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ifo survey paints a particularly gloomy picture as the German economy slips into recession

Following Friday’s downbeat PMIs, today’s German ifo survey underscored the impression that the euro area’s largest
economy weakened significantly over the summer, with high inflation, exorbitant energy prices and rising borrowing costs
reducing purchasing power, supply constraints still binding in key sectors, and concerns about possible natural gas and
electricity rationing, events in Ukraine and the broader global outlook having intensified. Certainly, the headline business
climate index fell a steeper-than-expected 4.3pts in September to 84.3, the weakest reading since the first wave of Covid-19
in May 2020 and, before that, the global financial crisis in 2009. Firms were clearly more gloomy about their current situation,
with the relevant survey index (94.5) the lowest since April 2021. And the outlook for the coming six months appeared
increasingly bleak — the expectations index declined more than 5pts to 75.2, some 22pts below the long-run average and the
second-weakest reading on the series dating back to 2005, merely 3.3pts above the initial pandemic trough in April 2020.

German retailers the most downbeat on the survey, but pessimism widespread

Within the detail of the survey, with consumer confidence at a record low and household budgets being squeezed, retailers
were the most negative about the outlook on record. But increasing pessimism was widespread. As the post-pandemic
rebound in services activity over the summer faded, firms in the sector assessed that conditions had worsened significantly
at the end of Q3, with hospitality seemingly facing particularly challenging times ahead. Indeed, only at the start of the
pandemic in April 2020 was the balance of expectations in services so weak. Amid a further decline in order books and
ongoing concerns about energy supply, manufacturers were also the most pessimistic about the coming six months since
April 2020, with the mood in almost every subsector having taken a turn for the worse. The weakening in construction was
also noticeable, with firms’ assessment of current conditions the worst since April 2016. Overall, therefore, no one should be
surprised that the ifo institute concluded that the German economy is now slipping into recession. We see a decent chance
that GDP will be lower in Q3 than in Q2, with a steeper pace of contraction expected in the final quarter of the year and at
the start of 2023 too.

Italian election result broadly as expected

With major government bond yields higher, spreads of BTPs over Bunds widened today. But the results of yesterday’s Italian
general election probably did not have a significant impact, as they were broadly in line with the findings of the opinion polls.
The record low turnout was also in line with expectations. Most notably, with the right-wing coalition securing about 44% of

the vote, ahead of the centre-left bloc’s share of just 26%, it won comfortable majorities in both houses of parliament, but fell
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short of the two-thirds majorities that would have facilitated constitutional reform. Moreover, within the right-wing bloc, the
nationalist Brothers of Italy (Fdl) managed somewhat to outperform expectations, with a little more than one quarter of the
vote, up from just 4% at the last election in 2018. That was significantly more than the combined share of the vote of its two
main partners — Salvini’s Lega, with just 9%, and Berlusconi’s Forza Italia with just 8% of the vote, with the former performing
below expectations as it continued to suffer from its previous support for Draghi’s government.

Focus to shift to cabinet nominations

So, while discussions on a coalition government programme will probably take a few weeks, Fdl leader Georgia Meloni is
firmly set to succeed Mario Draghi as Italian Prime Minister. To maintain Italian eligibility for the NextGeneration EU funds,
she is likely to signal once again her commitment to many of the key elements of Draghi’s reform plans, as well as a broadly
prudent fiscal stance. In that respect, the strong showing of the Fdl in the election should enable her to face down Salvini,
who has called for another big fiscal package, of about €30bn, to help households and businesses cope with higher energy
bills. Of course, her commitment to fiscal rectitude might soon wane in the face of the deteriorating economic outlook. A key
focus over the near term will be the nominations for key Cabinet positions. BTP investors will be hoping for a credible
Minister Finance to succeed the incumbent technocrat Daniele Franco, and also for a Minister of Foreign Affairs that
maintains ltalian commitments to NATO and EU membership.

The coming two days in the euro area

Tomorrow is set to be relatively quiet on the euro area economic data front with the ECB’s bank lending figures for August
due to be published. These might well show that, given rising interest rates, demand for consumer credit eased again, while
households might well have reduced the amount they saved due to the rising cost of living. On Wednesday, the focus will be
on national sentiment data, with Germany’s GfK consumer confidence and Italy’s ISTAT consumer and business sentiment
surveys due. We expect these to echo the deterioration in last week’s flash Commission’s consumer confidence indicator
and flash PMls at the end of the third quarter. In terms of ECB-speak, Vice President de Guindos is in action tomorrow,
followed by President Lagarde on Wednesday.

UK

BoE and Treasury issue statement after weekend suggestions of more tax cuts extend rout

After Friday’s government announcement of large-scale unfunded tax cuts was followed on the weekend by promises of
further generous tax cuts to come in the New Year, the depreciation of sterling to a record low of $1.035 in Asian time today
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was not undeserved. While the pound subsequently recovered the lost ground from Friday’s close over the course of the
day, that reflected revised expectations of more aggressive BoE policy to come and the associated second successive
trading day’s leap in Gilt yields. Indeed, market pricing today suggested a non-negligible probability that the MPC will decide
to raise rates significantly before its next scheduled monetary policy meeting on 3 November, and deliver cumulative hikes of
some 225bps by that date. And after much market and media speculation over the course of the day that something was
afoot, just before London market close, the BoE and HM Treasury issued statements attempting to allay the markets’
immediate concerns. Whether or not they have done enough to draw a line under the pound and Gilts, however, must be in
doubt. Certainly, the initial market response was not overwhelmingly favourable, with sterling edging lower and longer-date
yields rising to new highs.

BoE flags possibility of intra-meeting hike if sterling fails to stabilise

Most notably, the BoE statement alluded to the possibility of an intra-meeting hike, stating that “the MPC will not hesitate to
change interest rates as necessary to return inflation to the 2% target sustainably in the medium term”. However, Governor
Bailey is clearly keeping his fingers crossed that such an exceptional hike will not be required, noting also that the MPC will
not produce a full assessment of the Government’s fiscal announcements until the next scheduled monetary policy meeting
on 3 November. Even then, the BoE will still merely be partially sighted on the government’s intentions, with HM Treasury
stating that a new medium-term fiscal strategy and independent OBR forecasts will be presented no sooner than 23
November. With UK forex reserves being paltry and inadequate for market intervention purposes, and the MPC unlikely to
want to change course on its quantitative tightening plans, an exceptional inter-meeting rate hike will remain the only credible
tool at the BoE’s disposal should the downwards pressure on sterling and upwards pressure on yields — which remains
merited in light of the government’s reckless fiscal policy, increased borrowing needs and disregard for transparency —
continue over coming days. In that respect, this afternoon’s statements certainly do not lessen the likelihood that substantial
monetary tightening will be required before long, and perhaps before the week is out.

The coming two days ahead in the UK

Following today’s statement from the BoE, comments tomorrow afternoon from Chief Economist Pill will be watched closely
for any further insights into the readiness of the MPC to take action to stem pressure on sterling and Gilts. Looking further
ahead, on Wednesday, BoE Deputy Governor Jon Cunliffe and new external MPC member Dingra will also speak publicly.
Data-wise the same day, the BRC's shop price index seems bound to flag elevated price pressures on the High Street, not
least due to higher global food prices, with the headline rate likely to have risen further from August’s series high of 5.1%Y/Y.
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The next edition of the Euro wrap-up will be published on 28 September 2022
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European calendar

Today’s results

Economic data

Country Release Period  Actual Meg:ﬁs:?grsg;s;s, Previous Revised

Germany ™ ifo business climate index Sep 84.3 87.0 88.5 88.6
B ifo current assessment (expectations) balance Sep 94.5(75.2) 96.0 (79.0) 97.5 (80.3) - (80.5)
Spain = PPIM/M% (Y/Y%) Aug 2.8 (41.8) - 0.0 (40.4) 0.1 (40.5)
UK  EF=E Rightmove house price index M/M% (Y/Y%) Sep 0.7(8.7) - -1.3(8.2) -
Auctions
Country Auction

- Nothing to report -

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data

Period Previous
Country BST Release Mark_et consensus/
Daiwa forecast
Euroarea [ 09.00 M3 money supply Y/Y% Aug 5.4 5.5

Auctions and events
Euro area |8 14.15 ECB Vice President de Guindos scheduled to speak
Germany M 10.30 Auction: €3bn of 0% 2027 bonds
italy [l @l 10.00 Auction: €2.5bn of 1.75% 2024 bonds
B B 10.00 Auction: €1.25bn of 0.10% 2033 index-linked bonds

o

UK satcs  10.00 Auction: £1.2bn of 0.125% 2031 index-linked bonds
= 14.35 BoE Chief Economist Pill to speak at a conference

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Wednesday’s releases

Economic data
Country BST Release Period Mg:ﬁs:?g:ir:;y Previous
Germany M@ 07.00 GfK consumer confidence index Oct -39.0 -36.5
France ] Bl 07.45 INSEE consumer confidence index Sep 80 82
italy [} Bl 09.00 ISTAT business (manufacturing) sentiment indicator Sep - (102.2) 109.4 (104.3)
B B 09.00 ISTAT consumer confidence index Sep 95.0 98.3
UK  EJE 0001 BRC shop price index Y/Y% Sep - 5.1
o - Nationwide house price index* M/M% (Y/Y%) Sep 0.3(9.9) 0.8 (10.0)
Auctions and events
Euro area _ 08.15 ECB President Lagarde scheduled to speak

*Approximate date of release. Source: Bloomberg and Daiwa Capital Markets Europe Ltd.
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Access our research blog at:
https://www.uk.daiwacm.com/ficc-research/recent-blogs
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