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German producer prices smash records again in August due to energy shock

Price pressures on German industry intensified markedly to a new record last month, illustrating the energy shock which
even the Bundesbank now acknowledges seems bound to push the economy into marked recession by the end of the year.
Overall, industrial producer prices rose 7.9%M/M and 45.8%Y/Y in August, with both the monthly and annual rates marking
series highs. The additional impetus last month came almost entirely from energy prices, which rose 20.4%M/M to be up
about 35% since June and 139%Y/Y, with prices of electricity and natural gas at certain stages of the supply chain more than
tripling from a year earlier as prices in wholesale natural gas and power markets spiked to record highs. It is something of a
relief, therefore, that benchmark European wholesale natural gas prices have moderated significantly over the past few
weeks in response to government actions, with the one—month forward Dutch TTF contract below €200/MWh, the lowest
levels since late July, from a peak around €340 late last month.

But hints of cooling price pressures elsewhere

In contrast to the pressures in electricity and markets, German industrial producer prices of mineral oil products fell for a
second successive month in August to be up 37%Y/Y, the least since February. Moreover, excluding energy, the annual core
rate of industrial PPI inflation slowed for a third successive month, down to 13.8%Y/Y. That was due to a fourth successive
monthly moderation in pressures in prices of intermediate goods, which rose just 0.1%M/M to be up 17.5%Y/Y, the least in
eleven months, reflecting recent falls in prices of various commodities. Among other items, wood prices fell 13%Y/Y and
prices for metal secondary raw materials fell 12.3%Y/Y. Capital goods inflation also slowed a touch, down 0.2ppt from July’s
series high to 7.8%Y/Y. However, while their monthly rates of increase were well down from recent highs, producer price
inflation of consumer goods remained elevated on an annual basis, matching July’s series high of 10.9%Y/Y for durables
and rising to a new series high of 16.9%Y/Y for non-durables on higher food prices. The moderation in prices of intermediate
goods, however, raises some hopes that inflation of many consumer goods will soon start to ease, as long as governments
can get a much greater grip on the energy market.

Energy price shock and export weakness results in record current account deficit

The marked impact of the energy price shock was also clear in today’s ECB balance of payments data. After last week’s
euro area goods export and import data from Eurostat reported a record trade deficit in July, today’s figures duly reported a
record current account deficit that month. Indeed, having briefly returned to surplus in June following three months of deficit,
the euro area’s external current account balance deteriorated by a little more than €24bn — the second most on the series —
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to a deficit of €19.9bn. That meant that the cumulative surplus over the twelve months to July dropped to just 0.5% of GDP,
from a surplus of 3.1% of GDP over the same period in 2022. And despite the boost to competitiveness provided by this
year’s euro depreciation, given the marked deterioration in the euro area’s terms of trade, likely persistence of high energy
prices and soft external demand well into 2023, and the “J-curve” effect that will boost the value of imports before exports
can benefit from the exchange rate adjustment, the euro area is likely to run a full-year current account deficit in 2022 for the
first time since 2011. And, on average, we expect it to run monthly current account deficits well into next year too. Within the
detail of the ECB’s figures, the goods deficit was estimated to have leapt €18.0bn to €18.3bn, by far the largest on the
series. In addition, the services surplus shrank €8.2bn to €10.2bn, the smallest so far this year. But while the surplus on
primary income was little changed (€3.4bn), the secondary income deficit — primarily related to remittances and foreign aid —
narrowed €2.3bn (to €15.1bn) to offer a modest offset to the marked deterioration in trade flows.

Euro area construction rises slightly in July, but the outlook remains clouded by weakening demand

Yesterday’s euro area construction data for the start of Q3 were somewhat underwhelming. At face value, these suggested
some stabilisation in the sector, with activity rising in July for the first month in five, by 0.3%M/M to be up 1.5%Y/Y. Within the
detail, a rise in building construction (0.3%M/M) offset another decline in civil engineering (-0.6%M/M). Among the larger
member states, the strongest growth was recorded in Spain (6.7%M/M) and Germany (1.4%M/M). But while this left
construction activity in Spain some 5'2% above the Q2 average, it was still almost 14% lower than the pre-Covid level in
February 2020 reflecting the steady downtrend from end-2020 through to early summer 2022. And although German
construction was trending marginally higher than the Q2 average (0.4%), aggregate euro area output was 0.7% lower.
Moreover, surveys point to a deterioration in conditions in the sector. Despite edging slightly higher on the month in August,
the Commission’s headline sentiment indicator was still the third lowest for fifteen months and was also trending more than
2pts lower than in Q2, with the measure of order books turning negative for the first time since April 2021. The PMIs were
even more striking, with the activity index (44.2) signaling the steepest contraction since the start of 2021, with new orders
reportedly declining by the most since the onset of the pandemic. While the weakness in part likely continues to reflect
supply bottlenecks, the share of firms stating that activity was constrained by demand rose to its highest since February
2021. So, with real incomes of both firms and households squeezed by higher prices, and rising interest rates further limiting
affordability, the euro area’s construction sector looks set to remain a drag on GDP in Q3.

The day ahead in the euro area

There are no top-tier euro area data scheduled for release on Wednesday.
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After another day bereft of UK data today, and ahead of Friday’s mini-budget statement, Wednesday brings the latest
monthly public finance figures. These are expected to show an increase in net public sector borrowing in August to £8.5bn,
significantly lower than in August 2020 and 2021, but above equivalent borrowing in the two years ahead of the pandemic
not least due to higher debt interest payments. Tomorrow will also see the release of the CBI’s latest industrial trends survey,
which will provide an update on manufacturing conditions, including output over the past three months, new orders and firms’
assessments of selling prices over the year ahead. The latter indicator will probably be of most interest to the BoE as the
MPC meets to decide rates ahead of the announcement on Thursday.

Euro area: Construction PMIs by country

Euro area: EC construction survey indices
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European calendar

Today’s results

Economic data

Country Release Period  Actual Megl;i(\al\tlgtf)grs;r;sst':s/ Previous Revised

Euro area [JB8 ECB current account balance €bn Jul -19.9 - 4.2 -
Germany W PPl M/M% (Y/Y%) Aug 7.9 (45.8) 1.6 (36.4) 5.3(37.2) -
Auctions

Country Auction

- Nothing to report -
Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Yesterday’s results

Economic data

Market consensus/

Country Release Period  Actual Daiwa forecast Previous Revised
Euro area [JB8ll Construction output M/M% (Y/Y%) Jul 0.3(1.5) - -1.3(0.1) -1.2 (1.3)
Auctions

Country Auction

- Nothing to report -
Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data

Market

Period Previous
Country BST Release consensus/
Daiwa forecast
UK E§S 07.00 Public sector net borrowing (excluding banks) £bn Aug 7.5(8.8) 4.2 (4.9)
E§5 11.00 CBIindustrial trends, total orders (selling prices) Sep -13 (52) -7 (57)

Auctions and events

Euro area [JMB 08.00 ECB Vice President de Guindos scheduled to speak
Germany M 10.30 Auction: €4bn of 1.7% 2032 bonds

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.
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