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Euro area

Kazaks expects rate hike this year, Schnabel suggests QE costs now outweigh the benefits

Ahead of next month’s keyECB monetarypolicymeeting, Governing Council members continue to express views aboutthe
outlook. Yesterday, Bank of France Governor Villeroy noted that the ECB could decide to end its netassetpurchasesin Q3,
leaving room for a rate hike by year-end, a scenario which is ourbase case. Latvian Governor Kazaks today went further,
stating thatan interestrate hike this year is “quite likely’. And while she was notso explicit, in a largelyhawkish interview
with the FT, Executive Board member Isabel Schnabelopined that“the benefits of further net assetpurchases maynotjustify
the additional costs”. She wouldn’tpreemptthe ECB’s inflation forecasts, butjudged it“increasinglylikelythat inflation is
going to stabilise around our 2 per cent targetover the medium term”,implying thatthe conditions for rate liftoff will soon be
reached. Schnabel was also mindful of upside risks to the inflation outlook from the labour market, where slack has been
absorbed fasterthan anticipated. And she was concerned about the housing markettoo. Indeed, Schnabel recalled thatthe
ECB aimed to take account of owner-occupied housingcosts in its decision-making. Notleastgiven strong residential
property price growth, those costs rose 6.7%Y/Yin Q321,far in excess of the increase inrents of1.1%Y/Y at the end of last
year. So, Schnabel noted staff estimates thattheirinclusion in the HICP indexin Q2 and Q3 would have added 0.4-0.6pptto
core inflation. If that persists, itcould be a decisive factor when the ECB decides whether ornotto raise rates.

Lane highly likely to be more dovish tomorrow

Schnabel was nothawkish aboutall matters. Forexample, she judged thata Russian invasion of Ukraine wouldargue
againstan acceleration of policynormalization, as the hitto GDP growth and confidence mightoutweigh the boostto energy
prices and inflation. She was also mindful of widening peripheryspreads, insisting thatthe ECB would be ready to counter
“severe marketdislocations thatlead to fragmentation”. Butshe also noted that, even if bond yields pickup further, average
interestrates on member states’governmentdebtwill staylow for an extended period oftime, suggesting that, for the time
being, sheis notoverly concerned aboutmarketdevelopments. So, the overall impression from the interview was that
Schnabel mightbe a persuasive advocate for a swiftphasing outofnet bond purchases and eventual rate hikes atcoming
meetings. Of course, other Executive Board members will prefer a more cautious approach. Among them, ChiefEconomist
Lane,whois responsible forthe ECB’s inflation forecasts and policyrecommendation, will speak publiclytomorrow.

Industrial production beats e xpectations in December but down againin Q4 as a whole
Industrial production (excluding construction) beatexpectations in December, rising 1.2%M/M to be 1.0% above the pre-
pandemiclevelin February2020. While that followed upwardlyrevised growth of2.4%MM in November, industrial
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production fell in Q4 by 0.5%Q/Q to mark the third successive quarterlydecline. On the Eurostatmeasure, onlyGermany
(1.1%MM) of the large member states managed positive growth in December. However, another exceptionallystrong
expansionin Ireland (10.3%MM) and certain other small member states ensured the stronger-than-expected end to the
year. By item, growth was led by outputof motor vehicles, which rose for the fourth successive month and by 17.7%MM to
be up 22.7%Q/Q in Q3 but still some 23% belowthe pre-pandemiclevel. Thathelped drive growth in capital goods
production of2.6% MM, while outputof intermediate items rose 0.5%MM, with both categories rising 1.5% above the pre-
pandemiclevel.In contrast, outputof consumer durables fell back atthe end of 2021 butwas still 3.9% above the level in
February 2020.

Surveyindicators point to industrial expansionin Q1, supply bottlene cks permitting

Most survey indicators pointto continued growth in the manufacturing sector atthe startof 2022. For example, the euro area
manufacturing output PMI rose lastmonth to a four-month high of 55.4 with the equivalent German indexup almost5pts to
57.0, the bestsince August. And with hints of further gradual easing of supplybottlenecks, the elevated level of new orders,
record level of backlogs in some countries (including Germany), and low level of inventories points to aresumption of
production growth over coming quarters despite intense cost pressures. However, some high-frequencydata softened, e.g.
Germany's truck-toll indexdropped 1.4% MM lastmonth. And German car outputfailed to accelerate at the start of the year.
So, whether or notthe measure ofaggregate euro area production will posta further gain in Januarywill be determinedin
large partby the Irish figures, which are due a setback after cumulative growth of48% over the lasttwo months 0f2021.

French retail sales slip back at the start of the year, euro area IP datato come

Given the accelerated spreadof coronavirus, tighter pandemic restrictions and a drop in consumer confidence, today’s Bank
of France estimate of French retail sales in Januarywas inevitablysubdued. Indeed, the Bank’s surveysuggested thatsales
fell for the third month outof the pastfourin January (-1.4%MM), albeitfollowing strong growth (1.8%M/M) in December. In
lightof the latestpandemic hitto consumer-facing services and hospitalityin particular, food sales were surprisinglyweak in
January (-1.7%MM). And there were sizeable declines in spending on clothing (-8.1%MM), sports equipment (-9.9% M/M)
and autos equipment (-11.4%MM). However, the BoF measure did suggesta furthermodestincrease in vehicle sales as
well as a jump in spending on consumer electronics (10.7%M/M). Overall, retail sales in Januarywere some 5% lower than
the pre-pandemiclevel, but just0.6% lower than the Q4 average suggesting onlya modestdrag on growth at the start of the
year.
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The coming two days in the euro area

The focus tomorrow will be on further commentaryfrom influential ECB policymakers, including PresidentLagarde, Vice -
Presidentde Guindos, Chief EconomistLane and Executive Board member Schnabel. Data-wise, a quietday tomorrow
brings onlyeuro area new car registration data for January. National releases showed thatautos sales were mixed atthe
startof the year, with annualincreasesin Germany(+8.0%)and Spain (+1.0%) contrasting with still sizeable declines in
France (-18.6%Y/Y) and Italy (-19.7%Y/Y). On Friday, the European Commission will publishits preliminaryconsumer
confidence indexfor February, which maywell show a modestimprovementto reflect the easingin the latestwave of
coronavirus across the region. Meanwhile, euro area construction outputdata are expected to ha ve dropped in December,
reflecting steep declines in both Germanyand France, with the sector seeminglydisproportionatelyimpaired bysupply
bottlenecks and labour shortages. Fridayalso sees France publishfinal CPlinflation figures for January.

UK

Consumer price inflation up again on limited New Year discounting

Contrasting the consensus (and our) expectation ofno change, UK CPI inflation edged up again in January, rising 0.1pptto
5.5%Y/Y, the highestrate since March 1992. The increase was caused bynon-energyindustrial goods prices, which
accelerated 0.6pptto 5.8%Y/Y, as retailers soughtto pass on costpressures to consumers and so limited the extentof their
usual New Year discounting. So, for example, clothing and footwear inflation rose 2. 1ppts t0 6.3%Y/Y as prices were cutthe
leastin any January on the series dating back to 1990. Prices of furniture and other household items accelerated 1.1pptto
8.4%YIY, similarlya series high.In addition, supplybottlenecks keptprices of motor vehicles under upwards pressure, with
inflation of new and used cars up 0.1pptapiece to 3.5%Y/Y and a record 28.7%Y/Y.

Core rate up despite easing of services inflation on Omicron

Those pressures in goods prices more than offsetthe impactofa slighteasing ofinflation in services, which fell 0.1pptto
3.3%Y/Y in January, in large part seeminglyreflecting the spread ofthe Omicron variant. Inflation in restaurants and hotels
slowed 1.3ppts to a six-month low 0f4.7%Y/Y while inflation of recreation and cultural services moderated 0.2pptto
21%Y/Y. And inflation oftransportservices slowed 2.3ppts to 3.6%Y/Y, reflecting a moderation in air, rail and bus fares.
Services inflation did receive a boostfrom housing rents, up 0.3pptto 2.3%Y/Y, which nevertheless still pales bycomparison
with house price inflation 0of 10.8%Y/Y at the end of 2021. Overall, core CPl inflation rose a further 0.2pptto 4.4%Y/Y, also
the highestsince 1992. Meanwhile,amongnon-core items, energyinflation slowed for a second month, down 1.2ppts on
lower petrol prices. Butinflation of food and non-alcoholic beverages edged up 0.1pptto 4.3%Y/Y, the highestsince April
2013.
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Inflation to peak around 7°2%Y/Y in April before gradually falling back

16 February 2022

Consumer price inflation will continue to rise overthe nearterm, notleaston further pass-through of costpressures further
up the supplychain to prices ofnon-energygoods. Indeed, output PPlinflation accelerated a further 0.5pptto 9.9%Y/Y in

January while the input PPI rate moderated just0.2pptto 13.6%Y/Y. Moreover, with household energy prices setto rise more

than 50% in April, we expect headline consumer price inflation to peak at around 772%Y/Y in April. Thereafter, inflation
should decline gradually. But we expect it to remain above 4.0%Y/Y at year-end. Assumingthatsecond-round effects on

wages remain relativelywell contained, whether or notinflation falls further to below the BoE’s 2.0% targetin 2023 will likely
dependinlarge parton the profile for energy prices. Nevertheless, following yesterday's data which illustrated the tightness
of the labour market, this morning’s inflation figures reinforce the inevitabilityof a further BoE rate hike at next month’s MPC
meeting. However, given the highlyadverse impactofinflation on real disposableincomes and hence demand, we continue

to see a measured path for further tightening ahead. We expect hikes of 25bps apiece in March and May, with the latter

triggering the eventual launch of active Gilt sales. Butthen we would expect justone furtherincrease in Bank Rate to 1.25%

in H222, well below the implied year-end rate of2.0% currently priced by the swaps market.

The coming two days in the UK

With no UK economic data due tomorrow, the focus turns to Friday’s retail sales reportfor January, which is expected to see

total sales up around 1%M/M, relatively modest compared with December’s sizeable drop of 3.7%MM. While that would
leave retail sales almost4% higherthan the pre-pandemiclevel, they would be roughly 1% below the quarterly average in

Q4.

The nextedition of the Euro wrap-up will be published on 18 February 2022

European calendar

Today’s results

Economic data
Country Release Period Actual Mi:;;;?grseir:;y Previous Revised
Euro area _ Industrial production M/M% (Y/Y %) Dec 1.2 (1.6) 0.3 (-0.7) 2.3 (-1.5) 2.4 (-1.4)
France [J] Bl BoF retail sales M/M% Jan -1.4 2.2 1.8
UK  EE CPI(core CPI) Y/Y% Jan 5.5 (4.4) 5.4 (4.2) 5.4 (4.2)
E§= PP input prices MIM% (Y/Y %) Jan 0.9 (13.6) 1.0 (13.4) -0.2(13.5)  0.1(13.8)
E§= PPI output prices M/IM% (Y/Y %) Jan 1.2 (9.9) 0.6 (9.1) 0.3 (9.3)
o) L™ . .
sutos House price index Y/Y% Dec 10.8 9.4 10.0 10.7
Auctions
Country Auction
Germany MM sold €3.27bn of 0% 2032 bonds at an av erage yield of 0.31%

Source: Bloormberg and Daiwa Capital Markets Europe Ltd.
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Tomorrow’s releases

Economic data

Period Market consensus/ Previous

Country GMT Release Daiwa forecast

Euro area [ 07.00 EU27 new car registrations Y/Y % Jan - -22.8

Auctions and events
Euro area [ 07.00 ECB’s Schnabel scheduled to speak
_ 08.45 ECB Vice President de Guindos to speak on fiscal rules and the ECB’s new monetary strategy at a Bruegel event

BB 09.00 ECB publishes Economic Bulletin

_ 09.00 ECB Chief Economist Lane to speak on the euro area economy and ECB policy

_ 11.05 ECB President Lagarde participates in G20 meeting of finance ministers and central bank gov ernors
France ] ] 09.50 Auction: 0% 2025 bonds

B B 0950 Auction: 0% 2027 bonds

B B 09.50 Auction: 0.75% 2028 bonds

ll B 1050 Auction: 0.1% 2031 inflation-linked bonds

ll B 1050 Auction: 0.1% 2032 inflation-linked bonds

l B 1050 Auction: 0.1% 2036 inflation-linked bonds
Spain = 09.30 Auction: 0% 2027 bonds

" 09.30 Auction: 0.7% 2032 bonds

Source: Bloonberg and Daiwa Capital Markets Europe Ltd.

Friday’s releases

Economic data

coun CUT Release i
Euro area _ 10.00 Construction output M/M% (Y/Y %) Dec - -0.2 (0.5)
I 15.00 Commission’s preliminary consumer confidence Feb -8.0 -8.5
France ] B 07.45 Final CPI (EU-harmonised CPI)Y/Y% Jan 2.9 (3.3) 2.8 (3.4)
UK E§S 07.00 Retail sales including autos fuel MIM% (Y/Y %) Jan 1.1 (9.3) -3.7 (-0.9)
E§% 07.00 Retail sales excluding autos fuel MIM% (Y/Y %) Jan 1.0 (7.6) -3.6 (-3.0)

Auctions and events

Euro area _ 11.05 ECB President Lagarde participates in G20 meeting of finance ministers and central bank gov ernors

BBl 18.30 ECB Panetta participates in a panel discussion on central bank digital currencies

Source: Bloonmberg and Daiwa Capital Markets Europe Ltd.
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