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Euro area

Labour cost growth moderates in Q2

Ahead of tomorrow’s update on wage settlements, today’s preliminary labour cost and job vacancy data for Q2 should have
alleviated concerns somewhat about second-round effects on inflation emanating from the euro area labour market. With
figures for Q1 having been skewed to the upside by one-off payments in Germany, labour cost growth moderated in Q2.
Labour costs in the business economy slowed 0.7ppt from Q1 to a seven-quarter low of 4.0%Y/Y, 0.5ppt softer than a year
earlier and almost 2ppts below the peak in Q422. Growth in wages and salaries slowed 1.0ppt on the quarter to 3.9%Y/Y.
Most sectors registered a softening of pay growth, with a moderation of around 1ppt in both manufacturing (3.9%Y/Y) and
services (3.8%Y/Y) and most tertiary sub-sectors also down from recent highs.

Vacancies fall again to support case for gradual rate cuts

Euro area pay data are typically highly volatile. But evidence on the diminishing tightness of the jobs market suggests that
the gradually moderating trend in labour cost growth — which is a feature of the ECB’s current projections — should remain
intact into next year, supporting the case for gradual rate cuts. According to today’s flash figures, the job vacancy rate in the
business economy fell in Q2 for the fourth quarter out of the past five, and by 0.3ppt — the most in that sequence — to a three-
year low of 2.7. Declines in vacancies to the lowest level in three years was registered in services, industry and construction
alike. Moreover, each of the three largest member states recorded their lowest vacancy rates since 2021. With the euro area
unemployment rate ticking up to 6.5% in June, the vacancies-to-unemployment ratio — which provides a useful guide to the
tightness of the labour market — fell 5bps in Q2 to 0.40. While still 9bps above the pre-pandemic level in Q419, that was
down 9bps from the peak two years ago and suggestive of the most labour market slack since Q321. Tomorrow’s negotiated
wage data, also for Q2, will provide a guide to future labour cost growth, likely similarly reporting a moderation in growth in
part due to fewer German one-offs while also reflecting rising slack.

The day ahead in the euro area

Thursday will bring the flash August PMls as well as the Commission’s flash estimate of consumer confidence for the same
month and euro area negotiated wage growth data for Q2. The July PMIs raised significant concerns about a loss of growth
momentum in the second half of the year. The final services activity PMI (51.9) signalled the weakest growth in the sector for
four months while the manufacturing output PMI (45.6) pointed to the sharpest contraction in the sector so far this year. As a
result, the euro area composite output PMI (50.2) implied that economic growth has effectively ground to a halt amid
contraction in both Germany and France. In contrast, the Commission’s consumer confidence index rose for the sixth
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successive month in July to -13.0, the highest level since February 2022. Finally, in part due to one-off payments in
Germany, negotiated wage growth rebounded 0.4ppt in Q1 back to the series high of 4.7%Y/Y. Less support from German
one-offs as well as a softening in France should contribute to a moderation in Q2.

UK

Public sector borrowing running above OBR projection

Today’s UK public sector finances data for July underscored the likelihood that new Chancellor Rachel Reeves will announce
tax hikes in her first Budget announcement on 30 October. At the same time, the OBR is likely to raise its projection for public
sector borrowing over the medium term too. Today’s data showed that public sector net borrowing (excluding banks) in July
was £3.1bn, up £1.8bn from a year earlier and the highest for the month in three years. It was also £3bn above the OBR'’s
forecast published in March. So, despite a favourable net revision to the figure for April to June, cumulative public sector net
borrowing over the first four months of the fiscal year totalled £51.4bn, down £0.5bn from the same period last year but
almost £5bn above the OBR’s expectation. Net borrowing in FY23/4 also exceeded the OBR’s March projection by some
£6bn.

Pressures principally on the spending side

Despite stronger GDP growth and higher inflation than anticipated, tax revenues in the current fiscal year have so far come
in more than £1bn below the OBR'’s projection. That shortfall is modest and might simply reflect shifts in the timing of
payments. More significantly, central government spending is running well above expectations, by more than £9bn over the
OBR'’s forecast for the first four months of the current fiscal year. The Treasury’s initial post-election audit predicted an
overspend by departments in FY24/5 of almost £22bn reflecting new event-driven spending pressures on policies ranging
from military assistance to Ukraine, asylum-seeker support and rail services, as well as higher inflation and previous
government policy announcements that had been unfunded. The new government has also committed to higher public
sector pay — with new settlements for frontline services staff around 5-6% in FY24/5 — to address recent real-terms wage
cuts, the widening shortfall between public and private sector pay and high number of working days lost to strike action over
the past couple of years. At the Budget, Reeves will provide information on other spending pressures such as the cost of
compensation for victims of a decades-long infected blood scandal, which could reach some £20bn. By then, given major
strains on a range of public services, further demands on government spending might be expected to rear their head. And
the OBR might also have to revise up the expected profile for debt interest and transfers to the BoE to cover the costs of QE.

Euro area: Wage growth in selected services Euro area: Phillips curve*
16
14 t 6
12 %, YIY Core HICP inflation, %, Y/Y
10 5 L
8 L
6 r 4 L
4l
2 L
3 L
o L
-2+ 2
4 b [
_6 L
-8 16
Q219 Q419 Q220 Q420 Q221 Q421 Q222 Q422 Q223 Q423 Q224 Vacancy to unemployment ratio, %
Hospitality e \\/holesale & retail trade 0
Finance Arts & recreation 0.00 0.10 0.20 0.30 0.40 0.50 0.60
Source: Macrobond and Daiwa Capital Markets Europe Ltd. *Red diamond represents outturn for Q224. Source: Macrobond and Daiwa
Capital Markets Europe Ltd.
UK: Cumulative net public sector borrowing* UK: Private & public sector real total pay
150 108
£bn Index, Q419=100
195 | 106 i
104 =
100 ! J
102 | / \/ 'M
757 100 (= AE ¥\ A A—
50 98 |
25 | / 96 I
94 |
0 92
Apr May Jun Jul Aug Sep Oct Nov Dec Jan Feb Mar Jan-19 Jan-20 Jan21 Jan-22 Jan-23 Jan-24
Pre-pandemic 5-year average FY23/24
* EY24/25 EY24/25 - OBR forecast Total Private sector Public sector
*Excluding banks. Source: Macrobond and Daiwa Capital Markets Europe Ltd. Source: Macrobond and Daiwa Capital Markets Europe Ltd.



Europe Euro wrap-up 21 August 2024 Daiwa

Capital Markets

Tax hikes to come in October along with plans for higher borrowing

The government’s fiscal rules specify that public sector borrowing excluding the costs of investment must move into balance
and public sector net debt must be falling as a share of GDP by the fifth year of the OBR’s forecast. As currently specified,
the debt rule looks set to bind significantly. The Labour party election manifesto had already proposed significant spending
cuts on ‘unprotected’ government departments. And existing plans envisage more than £20bn of additional tax revenues by
FY28/9 to take their share of GDP to a new high. But given the current borrowing overshoot and additional pressures on
public spending, extra tax increases seem bound to be announced on 30 October. Higher taxes on capital gains and
inheritance as well as reduced tax relief on pension contributions seem likely. But to provide scope for higher borrowing —
perhaps by significantly more than £10bn a year by the end of the projection horizon — we also expect a decision to limit or
exclude altogether the costs of BoE QE from the public debt rule.

The day ahead in the UK

As in the euro area, Thursday will bring the UK flash PMIs for August. In contrast to the euro area survey, the UK PMIs in
July suggested ongoing moderate growth momentum. Indeed, the final composite output PMI rose 0.5pt to 52.8, only
marginally below the average for the first half of the year when GDP growth was firm. The services activity PMI (52.5)
suggested a slight pickup in momentum after a softening in June while the manufacturing output PMI (54.9) signalled the
strongest growth in the sector since early 2022. The CBI industrial trends survey results for August, also due on Thursday,
will provide additional information about conditions in the manufacturing sector.
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Today’s results

Economic data

Market consensus/

Country Release Period  Actual Daiwa forecast Previous Revised
Euro area [JBBll Labour costs — 1% estimate Y/Y% Q2 4.1 - 5.1 4.9
UK  E$=E Public sector net borrowing £bn Jul 3.1 15 14.5 13.5
Auctions
Country Auction

Germany M soid €3.673bn of 2.6% 2034 bonds at an average yield of 2.22%
UK E}g sold €3.75bn of 3.75% 2027 bonds at an average yield of 4.068%

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data

Country BST Release Period M%rgss ;?Srseir;zltjs/ Previous
Euro area Il 09.00 Preliminary manufacturing (services) PMI Aug 45.8 (51.7) 45.8 (51.9)
B 09.00 Preliminary composite PMI Aug 50.1 50.2
B 1000 Negotiated wages Y/Y% Q2 - 47
B 1500 Preliminary Commission consumer confidence indicator Aug -12.6 -13.0
Germany M 0830 Preliminary manufacturing (services) PMI Aug 43.3 (52.3) 43.2 (52.5)
M 05.30 Preliminary composite PMI Aug 49.2 49.1
France l l 08.15 Preliminary manufacturing (services) PMI Aug 44.5 (50.3) 44.0 (50.1)
l l 08.15 Preliminary composite PMI Aug 49.2 49.1
l l - Retail sales Y/Y% Jul - -0.7
UK E‘Eﬁ 09.30  Preliminary manufacturing (services) PMI Aug 52.2 (52.8) 52.1 (52.5)
_: : 09.30  Preliminary composite PMI Aug 53.0 52.8
EE{ 11.00  CBIlindustrial trends survey — total orders (selling price) balance Aug -25 (5) -32 (2)

Auctions and events

Euro areca |l 12.30 ECB monetary policy account from 18 July Governing Council meeting to be published

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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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-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://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.
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