKO 0 03724 0.479 +0.010
e Gilts followed USTs higher despite a strong surveyof UK high-street prices. OBL 004/27 0.196 +0.012
e Thursdayis likelyto see the BoE’s MPC raise Bank Rate by 25bps and DBR 0 02/32 0.030 0.003
confirm the start of quantitative tightening, butthe ECB should leave its URT 07, 01724 T.008 0030
monetarypolicysettings unchanged while acknowledging the need for UKT 0% 10/26 1.094 0.037
flexibility. UKT 0%07/31 1.245 -0.052

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

Euro area

Flash inflation smashes expectations due principally to accelerating energy prices

Today's flash estimate of euro area inflation in Januarysmashed all expectations to increase somewhat the probabilitythat
the ECB mightraise rates as soonas this year. Contrary to universal expectations of a drop — which, despite theirown
upside surprises, had still been stronglysuggested bythe national data published earlier this week —the headline HICP rate
edged up 0.1pptto a new series high of5.1%Y/Y. The largestpressures once again came from energy prices, which rose
6.0% MM — the mostin any single month since the introduction ofthe euro — to take the respective annual rate to a new
record of 28.6%Y/Y. In part that reflected higher prices ofauto fuel driven by the renewed uptrend in global crude oil prices.
Butitalsoreflected a steep jump in household energybills in ltaly— where regulated energyprices rose 93.5%Y/Y — the full
extent of which was also revealed todayand contributed to a massive upside surprise in overall inflation in that country (up
1.1ppts t0 5.3%Y/Y on the HICP measure). Given the increase in the share ofthe euro area inflation baskettaken by energy
from the startof this year, its impactwas all the larger. Indeed, excluding energy;, inflation fell 0.2pptto 2.6%Y/Y.

Core inflation declines, but only due to timing of German tax changes and French discounting

Despite the dominantrole ofenergyprices, the otherdetail in today’s inflation data provided plenty for the ECB to worry
about. In partdue to global factors as well as higher oil prices, there were clear additional pressures from inflation offood,
alcohol and tobacco, which rose 0.4pptto 3.6%Y/Y, the highestsince panic-buying duringthe firstwave of the pandemic. In
contrast, services inflation was unchangedat2.4%Y/Y, and inflation of non-energyindustrial goods fell 0.6pptto a three-
month low of 2.3%Y/Y. As a result, core inflation fell 0.3pptto 2.3%Y/Y. But having been expected to slip back below
2.0%Y/Y, that decline in core inflation was a disappointment. And it principallyreflected base effects associated with German
tax changes and French New Year discounting —adjusting for those impacts core inflation would have accelerated.

Core inflation setto move significantly higher over coming months

Today's data are a big headache forthe ECB. Headline inflation vastlyexceeded the path setout inits forecast published
seven weeks ago,when itexpected it to drop to an average of 4.1%Y/Y in Q1 and fall steadilyfurther over the remainder of
the year. Of course, the ECBis not alone in misjudging this pressure —indeed, the difference between the flash estimate and
the consensus forecastwas the largeston the series. The recentrise in oil prices, to above $88bbl from an average near
$75in December, has provided new impetus. There is setto be additional pass-through of natural gas prices to household
energy bills in some member states. And with base effects setto become less favourable, and further pass -through of
pipeline costs to prices of services and goods to come, core inflation is setto rise above 3.0%Y/Y in Q2 and Q3.
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ECB’s March forecasts could signal likelihood of rate hike by year-end

Therefore, the ECB will have to revise up its inflation projection significantlynext month. The upwards revisions will be
largestforthe coming couple of quarters, notleastas forecasting conventions will continue to weigh on the projection for
inflation next year. And still-subdued wage growth will continue to contain the forecastfor the services componentin 2023
and 2024.Nevertheless, with the previous forecasts having anticipated average inflation of1.8%Y/Y in both 2023 and 2024,
itis perfectly feasible thatthe updated forecasts will nudge up these figures to 2.0%Y/Y or so, suggesting thatthe conditions
required for rate lift-off might now be met. At tomorrow's Governing Council press conference Christine Lagarde will no doubt
emphasise the dominantbuttemporaryrole of energyprices in driving inflation higher. And she will insiston the need to
awaitthe ECB’s updated projections before jumping to conclusions aboutthe appropriate policyresponse. Butshe will also
have to acknowledge thatthe near-term inflation outlook appears to have deteriorated. And as such, she should also repeat
that the Governing Council is prepared to be flexible, and amend policythis yearif necessary. If only by implication, that
would underscore the possibilitythat a faster pace of decline in the ECB’s netassetpurchases over coming quarters, as well
as a first ECB hike before year-end, mighteventually be agreed by the Governing Council.

The day ahead in the euro area

While they at one stage appeared likelyto be relatively uneventful after the significantpolicyamendments atthe previous
meeting, tomorrow's ECB monetarypolicy statementand press conference will therefore be closelywatched. While recent
data suggestthatthe ECB’s assessmentofthe mostlikelypath ahead for GDP remains broadlyunchanged, the near-term
inflation outlook appears to have deteriorated, clouding the monetarypolicyoutlook. In the absence of updated projections,
however, the Governing Council will reaffirm the expected profile for QE up to October. Net PEPP purchases will certainly
still conclude atthe end of March. And net APP purchases will still be expected to double to€40bn permonth in Q2, before
slowing to €30bn permonthin Q3 and further to €20bn per month in October. But in her press conference, President
Lagarde will acknowledge the significantuncertaintywith respectto the likely path of inflation and thus repeatthatthe
Governing Council stands readyto adjustpolicyif and when necessary. Nevertheless, she will likelyreiterate thateconomic
conditions in the euro area differ markedlyfrom those in the US, and that — based on the December projections — the
preconditions forrate hikes setoutin the ECB’s forward guidance were unlikelyto be metbefore the end of the year.

On the data front, tomorrow sees the release offinal Januaryservices and composite PMIs. The flash PMIs suggested that
euro area economic activity slowed for a second successive month in Januaryas the latestwave of coronavirus weighed on
services activity. In particular, the euro area composite output PMI dropped 0.9ptin January to an eleven-month low of52 .4

Euro area: Consumer price inflation Euro area: Inflation forecasts
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Italy: Consumer price inflation*

Source: ECB, Refinitiveand Daiwa Capital Markets Europe Ltd.
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with the fall entirelydue to a near-2ptdecline in the services activityindexto a nine-month low of51.2. Among the member
states, the flash German surveypointed to a return to growth in services atthe start of the year, buta much weaker
performance in France. And while no detailed data were published for Italy and Spain, Markit suggested thatgrowth in both
countries had ground almostto a halt.

UK

Survey signals strongest inflation on the high street since 2012

Highinflationin the widereconomyhas finallystarted to show up in prices on the UK high street. According to the BRC'’s
latestsurvey, shop price inflation accelerated 0.7pptin Januaryto 1.5%Y/Y as retailers soughtto pass on to consumers the
increased costs of shipping, energyand otheritems. The latestreading compared with an average pace of decline in shop
prices 0f0.9%Y/Y in 2021, an even steeperfallin 2020,and a minimal average rise ofjust0.1%Y/Y in 2019 ahead ofthe
pandemic.Indeed, with the high streethaving been characterized by intense competition for a decade, the BRC measure of
shop price inflation was the highestsince December 2012. The pickup was most marked for non-food items, forwhich the
surveyindexrose 0.7pptto 1.5%Y/Y, the highestsince November2011. Prices of furniture (for which outputproducer price
inflation rose t0 5.1%Y/Y in December) and flooring reportedlyrose very significantly. Despite a slightslowing in the fresh
component, food inflation rose 0.3pptto 2.7%Y/Y, the highestsince October2013. Of course, with CPl inflation alreadyup to
5.4%Y/Y in December, and the RPI measure eye-wateringlyhigh at7.5%Y/Y, the BRC measure ofshop price inflation still
appears remarkablysubdued. However, the survey results raise the prospectofa further notablerise in goods CPlinflation
at the startof the year, which would increase the likelihood thatoverall CPI inflation will soon exceed 6.0%Y/Y. The peak will
likely come in April, when household energybills will rise in response to the increase in Ofgem’s regulated price cap, to be
announced tomorrow. Reports todaysuggested thatthe governmentis now readyto announce new policy measures to
reduce the impactof that rise on households. Butthe netincrease in bills still seems likelyto be very substantive indeed.

The day ahead in the UK

Unlike the ECB, tomorrow’s BoE MPC meeting looks firmlysetto bring a change in policy. Bank Rate is highlylikely to be
hiked by 25bps to 0.50%. And assuming thatthreshold for Bank Rate is reached, the BoE’s guidance means that
policymakers should also agree to start quantitative tightening, ceasing reinvestments ofthe proceeds of maturing bond s
from its holdings starting with the redemption of £25bn of Gilts in March. The MPC will justify its decision to raise rates on the
basis ofits updated projections. Admittedly, the BoE’s forecasts for GDPin Q4 and Q1 will be revised down on accountof
the latestwave of coronavirus and associated restrictions in place over the festive period. And the Bank will be wary about
the downside risks to private consumption growth over coming quarters from declinesin real disposable incomes. Butthe
MPC will continue to judge thatthere remains excess demand and thata period of softerdemand growth is not
inappropriate, particularlygiven that the labour marketis very tightdue to a drop in labour force participation and inflation
has continued significantlyto exceed expectations.

Data-wise, the final UK services and composite PMIs for January will likelyalign with the flash release to indicate some
stabilisation in activity at the start of the year. The preliminarycomposite output PMI fell just0.2ptin Januaryto 53.4, a level
still consistentwith expansion.
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Economic data
Country Release Period Actual Mg:s;;?gfeir:;y Previous Revised
Euro area n Preliminary CPI (core CPI) Y/Y % Jan 5.1(2.3) 4.7 (2.3) 5.0 (2.6) -

itay  [| B Preliminary CPI (EU-harmonised CPI)Y/Y% Jan 4.8 (5.3) 3.5(3.6) 3.9 (4.2 -

UK ==} BRC shop price index Y/Y% Jan 1.5 - 0.8 -
Auctions
Country Auction

- Nothing to report -

Source: Bloonmberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data

Country GMT Release Period Mﬁ:s&;?gfeirzf/ Previous
Euro area _ 09.00 Final services (composite) PMI Jan 51.2 (52.4) 53.1 (53.3)
I 1000 PPl MIM% (Y/Y%) Dec 2.4 (26.1) 1.8 (23.7)
[ 12.45  ECB refinancing rate % Dec 0.00 0.00
BB 1245 ECB deposit rate % Dec -0.50 -0.50
Germany N 08.55 Final services (composite) PMI Jan 52.2 (54.3) 48.7 (49.9)
France ] Bl 0850 Final services (composite) PMI Jan 53.1 (52.7) 57.0 (55.8)
B B 0845 Services (composite) PMI Jan 50.0 (52.3) 53.0 (54.7)
Spain = 08.15  Services (composite) PMI Jan 51.9 (52.7) 55.8 (55.4)
UK E}SE 0930 Final services (composite) PMI Jan 53.3 (53.4) 53.6 (53.6)
EfE 1200 BoE Bank Rate % Feb 0.50 0.25

Auctions and events

Euro area _ 12.45 ECB monetary policy announcement

_ 13.30 ECB President Lagarde speaks at post-Gov erning Council press conference

France [ M  09.50  Auction: 0% 2030 bonds
B B 0950 Auction: 0% 2032 bonds
B B 0950 Auction: 0.5% 2044 bonds
B B 0950 Auction: 0.75% 2053 bonds

UK : : 12.00 BoE monetary policy announcement, publication of MPC meeting summary, minutes and Monetary Policy Report (MPR)

E}E 1230 BoE Governor Bailey speaks at post-MPC press conference to discuss the MPR
o - BoE publishes monthly Decision Maker Panel data for January 2022

Source: Bloonberg and Daiwa Capital Markets Europe Ltd.
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