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Euro area

Euro area flash PMI remains at six-year high

After the Commission’s survey last week signalled that consumers are the most upbeat for a decade, the May flash PMIs
today suggested that business conditions remained buoyant in the middle of the second quarter too. Indeed, while the
headline services index edged slightly lower in May, it was still the second highest level of the past six years. And with the
manufacturing output index having risen to its best reading since April 2011, the euro area headline composite PMI was
unchanged at a six-year high. That left the average composite index so far in Q2 more than 1pt higher than the average for
Q1 at a level consistent with GDP growth accelerating from the 0.5%Q/Q rates of the previous two quarters. While the survey
suggested that new order growth moderated slightly, the relevant index remained elevated, particularly in the manufacturing
sector where external demand remained strong. The PMIs also suggested that firms are recruiting at one of the fastest rates
of the past decade, with manufacturers seemingly adding more new jobs than at any time in the survey’s twenty-year history.
And they suggested that output price pressures remain relatively strong, with the relevant index the second-highest since
mid-2011. But there was a slight easing in the survey measure of input cost pressures, probably associated with lower oil
prices earlier in the month and the recent appreciation of the euro, which has risen by more than 3% against the dollar since
the start of the month and by almost 7% since the start of the year.

German business sentiment at ‘all-time’ high

The upbeat sentiment reflected in the euro area PMIs was visible in the latest surveys of business conditions in the two
largest member states. Indeed, the preliminary German composite PMI rose to its strongest reading (57.3) for more than six
years in May, with new orders reportedly boosted by the strongest export demand in seven years and the employment index
similarly buoyant. And the German PMiIs tallied with the Ifo survey, which saw the composite business climate indicator rise to
its highest level since the series began in 1991. While this in part reflected a further improvement in current conditions, which
were also assessed to be the most favourable since reunification, firms were more optimistic about the outlook too, with the
relevant index at a more than three-year high. At the sectoral level, like with the PMIs, German manufacturers were notably
more upbeat and planned to ramp up production over the near term, while construction firms assessed current conditions to
be their most favourable since early 1990s. And although confidence among retailers moderated slightly in May, the
respective business climate index was still close to the top of the recent range. So, taken together with other recent indicators,
today’s surveys were consistent with our view that German GDP growth will be maintained at a rate of 0.6%Q/Q in Q2.

French business sentiment at six-year high

With the outcome of the French Presidential election having provided no nasty surprises, it is perhaps not surprising to see
that businesses in the second largest member state also remain upbeat. Indeed, there was a notable upward surprise to the
flash French services PMI survey, with the headline index rising to its highest level for six years. And so, despite a modest
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easing in the headline manufacturing index, the composite PMI similarly rose to a six-year high, and at 57.6 exceeded the
equivalent German index for the first time since August 2011. The PMIs broadly echoed the message from today’s French
INSEE business survey, which showed the headline indicator rising in May to match its highest level since mid-2011 and
remain well above the long-run average. While sentiment in the manufacturing sector was little changed in May, the
respective survey component was still at its highest for almost six years and firms were reportedly more upbeat about
production prospects. Meanwhile, confidence in the construction sector rose to a level last seen five years ago, while retailers
were also more upbeat about conditions in the middle of the quarter. And although the headline services sector index slipped
back slightly in May it remained comfortably above the long-run average. Overall, today’s surveys further support our view
that France’s economic expansion gathered pace in the second quarter of the year, with our expectation for GDP growth to
rise 0.2ppt to 0.5%Q/Q.

The coming two days in the euro area and US

The flow of sentiment indicators continues tomorrow with the German GfK consumer sentiment survey expected to confirm
that confidence remained close to the top of the recent range in Q2. Tomorrow will also see the ECB publiksh its latest
Financial Stability Review, while Draghi is scheduled to speak in Spain. Thursday, meanwhile, will bring the second estimate
of Spanish Q1 GDP, which is expected to confirm growth of 0.8%Q/Q, as well as Italian industrial sales and orders data for
March. Supply-wise, Germany will sell 10Y Bunds. In the US, the main focus on Wednesday will be the FOMC minutes from
the early-May meeting, which will be watched closely for any further insight into the likelihood of a June rate hike. Data-wise,
tomorrow will bring the FHFA house price index for March and existing home sales figures for April, while Thursday will see
the release of the April advance goods trade report and wholesale inventories data along with the weekly jobless claims
numbers. In the markets, the US Treasury will sell 2Y floating-rate notes and 5Y notes on Wednesday and 7Y notes on
Thursday.

UK

Weak consumption growth in Q2

Following a weak Q1, activity on the High Street recovered sharply in April, with one-off factors, notably the Easter holidays,
providing support. But today’s CBI Distributive Trades survey suggested that the recovery was short lived. The survey
indicator for sales growth declined sharply in May from 38% to 2%, a level 1ppt lower than its average for Q1. The equivalent
index adjusted for seasonal effects also showed a large, albeit less steep fall of 12ppts to 1%. And with retailers expecting
only a small increase in sales next month, the weaker survey readings are consistent with our view that private consumption
growth, which slowed notably at the start of the year, is likely to have remained unimpressive in the second quarter too as
inflation continues to rise — the survey reported that average prices rose at the fastest pace in six years — and wage growth
remains subdued.

Elsewhere, the public finances figures for April showed public net borrowing was £10.4bn, £1.0bn and £1.2bn higher than in
the same month in 2015 and 2016. While obviously early days, this was consistent with the almost 20% rise in net borrowing
to £58.3bn the OBR expects in this financial year overall.

The coming two days ahead in the UK

It will be a quiet day in the UK tomorrow, with no major economic data releases scheduled. On Thursday, the second release
of Q1 GDP is expected to confirm the preliminary reading of growth of 0.3%Q/Q (2.1%Y/Y). Meanwhile, the expenditure
breakdown will most likely show that consumption increased at the same rate, which would be less than half the average pace
seen in 2016. And other major expenditure components should be similarly weak: the level of investment is likely to have
decreased, while net exports is expected to have subtracted from growth. The BBA lending figures from major High Street
banks are also coming out on Thursday.

In the absence of any significant developments, the next edition
of the Euro wrap-up will be published on 25 May 2017.
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Today’s results

Economic data
Country Release Period Actual Mg;ﬁc:?g;ig‘?tm Previous Revised
EMU B Preliminary manufacturing PMI May 57.0 56.5 56.7 -
_ Preliminary services PMI (preliminary composite PMI) May  56.2 (56.8) 56.4 (56.7) 56.4 (56.8) -
Germany MM GDP - second release Q/Q% (Y/Y%) Q1 0.6 (1.7) 0.6 (1.7) 0.6 (1.7) -
M preliminary manufacturing PMI May 59.4 58.0 58.2 -
M preliminary services PMI (preliminary composite PMI) May  55.2(57.3) 55.5 (56.6) 55.4 (56.7) -
M fo business climate index May 114.6 113.1 112.9 113.0
M {0 current assessment balance (expectations) May 123.2 (106.5) 121.0(105.4) 121.1 (105.2) 121.4 (-)
France B B Business confidence indicator (production outlook) May 105 (7) 105 (-) 104 (1) -
B B Preliminary manufacturing PMI May 54.0 55.2 55.1 -
B B Preliminary services PMI (preliminary composite PMI) May  58.0 (57.6) 56.7 (56.6) 56.7 (56.6) -
Spain === Trade balance €bn Mar -15 - 2.6 -
UK EJ= Public sector net borrowing excluding interventions £bn Apr 10.4 8.8 5.1 3.1
£J= cBI Distributive Trades survey, retail sales May 2 10 38 -
Country Auction
Germany sold ™™™ €4bn of 0% 2019 bonds (14-Jun-2019) at an average yield of -0.65%
UKsold (S5 £850mn of 0.125% 2036 index-linked bonds (22-Nov-2036) at an average yield of -1.783%

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s data releases

Economic data

Market consensus/

Country BST Release Period . Previous
Daiwa forecast

Germany MW 07:.00 GfK consumer confidence survey Jun 10.2 10.2

Auctions and events
Country BST Auction / Event
EMU Bl 1345 ECB's Draghi scheduled to speak in Madrid

Germany M 10:30 Auction: To sell €3bn of 0.25% 2027 bonds (15-Feb-2027)
Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Thursday’s data releases

Economic data

Market consensus/

Country BST Release Period . Previous
Daiwa forecast

Italy B B 0900 Industrial sales M/M% (Y/Y%) Mar - 2.0 (4.6)
B B 09:00 Industrial orders M/M% (Y/Y%) Mar - 5.3(7.8)
Spain == 08:00 GDP —final release Q/Q% (Y/Y%) Q1 0.8 (3.0) 0.7 (3.0)
UK E{'_—’g 09:30 GDP — 2nd release Q/Q% (Y/Y%) Q1 0.3(2.1) 0.3(2.1)
E{g 09:30 Index of services M/M% (3M/3M%) Mar 0.0 (0.3) 0.2 (0.5)

EJ= 09:30 BBA loans for house purchase 000s Apr 40.8 41.1

Auctions and events
Country BST Auction / Event

- Nothing scheduled -
Source: Bloomberg and Daiwa Capital Markets Europe Ltd.
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Yesterday’s results

Economic data
Country Release Period Actual Mgr:ﬁ;?géig‘ys, Previous Revised
EMU Bl ECB public sector asset purchases €bn Weekly 11.6 115 12.0 -
UK £5 Rightmove house price index M/IM% (Y/Y%) May 1.2 (3.0) -(2.0) 1.1(2.2) -
Country Auction
- Nothing to report -

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Access our research blog at:
http://www.uk.daiwacm.com/research-zone/research-blog

Follow us
@DaiwaEurope

This research report is produced by Daiwa Securities Co. Ltd., and/or its affiliates and is distributed by Daiwa Capital Markets Europe Limited in the European Union, Iceland, Liechtenstein, Norway
and Switzerland. Daiwa Capital Markets Europe Limited is authorised and regulated by The Financial Conduct Authority and is a member of the London Stock Exchange and Eurex Exchange. Daiwa
Capital Markets Europe Limited 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 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 Daiwa Capital Markets Europe Limited and its affiliates may have positions and effect transactions
in such securities or options and may serve as Directors of such issuers. Daiwa Capital Markets Europe Limited 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 for investors who are not Retail Clients in the United Kingdom within the meaning of the Rules of the FCA and should not therefore be distributed to such Retail Clients in
the United Kingdom. Should you enter into investment business with Daiwa Capital Markets Europe’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.

Daiwa Capital Markets Europe Limited 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.



http://www.uk.daiwacm.com/research-zone/research-blog
http://www.uk.daiwacm.com/research-zone/research-blog
https://twitter.com/DaiwaEurope
http://www.uk.daiwacm.com/about-us/corporate-governance-regulatory
https://daiwa3.bluematrix.com/sellside/Disclosures.action

