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e  While Spanish inflation fell below 2%, Bunds followed the global trend lower Daily bond market movements
as the flash German inflation estimates confirmed a significant pickup in the Bond Yield Change
headline and core rates. IO 215 0z e L
. . OBL 2.4 10/28 2.559 +0.105
e Gilts also made losses even as UK households made a second successive DBR 2.3 02/33 2411 +0.102
net mortgage repayment and_ withdrew a record amount from deposits. UKT 0% 06/25 5183 70.070
e Friday will bring preliminary figures for euro area inflation and UKT 1% 10/28 4.595 +0.049
unemployment, German and French retail sales and UK house prices. UKT 3% 01/33 4.359 +0.053

*Change from close as at 4:30pm BST.
Source: Bloomberg

Euro area

German headline and core inflation predictably pick up on public transport base effect

Ahead of Friday’s release of the flash euro area consumer price inflation data for June, today’s national data were mixed,
albeit not far out of line with expectations. As widely anticipated, German consumer price inflation picked up in June for the
first time in four months. In particular, on the EU-harmonised HICP measure, inflation rose 0.3ppt to 6.4%Y/Y. The main
cause was the base effect associated with last summer’s highly-discounted rail fares, which alone will have boosted inflation
by about 0.7ppt. So, while the figures from the states suggest that inflation in hospitality, package holidays and recreation
moderated, services inflation rose 0.8ppt to a new high of 5.3%Y/Y. Within the other German detail, food inflation moderated
for a third month, but energy inflation picked up slightly. And while core goods inflation overall was softer, on the national CPI
measure, core inflation excluding food and energy appears to have risen 0.3ppt to 5.7%Y/Y due to the higher services
component. Reflecting differences of weighting, the German core HICP figure is likely to have increased by significantly
more than that, contributing to an increase in core inflation in the euro area this month.

Spanish inflation falls below 2% as energy and food components continue to moderate

In contrast to the rise in Germany, but also reflecting base effects associated with significant shifts a year earlier, Spanish
consumer price inflation predictably continued to fall sharply in June. In particular, Spain’s HICP rate dropped 1.3ppts to an
eye-catching 1.6%Y/Y, below the ECB’s target and the lowest rate since March 2021. Specifically, much smaller increases
this month than a year ago in prices of auto fuel, electricity, food and drink was the main explanation for the marked drop in
inflation. Spanish core CPlI inflation, which excludes energy and fresh (but not processed) food, fell just 0.2ppt to a still-
elevated 5.9%Y/Y, still nevertheless a twelve-month low. Elsewhere in the region, CPI inflation in Belgium dropped just over
1ppt to a 21-month low of 4.15%Y/Y. And the HICP rate in Ireland fell almost 0.6ppt to 4.8%Y/Y, similarly the lowest since
September 2021. While a further moderation in the food component and an accelerated fall in energy was the main cause,
lower services inflation meant that the Belgian core measure (excluding fresh food and energy) fell a little more than 0.4ppt
to just below 8.3%Y/Y. But the Irish core measure was unchanged at 5.7%Y/Y. Looked at together with yesterday’s drop in
Italy, tomorrow’s euro area figures still look set to report a drop of approximately “zppt in the headline HICP rate from
6.1%Y/Y in May. However, core inflation in the euro area also looks set to rise from 5.3%Y/Y last month to around 5%:%Y/Y.
Much, however, will depend on the French figures, also due for release tomorrow.
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Consumer and business price expectations continue to moderate despite firm labour market

Looking further ahead, the Commission’s economic survey results for June also brought some good news. In particular,
consumer price expectations for the coming twelve months fell for a third successive month in June to a seven-year low. The
respective index fell particularly sharply in France, while those for Italy and Spain were negative. Business price-setting
expectations for the coming three months fell in each main sector. In retail and services, the respective indices remained well
above the long-run averages, but nevertheless reached the lowest in two years and 21 months respectively. In construction,
they fell to the lowest since early 2021. And in industry, they fell below the long-run average to the lowest since late 2020.
While the survey appears consistent with continued near-term inflation persistence in services and retail, inflation
expectations certainly do not appear particularly de-anchored from a medium-term perspective. Nevertheless, the ECB wiill
remain wary of the tightness in the labour market, and the risks that might further fuel inflation persistence. Indeed, the
Commission survey’s Employment Expectations Index for the euro area picked up again in June to remain well above the
long-run average. The signal of increased labour demand was led by services, with firms in Germany, ltaly and Spain all
pointing to a desire on aggregate to increase headcount.

Commission survey adds to evidence of loss of economic growth momentum heading into Q3

Nevertheless, like the flash PMIs, and certain recent national survey indicators, most of the other detail of the Commission’s
June survey results was consistent with a loss of growth momentum at the end of Q2. Certainly, the headline sentiment
indices for all main sectors deteriorated. Unsurprisingly, with new orders falling in the wake of inventory adjustments and
tightening monetary policies, confidence in industry weakened for a fifth successive month to below the long-run average
and the most negative since September 2020. Construction sector sentiment also deteriorated to the worst since February
2021 as order books continued to shrink. Confidence in retail fell further below the long-run average to a nine-month low
among other things due to rising unsold inventories. And while it remained in positive territory, services sector sentiment
softened to a seven-month low as firms revised down their expectations for near-term demand. Reassuringly perhaps, the
surprise improvement in consumer confidence to the highest level since the Russian invasion of Ukraine flagged by the flash
estimate was confirmed. Indeed, with households a little less downbeat about the economic outlook and prospects for their
own personal finances — perhaps thanks to improved inflation expectations — the survey’s gauge of readiness to make major
purchases over the coming twelve months rose to the highest in fifteen months. Nevertheless, the Commission’s headline
Economic Sentiment Indicator (ESI) fell for the second successive month and by a larger-than-expected 1.1pt to 95.3, a
seven-month low firmly below the long-run average (100). According to the country ESIs, Germany remained the weakest of
the larger member states in June. But while it remained below the long-run average the French index rose to a three-month
high, while the Italian index remained comfortably above the long-run average despite moderating to a six-month low.

Euro area: Consumer price inflation* Euro area: Consumer price expectations indices*
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The day ahead in the euro area

All eyes tomorrow will be on the aforementioned euro area inflation estimates for June. Given the data published so far, we
expect headline euro area inflation to have fallen sharply further this month, by 0.7ppt to 5.4%Y/Y, which would be the lowest
rate since January 2022. But given the likely uptick in services due to base effects associated with the German discounted
travel pass last summer, core inflation is expected to have risen, by 0.2ppt to 5.5%Y/Y, albeit remaining below March’s peak.
Friday will also bring unemployment figures from the euro area (May) and Germany (June), as well as the latest results for
spending on goods from Germany and France.

UK

Second successive net mortgage repayment as interest rates rise

Like yesterday’s euro area monetary data, the impact of the BoE’s aggressive tightening path on both lending and deposits
was again evident in today’s UK monetary data. Consistent with the drop in loan demand reported in the Bank’s credit
conditions survey, UK households made a second successive net repayment of mortgage debt in May for the first time since
the series began in 1986. Admittedly, the net repayment of £0.1bn was notably smaller than the near-record amount in April
(£1.5bn), but nevertheless compared with the average increase of £3.8bn over the previous twelve months. And while the
number of mortgage approvals rose more than expected in May, by 50.5k, it was still almost one third below last summer’s
peak and remained well below the pre-pandemic five-year average (66.5k). Moreover, with numerous lenders having
withdrawn products in the wake of the larger hike in Bank Rate this month and the average rate on a two-year mortgage
having risen by around a 1ppt since the start of May, many households will likely continue to try to pay down their mortgage
debt in fear of even higher rates to come. Indeed, with more than 1mn mortgage borrowers set to see their fixed-rate deals
expire before the end of the year, many households are set to face a further big hit to their disposable income over the
coming months even in the absence of further BoE rate hikes.

Households withdraw a record amount from deposits

While consumer credit flows were below average in May, with net new loans of £1.1bn being the smallest amount for five
months, this still left the stock of such lending up more than 8%3M/3M annualised as many households continued to struggle
with the higher cost of living. Indeed, while there was a notable increase in higher-yielding time deposits, there was also a
much larger withdrawal in sight deposits, to leave a record net withdrawal in total household deposits (£4.6bn). In contrast,
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there was a net increase in deposits of businesses for the first month in nine (£9.8bn). However, this still left the cumulative
withdrawal since October at £53bn. SMEs also remained reluctant to take out bank loans, repaying on net £1.0bn in May,
while the net increase in lending to large firms slowed to £0.4bn. Overall, the annual increase in the total outstanding amount
of loans to NFCs rose just 0.6%Y/Y, with loan growth to SMEs down 4.3%Y/Y, the steepest drop since last July.

The day ahead in the UK

In the context of today’s lending figures, tomorrow’s release of the June Nationwide house price data will be of interest.
Given the jump in mortgage rates and withdrawal of various mortgage deals over recent months, this is expected to report
that prices fell for the ninth month out of the past ten to leave them down 4%Y/Y. Car production figures for May will also be
published, along with revised Q1 GDP data. These are expected to confirm modest growth of 0.1%Q/Q, as stronger private
investment offset a decline in government consumption and lacklustre household consumption. This release will be
accompanied by the balance of payments numbers for last quarter, which are expected to report a widening in the current
account deficit (by around £5bn to £7.5bn), albeit remaining well below the record high a year ago (£50.5bn).

UK: Consumer credit growth UK: Net monthly change in household deposits
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European calendar

Today’s results

Economic data

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

Euro area n EC Economic Sentiment Index Jun 95.3 95.7 96.5 96.4
B =c industry (services) confidence Jun -7.2 (5.7) -5.6 (5.1) -5.2 (7.0) -5.3(7.1)
_ EC final consumer confidence Jun -16.1 -16.1 -17.4 -

Germany _— Preliminary HICP (CPI) Y/Y% Jun 6.8 (6.4) 6.8 (6.2) 6.3 (6.1) -

Spain == Preliminary HICP (CPI) Y/Y% Jun 1.6 (1.9) 15(1.7) 29(@3.2) -
UK EEE Consumer credit £bn (Y/Y%) May 1.1 (7.5) 15() 1.6 (7.7) 1.5(7.6)

E#= Mortgage lending £bn (approvals, 000s) May -0.1 (50.5) -0.7 (49.5) -1.4(48.7)  -1.5(49.0)

Auctions

Country Auction

- Nothing to report -

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data
Country BST Release Period Mg:f,cg?giil?/ Previous
Euroarea [l 10.00 Preliminary HICP (core HICP) Y/Y% Jun 5.4 (5.5 6.1 (5.3)
BB 1000 Unemployment rate % May 6.5 6.5
Germany WM 07.00 Retail sales M/M% (Y/Y%) May 0.0 (-4.9) 0.5 (-8.7)
M 0355 Unemployment change 000s (rate %) Jun 14.0 (5.6) 9.0 (5.6)
France | Bl 07.45 Preliminary HICP (CPI) Y/Y% Jun 5.4 (4.6) 6.0 (5.1)
B B 07.45 Consumer spending M/M% (Y/Y%) May 0.7 (-3.6) -1.0 (-4.3)
BB 0745 PPIYIY% May - 7.0
UK E#= 00.01 Lloyds business barometer Jun - 28
Ef= 07.00 GDP - 3rd estimate Q/Q% (Y/Y%) Q1 0.1(0.2) 0.1 (0.6)
E§= 07.00 cCurrent account balance £bn Q1 75 25
E#= 07.00 Nationwide house price index M/M% (Y/Y%) Jun -0.2 (-4.0) -0.1 (-3.4)
Auctions and events
italy [l W 10.00 Auction: Up to €3.0bn of 3.8% 2028 bonds
italy [l B 10.00 Auction: Up to €3.25bn of 4.35% 2033 bonds
italy ] B 10.00 Auction: Up to €1.25bn of 5.0% 2034 bonds

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

This research report is produced by Daiwa Securities Co. Ltd., and/or its affiliates and is distributed by Daiwa Capital Markets Europe Limited (‘DCME”). DCME is authorised and regulated by The
Financial Conduct Authority and is a member of the London Stock Exchange. DCME and its affiliates may, from time to time, to the extent permitted by law, participate or invest in other financing
transactions with the issuers of the securities referred to herein (the “Securities”), perform services for or solicit business from such issuers, and/or have a position or effect transactions in the
Securities or derivatives or options thereof and/or may have acted as an underwriter during the past twelve months for the issuer of such securities. In addition, employees of DCME and its affiliates
may have positions and effect transactions in such the Securities or derivatives or options thereof and may serve as Directors of such issuers. DCME may, to the extent permitted by applicable UK
law and other applicable law or regulation, effect transactions in the Securities before this material is published to recipients.

This publication is intended only for investors who are professional clients as defined in MiFID Il and should not be distributed to retail clients as defined in MiFID Il. Should you enter into investment
business with DCME'’s affiliates outside the United Kingdom, we are obliged to advise that the protection afforded by the United Kingdom regulatory system may not apply; in particular, the benefits
of the Financial Services Compensation Scheme may not be available.

DCME has in place organisational arrangements for the prevention and avoidance of conflicts of interest. Our conflict management policy is available at http:/www.uk.daiwacm.com/about-
us/corporate-governance-regulatory. Regulatory disclosures of investment banking relationships are available at https://daiwa3.bluematrix.com/sellside/Disclosures.action.

Explanatory Document of Unregistered Credit Ratings

This report may use credit ratings assigned by rating agencies that are not registered with Japan’s Financial Services Agency pursuant to Article 66, Paragraph 27 of the Financial Instruments and
Exchange Act. Please review the relevant disclaimer regarding credit ratings issued by such agencies at:

https:/Izone.daiwa.co.jp/l-zone/disclaimer/creditratings.pdf

IMPORTANT
This report is provided as a reference for making investment decisions and is not intended to be a solicitation for investment. Investment decisions should be made at your own discretion and risk.

Content herein is based on information available at the time the report was prepared and may be amended or otherwise changed in the future without notice. We make no representations as to the
accuracy or completeness. Daiwa Capital Markets Europe Limited retains all rights related to the content of this report, which may not be redistributed or otherwise transmitted without prior consent.
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