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Euro area

German goods trade surplus shrinking rapidly despite gradual rise in exports

A quietcouple ofdays for economic data from the euro area has nevertheless broughtsome striking figures from the large
member states, highlighting the highlyadverse terms oftrade shock suffered bythe region. According to today's preliminary
report, Germany's trade surplus on an adjusted basis dropped in December bya much larger-than-expected €4bn —the
mostinten months —to just€6.8bn, almost€10bn lower than a year earlier. That represented the second-smallest surplusin
more than two decades, onlyexceeding that following the sudden stop to exports in April 2020 due to the first coronavirus
lockdown. On this occasion, exports continued to grow in nominal terms, rising 0.9%MM and 11.8%Y/Y in December. And
while, after adjusting for prices, they were unchanged on the month in volume terms, they were stillup 1.7% 3M/3M, albeit
1.4% below the post-pandemic peakin March and 3.2% below the pre-pandemiclevel in February2020.

Shrinking German surplus caused by import price shock

So, the marked deterioration in the German trade surplus principallyreflects the bigincrease in the value of imports, which
rose 4.7%MM in Decemberto a new record high up almost25%Y/Y. That increase from a year earlier almostentirely
reflects changes to prices of energyand other goods, with the volume of imports up just0.7% Y/Y in December. While import
volumes were stronger on the month in December, up 4.6%MM to be 1.4% above the pre-pandemiclevel, they were also up
just1.5%3M/3M, slightlyless than the equivalent pace ofincrease ofexports. So, with German goods export prices up
10.9%Y/Y butimportprices up a whopping 24.0%Y/Y (and even 21.4%Y/Y excluding petroleum and associated products),
the massive shifts in relative prices are significantlyeroding purchasing power. In volumes terms, nettrade appears to have
had a minimal directimpacton German GDP growth in Q4. The indirecteffect on domestic spending, however, is likelyto be
substantive fora while yet.

French trade deficit blows out to record high

The trade surplus ofthe euro area as a whole is also bound to have shrunk markedlyatthe end of 2021. Indeed, France
alsorecorded a notable deteriorationin its goods trade balance in December, with the deficitin adjusted terms increasing
more than€1.5bn —the mostsince May 2020 — to a record high of €11.3bn,some €7.1bn larger than a year earlier. That also
left the full-year French trade deficitin 2021 at a record high of €84.7bn, justunder 3%z of GDP. French importvalues rose
2.5%M/M in Decemberto be up 33.2%Y/Y, while exports dropped 0.4% MM to be up 17.7%Y/Y. Some two-thirds ofthe
increase inimports from a year earlier reflected increases in import prices. Butfirm growth in the volume of imports of capital
and intermediate goods, as well as electricity, have also played a role. Indeed, the preliminary French GDP data highlighted
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a negative contribution to French growth in Q4 from net trade of 0.2ppt, as importvolumes (up 3.6%Q/Q) outpaced export
volumes (3.2%Q/Q) notleastdue to strong growth inimports oftransportequipment (up 8.8%Q/Q).

Italian and Spanish IP fell in December

Meanwhile, the latestItalian and Spanish industrial production figures were significantlyweaker than the modestdeclines
previouslyreported in Germanyand France at the end of lastyear. ltalian IP fell 1.0% MM, the mostfor seven months, while
Spanish outputdropped 2.6%M/M, the mostsince April 2020. Butthe weakness in both countries followed vigorous growth
in November (2.1%MM and 3.9%MM respectively). And over Q4 as a whole, industrial outputin ltaly rose a further
0.5%Q/Q to end the quarter2.0% higherthan the pre-pandemiclevel, while production in Spain was up 1.4%Q/Qto be just
0.1% below the pre-Covid level. Within the detail in Italy, the weaknessin December reflected sizeable declines in machinery
and metals production (-2.8%MMand -3.4%MM respectively). In contrast, production oftransportequipmentand clothing
maintained an upwards trend, albeitfrom a low level with outputstillsome 7% and 11% below their res pective pre -Covid
benchmarks. Likewise, autos production in Spain rose againin December although remained more than one fifth lower than
the pre-pandemic level. While the weakness in Spain atthe end of the year in part reflected a drop of 19%MM in the
pharmaceutical sector following extraordinary growth of 22%M/M previously, it was principallydriven by a near-2%M/M drop
in energyproduction. Overall, while the performance varies significantlyby subsector, these data on balance still suggesta
more advanced recovery in the ltalian and Spanish manufacturing sectors than in Germanyand France, where supply
bottlenecks appearto be more damaging. And while the Italian and Spanish manufacturing PMIs implied a softer
performance in January, they remained consistentwith ongoing expansion atthe start of the year.

Irish output maintains strong upwards trend at year-end

Contrasting with the declines in the large member states, the latestIrish production figures suggested a further notable
rebound in outputat the end of lastyear. Indeed, manufacturing production rose 8.0%MMin December afterincreasing
38%MM in November. Admittedly, this followed considerable weakness between Augustand October and so outputwas still
down by around 15%Q/Qin Q4. Ireland’s Central Statistical Office continues to flag technical issues associated with its
seasonallyadjustment. And this again adds a degree ofuncertaintyto the euro area aggregate production data (due to be
published a week today), which have also been particularlyvolatile of late. Nevertheless, with manufacturing outputhaving
moved broadlysideways in Germanyand France in December, and the decline in Spain (-0.4%M/M) also notablysmaller
than the headline IP figure, we expect euro area manufacturingoutputto have risenin December. And based on member

state figures alreadypublished, we expecttotal euro area industrial output (excluding construction) to have moved broadly
sideways atyear-end.

Germany: Export and import volumes Euro area: Manufacturing production
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The coming two days in the euro area

With no data of note due tomorrow, the focus will be on commentaryfrom various Governing Council members with ECB
ChiefEconomistLane due to participate in a panel discussionon supply-chain disruptions, while Vice President de Guindos
will be speaking aboutEurope’s post-Covid economic recovery. On Friday, Germanywill publishfinal CPlinflation data for
January. The preliminarydata revealed that German inflation fell back in January as the base effects from pasttax changes
fell out of the arithmetic. However, the declines in both the HICP EU-harmonised measure (down 0.6pptto a three-month low
of 5.1%Y/Y) and national CPImeasure (down 0.4pptto 4.9%Y/Y) were m uch smallerthan anticipated. Once again, energy
was the main culprit, rising on the national measure bymore than 2.0ppts to 20.5%Y/Y, due not leastto higher prices of
gasoline atthe pump. However, services inflation declined a very modest0.1pptto 3.0 % Y/Y, stilljustthe second-highest
reading since 1997.

UK

UK spending data provide mixed picture as real disposable incomes are steadily eroded

Yesterday's snapshots of spendingatthe start of the year in the UK were a mixed bag. At face value, the BRC'’s retail sales
survey looked strong, with the measure of total sales up 11.9%Y/Y with like -for-like sales up 8.1%Y/Y. But that figure was
flattered by the weakness of sales duringthe lockdown a year earlier when non-essential stores were shut, as well as higher
prices. While food sales were reportedlymuted as opportunities for eating outincreased, strength in nominal sales was
reported in purchases ofitems forthe home, includingappliances, electronics and furniture — all categories currently
experiencing high rates ofinflation. Overall, therefore, we suspectthatthe official measure ofretail salesin Januarywil |
show thatthe 3.6%M/M drop in Decemberwas byno means fullyreversed lastmonth. Indeed, Barclaycard reported that
spending onits cards rose 7.4% in Januarycomparedto the same month 0f2020 justahead ofthe pandemic, representing
the softestsuchrise in nine months. The slowdown partlyreflected lower spending on fuel and public transportdue to
increased working from home, an effectlikely to reverse in the current month. Butspending on tourism and hospitalitywas
also much weaker. And the ongoing significanterosionofreal disposable incomes —due to higherinflation, taxes and
interestrates —seems boundto weigh on discretionaryspending over coming quarters.

The coming two days in the UK

It should be arelatively quietday for top-tier releases tomorrow, with the RICS residential surveyand KPMG/REC reporton
jobs for January due. A persisting supply-demand imbalance in the housing sector seems bound to have kept house price
expectations elevated atthe start of the year, while ongoing tightness in the labour marketis likelyto have maintained
upwards pressure on startingsalaries. Alot more attention will be on Friday's firstestimate of Q4 GDP, which willcome
alongside the monthlydeluge of outputand trade numbers for December. GDP looks setto have risen close to the 1.1%Q/Q
pacein Q3. But the headline figure will mask a more significantslowing in activity towards the end of the quarter —
particularlyin consumer-facing services —amid a rise in coronavirus infections and reintroduction of certain restrictions.
Indeed, we forecast GDP to have contracted by about1%M/M in December, with weakness among services, manufacturing
and construction alike, with production stillimpeded bysupplybottlenecks.

The next edition of the Euro wrap-up will be published on 11 February 2022
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European calendar

Today’s results

Economic data

Country Release Period Actual Mg:s;;?gfeir:;y Previous Revised

Germany M Trade balance €bn Dec 7.0 11.0 12.0 11.6
Italy B B ndustrial production M/M% (Y/Y %) Dec  -1.0 (4.4) -0.7 (4.6) 1.9 (6.3) 2.1 (6.6)

Auctions

Country Auction

Germany [ sold €1.27bn of 0% 2050 bonds at an av erage yield of 0.39%

Source: Bloonberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data

Period  Market consensus/ Previous
Country GMT Release Daiwa forecast
UK  EJ8 00.01 RICShouse price balance % Jan 69 69

Auctions and events

Euro area _ 10.00 European Commission publishes Economic Forecasts
_ 12.30 ECB's Villeroy scheduled to speak
BBl 13.00 ECB’s de Guindos scheduled to speak on ‘Managing Europe’s post-Covid economic recovery’
_ 14.15 ECB Chief Economist Lane participates in panel discussion - ‘The impact of supply chain disruptions on the European economy’
UK EE'E 01.01 KPMG/REC report on jobs

58 20.15 BoE Governor Bailey scheduled to speak

Source: Bloonberg and Daiwa Capital Markets Europe Ltd.

Friday’s releases

Economic data

Country GMT Release Period Megl;s;ac?grseecr;sstis/ Previous
Germany M 07.00 Final CPI (EU-harmonised CPI)Y/Y% Jan 4.9 (5.1) 5.3 (5.7)
UK EE:E 07.00 Preliminary GDP Q/Q% (Y/Y %) Q4 1.0 (6.2) 1.1 (6.8)
E¥= 07.00 GDP MIM% Dec 05 0.9
El—:é 07.00 Industrial production M/M% (Y/Y %) Dec 0.1 (0.6) 1.0 (0.1)
E$= 07.00 Manufacturing production M/M% (Y/Y %) Dec 0.2 (1.7) 1.1 (0.4)
E$5 07.00 Construction output M/IM% (Y/Y %) Dec 0.7 (7.7) 3.5 (6.8)
EE_'G 07.00 Index of services M/M% (3M/3M%) Dec -0.7 (1.2) 0.7 (1.3)
E{Eﬁ 07.00 Goods trade balance €bn Dec -12.5 -11.3

Auctions and events

Euro area _ 17.00 ECB publishes Survey of Monetary Analy sts
italy [l B 10.00 Auction: €3bn of 0% 2024 bonds
B B 10.00 Auction: €3bn of 0.45% 2029 bonds
B B 10.00 Auction: €1.75bn of 1.8% 2041 bonds

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.
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Access ourresearch blog at:
https://www.uk.daiwacm.com/ficc-research/recent-blogs
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