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e While headline UK inflation returned to target, Gilts made losses as ’ : :
i inflation exceeded the BoE’s most recent projection OBL 2.1 04/29 2417 +0.007
SEIEEs ] proj ° DBR 2.2 02/34 2.402 +0.009
e On Thursday the BoE will leave Bank Rate unchanged for an eighth UKT 0% 01/26 2161 $0.038
successive meeting, while the Commission’s preliminary consumer UKT 0% 01/29 3.926 +0.015
confidence indicator for June is also due. UKT 4% 01/34 4.066 +0.019

*Change from close as at 5.00pm BST.
Source: Bloomberg

Euro area

No surprise as Commission launches new procedures against French & Italian excessive deficits

Against the backdrop of heightened investor concerns about the forthcoming French parliamentary elections, which last
week triggered a notable widening of spreads of OATs over Bunds back to their 2017 highs and underperformance of BTPs,
the European Commission today launched formal Excessive Deficit Procedures (EDPs) against seven EU member states
including France and Italy. The decision was inevitable following the significant overshooting of fiscal targets in both
countries last year. Indeed, the general government budget deficits at 5.5% of GDP in France and 7.4% in Italy, and debt
stocks well above 100% of GDP in both countries, were well above initial plans and a long way above the respective 3% and
60% Stability and Growth Pact (SGP) limits with no mitigating circumstances. The member states’ governments will need to
present by 20 September medium-term fiscal consolidation plans — for assessment by the Commission — setting out ceilings
for net public spending growth to ensure a return to SGP compliance.

Politics extremely unlikely to be consistent with SGP requirements in either country

Given the current woeful ratings of President Macron’s Renaissance group, the French government that emerges from the
forthcoming elections would seem extremely unlikely to be willing to implement policy consistent with increased fiscal
sustainability, let alone SGP-compliance. Certainly, neither of the two main groupings likely to win the lion’s share of seats in
the next French lower house have credible policies consistent with fiscal consolidation. Among other things, the far-right RN
has pledged tax cuts — including reduced VAT on energy and fuel — as well as a reversal of Macron’s increase in the
retirement age. The left-wing bloc is committed to an even larger blowout in public spending, including significant increases
in public sector pay and the reversal of Macron’s pension reforms, which one of its own candidates has priced (probably
conservatively) at upwards of €100bn. Likewise, French policy paralysis in the event of a hung parliament — which is still the
most likely outcome of the election — would seem likely to imply a failure to comply with the SGP. Meanwhile, although its
parliamentary majority would provide greater scope to deliver the required consolidation over coming years, the current
commitments of Italy’s ruling coalition are not compatible with the SGP. So, heading into the autumn, PM Meloni’s fiscal
policy decisions will have consequences for the stability of her government. Thus, despite the Commission’s attempt to
enforce EU law via its new EDPs, political noise and concerns about fiscal sustainability in the euro area’s second- and third-
largest member states will remain a theme this year and probably for the foreseeable future too.
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Construction activity starts Q2 on the backfoot reflecting renewed drop in Germany and France

More prosaically, consistent with sentiment surveys and tallying with developments in the manufacturing sector, today’s euro
area data suggested that the construction sector also started the second quarter on the back foot. In particular, output
declined for a second successive month in April, albeit by a modest by 0.2%M/M, to leave it down 1.1%Y/Y and 2% below
the Q1 average. The weakness was led by the first monthly drop in four in civil engineering activity (-1.1%M/M). In contrast,
building work was merely unchanged having fallen in two out of the previous three months, to be some 0.2% below the Q1
average. Activity across the member states was mixed, with weakness in Germany (-2.1%M/M) following a weather-assisted
surge in Q1, and France (-1.0%M/M), offsetting ongoing expansion in Spain (1.0%M/M) and Portugal (4.1%M/M). Survey
indicators suggest that shrinking order books will continue to constrain output over coming months too. Indeed, the
Commission survey signalled that almost one third of firms judge weak demand to be a limiting factor on activity, while the
share of firms citing weather as a constraint rose in May to a five-month high. And the construction PMIs suggest that activity
in Germany and France remained in reverse last month with momentum in the sector in Italy softening too.

The day ahead in the euro area

Thursday will bring the Commission’s preliminary consumer confidence survey results for June. In May, the headline
indicator rose to -14.3, suggesting that households were the most upbeat since the Russian invasion of Ukraine amid
improved expectations for household incomes and the general economic outlook. Against this backdrop, household
purchase intentions over the coming twelve months were similarly the highest since February 2022. This notwithstanding,
euro area car registration figures for May — also due tomorrow — are likely to have remained subdued. Among the larger
member states to publish data, there were further declines on a year-on-year basis last month in Germany (-4.3%Y/Y),
France (-2.9%Y/Y), ltaly (-6.6%Y/Y) and Belgium (-5.9%Y/Y), contrasting a modest increase in Spain (3.4%Y/Y)

UK

Inflation back on target but detail not sufficiently soft to prompt a rate cut tomorrow

Ahead of tomorrow’s BoE monetary policy announcement, today’s data showed that UK inflation returned to the BoE’s
2.0%Y/Y target in May for the first time in more than three years. Core inflation declined too, with the components for
services and non-energy industrial goods both lower. And the share of items in the CPI basket with above-target inflation fell
below 50% for the first time since July 2021. Nevertheless, to some extent the details of the figures were somewhat

Euro area: Holders of general government debt* Euro area: Construction activity & building permits

100 — 110 150
90 - - t Index: Feb-20=100 1 140
80 105 |- IN==

70 | ]

60
50 |

Ze=a_-=\/ VQ:}:: 4 130
~ \/
100 ~ 1 120

1 110

40 ¢ 95 1 100
30 t
90

%
20 - 90
10 i - ] 80
o 85 Index: Feb-20=100 70

Germany France Italy Spain UK Jan-21 Jan-22 Jan-23 Jan-24
m Central bank Domestic banks Domestic non-banks e Total construction Building work
R . . . Civil Engineering = = =ee- Specialised construction
® Foreign banks Foreign non-banks H Foreign officials Building permits (10m lead, rhs)
*Q423. Source: IMF, Macrobond and Daiwa Capital Markets Europe Ltd. Source: Macrobond and Daiwa Capital Markets Europe Ltd.
Euro area: Construction sentiment indices Euro area: Construction PMIs by member state
15 75
Index 70

10
65 -

60 I
55 - !

\/\ 50

45

40 +
35

20 | \ 20 |
-25 25
Jan-19 Jan-20 Jan-21 Jan-22 Jan-23 Jan-24 Jan-21 Jul-21 Jan-22 Jul-22 Jan-23 Jul-23 Jan-24
Construction confidence Order books ‘ ‘ Euroarea ====- Italy France Germany ‘
Source: EC, Macrobond and Daiwa Capital Markets Europe Ltd. Source: Macrobond, S&P Global and Daiwa Capital Markets Europe Ltd.



Europe Euro wrap-up 19 June 2024 Daiwa

Capital Markets

disappointing. With the general election a fortnight away, the case for easing policy would need to be particularly compelling
for the MPC to vote for a rate cut at tomorrow’s meeting. And despite the return of inflation to target, the detail of today’s data
did not fulfil the necessary criteria. But while Bank Rate will therefore again be left unchanged tomorrow, we do think that the
risks of inflation persistence have receded significantly. And assuming that there are no major surprises in the next round of
inflation and labour market data, we still expect a first cut in Bank Rate to come in August.

Core goods inflation in negative territory on global trends & bad weather

The drop of 0.3ppt in headline CPl inflation in May to 2.0%Y/Y was in line with our own forecast and the Bloomberg survey
median. But it was 0.1ppt above the BoE'’s projection. The fall came despite a pickup of almost 1ppt in energy inflation (to
-15.9%Y/Y) as an unfavourable base effect more than offset the impact of lower petrol prices. However, the other major
inflation components declined. With prices down on the month for the first time in almost three years to catch up with recent
developments in other major economies, inflation of food, alcohol and tobacco fell almost 1ppt to the lowest since November
2021 (3.3%Y/Y). In addition, broadly in line with our expectation and the market consensus, the core CPI rate fell 0.4ppt to
3.5%Y/Y, the lowest since October 2021, with the downward pressures relatively broad-based. Indeed, eye-catchingly, but
largely consistent with global trends, core goods inflation fell into negative territory for the first time since 2016. Prices of a
wide range of such items, from furniture to electrical appliances and second-hand cars, were well below levels a year earlier.
Some of the weakness, however, particularly in items such as garden furniture and clothing, likely also reflected the
inclement weather as consumers felt no need to buy summer-related goods.

Services inflation falls less than BoE expected

Most notably, services inflation fell for a fourth consecutive month, by 0.2ppt in May to 5.7%Y/Y, the lowest since July 2022.
The continued downtrend in this component, which currently has a significant weight in the MPC’s policy reaction function,
was arguably encouraging. However, as well as being still significantly above the equivalent rates in the US and euro area,
UK services inflation was crucially a chunky 0.4ppt above the BoE’s projection. Within the detail, some of the drop was
explained by Easter effects, with airfares recording the steepest annual drop since October 2020, package holiday inflation
at a near-two-year low and the restaurant component the softest since March 2022. Like in the euro area and US, insurance
inflation — a recent source of pressure — also moderated slightly to its lowest level in two years, albeit remaining in double-
digit territory. But inflation of hotel services remained sticky in May. As such, we estimate that the drop in the BoE’s so-called
core services measured (which excludes airfares, package holidays, rents and education) was minimal, down 0.1ppt to
5.1%Y/Y, nevertheless still the softest in more than two years.
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Near-term inflation profile to remain choppy but should allow a first rate cut in August

The near-term inflation profile remains uncertain and is likely to be choppy. Despite the decline in petrol prices so far this
month and a further cut in Ofgem’s household price cap to come in July, the pace of decline in energy inflation will moderate
significantly over the coming couple of months due to substantial base effects. In contrast, we expect food inflation to
maintain a downtrend. And while manufacturing surveys and today’s producer price figures signal a recent modest pickup in
factory sector costs, core goods inflation will likely remain very subdued. Most importantly, in part due to firm recent pay
growth, services inflation will likely remain sticky close to current rates over the summer. But there are signs of a softening in
the labour market, with firms’ wage growth expectations down to a two-year low. And survey indicators such as the PMIs
suggest that cost pressures in services are growing little stronger than the long-run average, while the scope to pass on such
costs to customers has fallen to a three-year low. So, we continue to expect services inflation to take a more sizable step
down to below 5.0%Y/Y from the end of the year. That should allow core inflation to fall below 3%Y/Y at year-end, with an
ongoing moderation of price pressures to take it below 2% from Q225. Headline inflation should also be broadly in line with
the 2% target from next spring. As such, in the absence of significant shocks, we maintain our view that the MPC will vote to
cut Bank Rate by 25bps for the first time this cycle in August, with further cuts of 25bps each quarter to follow through to end-
2025.

The day ahead in the UK

The main focus in the UK tomorrow will be the BoE’s monetary policy announcement. Given the current general election
campaign period, the persistence in services inflation in today’s figures and stronger than expected economic output in the
first half of the year, the MPC seems bound to leave Bank Rate unchanged at 5.25% for the eighth successive monetary
policy meeting. As in May, two members (Deputy Governor Ramsden and uber-dove Dhingra) will likely vote for a cut while
the other seven members are likely to support the status quo. Like last month, the MPC’s statement will likely reiterate that
future rate decisions will be data-dependent, with a cut considered likely to come in future if and when the evidence suggests
that the risks of inflation persistence have further receded.
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Today’s results

Economic data

Country Release Period  Actual Mark_etconsensus/ Previous Revised
Daiwa forecast

Euro area [JB@ Construction output M/M% (Y/Y%) Apr  -0.2(-1.1) - 0.1(0.1) -0.5 (-0.7)
UK B CPI(core CPI) Y/Y% May 2.0 (3.5) 2.0 (3.4) 2.3(3.9) ;
E= PPI-input (output) prices Y/Y% May -0.1(1.7) 0.2 (1.7) -1.6 (1.1) 1.4 ()
B House price index Y/Y% Apr 1.1 - 1.8 0.9
Auctions
Country Auction

Germany M s0id €1.63bn of 2039 bonds at an average yield of 2.54%
Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data
con BT Release - viriovieru
Euroarea [ 07.00 New car registrations Y/Y% May - 12.8
B 1500 Preliminary Commission consumer confidence indicator Jun -13.8 -14.3
Germany ™M 07.00 PPIY/Y% May -2.1 -3.3
UK E#¥ 12,00 BoE Bank Rate % May 5.25 5.25
Auctions and events

Euroarea @ 09.00 ECB Economic Bulletin to be published

France ]l B 09.50 Auction: To sell 2.75% 2027 bonds
09.50 Auction: To sell 5.50% 2029 bonds
09.50 Auction: To sell 2.75% 2030 bonds
09.50 Auction: To sell 0% 2032 bonds
10.50 Auction: To sell 1.85% 2027 index-linked bonds
10.50 Auction: To sell 0.1% 2036 index-linked bonds
10.50 Auction: To sell 0.1% 2036 index-linked bonds
10.50 Auction: To sell 0.1% 2053 index-linked bonds
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12.00 BOE monetary policy announcement and minutes to be published
Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

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 II. 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-requlatory. 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://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/credit_ratings.pdf. If you need more information on this matter, please contact the Research Production Department of Daiwa Securities.

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.



http://www.uk.daiwacm.com/about-us/corporate-governance-regulatory
http://www.uk.daiwacm.com/about-us/corporate-governance-regulatory
https://daiwa3.bluematrix.com/sellside/Disclosures.action
https://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/credit_ratings.pdf

