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Euro area

Ifo improves but still signals subdued growth

Contrasting with Monday’s flash PMIs, today’s ifo survey pointed to a further modest improvement in German business
conditions heading into year-end, offering cause for cautious optimism that GDP growth might just avoid another return to
negative territory in Q4. In particular, the ifo headline business climate index rose a stronger-than-expected 1.2pts in
December to 96.3, a six-month high. Within the detail, the index of current conditions increased 0.8pt to 98.8, a five-month
high but nevertheless still close to the bottom of the recent range. And while the expectations component rose a larger 1.5pts
— the most since August 2018 — at 93.8 it still remained well below the long run average. Assessments of conditions by
sector were more mixed. The most significant improvement came in services, with the business climate index jumping to a
seven-month high. Manufacturers’ signalled modest recovery in December too, although this merely implied that conditions
over the fourth quarter as a whole were little changed from Q3. And the equivalent construction sector index fell for the third
consecutive month to its lowest since early 2018. Overall, despite the gradual improvement as the quarter progressed, the
headline business climate index was on average in Q4 only marginally higher than the Q3 average suggesting still sluggish
economic growth in the final quarter of the year.

No surprises to final euro area inflation

Final euro area inflation figures for November brought no major surprises. In particular, today’s released merely aligned with
the flash estimate that showed headline inflation increasing 0.3ppt from October’s three-year low to 1.0%Y/Y. Admittedly, to
two decimal places, headline inflation was 0.4ppt lower at 0.96%Y/Y. But this largely reflected a modest downwards revision
to food price inflation (down 0.1ppt to 1.9%Y/Y). Non-energy industrial goods inflation was also a touch softer than initially
estimated to two decimal places, nevertheless leaving the annual rate at 0.4%Y/Y and 0.1ppt higher than October. And with
services inflation unrevised at 1.9%Y/Y, leaving it 0.3ppt above October’s reading, the annual core CPI rate was also
confirmed at the flash estimate of 1.3%Y/Y, a seven-month high. While we expect core inflation to move broadly sideways in
December, with the drag from energy inflation set to temporarily subside we forecast headline CPI to have risen a further
0.3ppt this month to 1.3%Y/Y. But this still remains well below the ECB’s price stability target and might well mark the peak
for some time. Against this backdrop, and as the ECB is about to commence a review of its monetary policy strategy next
month, outgoing ECB Executive Board member Ccoeuré in a speech today proposed that the ECB might shift to targeting a
‘tolerance band’ around the inflation target rather than the current commitment of ‘below but close to 2%’.
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The day ahead in the euro area and US

Tomorrow will bring just the French INSEE business sentiment survey for December, which is expected to show that
conditions remained broadly stable heading into year-end. Elsewhere, ECB Chief Economist Philip Lane will chair a panel at
an ECB conference on fiscal policy and EMU governance. In the US, Thursday will bring the Philly Fed index for December,
Conference Board’s Leading index for November, existing home sales figures for the same month and the latest balance of
payments data for Q3. In the markets, the US Treasury will sell 5Y TIPS.

UK

Inflation remains well below 2% target

As the MPC met today ahead of tomorrow’s policy announcement, the latest UK inflation figures illustrated that price
pressures unsurprisingly remain subdued against the backdrop of weak economic growth. In particular, headline inflation
was unchanged at 1.5%Y/Y in November, at the joint-weakest for three years. There were only modest tweaks to the main
sub-components too. For example, energy inflation (-2.3%Y/Y) was little changed to remain a key source of downward
pressure in November. While the monthly increase in food prices was more than we had forecast, the annual inflation rate
was nudged only slightly higher, by 0.1ppt to 2.0%Y/Y. And while services inflation reversed the 0.1ppt increase in October to
2.5%Y/Y, inflation of non-energy industrial goods was unchanged at the very subdued 0.5%Y/Y. So, core inflation was also
unchanged at 1.7%Y/Y, to match the average rate of the prior eight months and close to the bottom of the range of the past
three years. And today’s producer price inflation release suggested that pipeline price pressures remain very weak too, with
output price inflation down 0.3ppt to 0.5%Y/Y, the lowest since July 2016.

House prices continue to trend lower

Elsewhere, the ONS’s official house price figures for October fell short of expectations today, reporting the first monthly fall in
UK house prices in six (-0.4%M/M) and the steepest since March 2018. This left the annual increase down 0.6ppt to
0.7%Y/Y, the lowest such rate for more than seven years. The weakness remained dominated by England, where prices
were up just 0.4%Y/Y and house prices in London and the South East continued to decline (-1.6%Y/Y and -0.3%Y/Y
respectively). But house price inflation also moderated in Scotland and Northern Ireland. While surveys point to some
stabilisation in the housing market heading into the New Year, the outlook seems bound to depend largely on Brexit.

The day ahead in the UK

The main event in the UK tomorrow will be the BoE policy announcement. The MPC adopted a more downbeat assessment
of the economic outlook at November’s meeting and two Committee members (Haskel and Saunders) voted for a 25bps rate
cut — the first split decision since June 2018. This meeting seems likely to be largely uneventful, with Bank Rate again left
unchanged at 0.75% and the same two members voting for monetary easing. The policy statement will, however, be closely
watched for the Bank’s judgement on recent developments. Near-term political uncertainties — both domestic and external —
have diminished somewhat. But GDP has failed to rise in any month since August, and sentiment indicators remain
consistent with contraction in Q4, compared to the BoE’s previous expectation of growth of 0.2%Q/Q.

In terms of data, tomorrow will bring the ONS official retail sales release for November. But the figures are likely to be
somewhat misleading, with the annual rate likely to be negatively impacted by the timing of the Black Friday sales — the ONS
will incorporate this discounting period this year in the data for December rather than November. This release will also be
accompanied by the CBI’s distributive trades survey for December, which might shed more light on conditions in the retail
sector over the fourth quarter as a whole.
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European calendar

Today’s results

Economic data
Country Release Period Actual Megl;i(\al\tlgtf)grs;r;sst':s/ Previous Revised
EMU B8 Construction output M/M% (Y/Y%) Oct -1.0 (0.3) - 0.7 (-0.7) 1.1(-0.3)
BB Final CPI (core CPI) YIY% Nov 1.0 (1.3) 1.0 (1.3) 0.7 (1.1) -
Germany M |fo business climate index Dec 96.3 95.5 95.0 95.1
M (fo current assessment balance (expectations) Dec 98.8 (93.8) 98.1 (92.9) 97.9 (92.1) 98.0 (92.3)
UK E¥= cPi(core CPI) YIY% Nov 1.5 (1.7) 1.4 (1.7) 15 (1.7) -
85 PP input prices (output prices) Y/Y% Nov -2.7 (0.5) -1.9 (0.8) -5.1(0.8) 5.0 ()
EF= House price index Y/Y% Oct 0.7 - 1.3 -
Auctions
Country Auction
- Nothing to report -

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s data releases

Economic data

Country GMT Release Period Markg t consensus/ Previous
Daiwa forecast

France ] B 07.45 Business confidence indicator Dec 104 105
B B 07.45 Manufacturing confidence (production outlook) indicator Dec 99 (-2) 100 (-3)
UK EIE 0030 Retail sales including fuel MIM% (Y/Y%) Nov 0.2 (2.1) -0.1(3.1)
B 0030 Retail sales excluding fuel MIM% (Y/Y%) Nov 0.4 (2.0) -0.3(2.7)
EE 1100 cBldistributiives trades survey, reported sales Dec 5 -3
B 1200 BoEBank Rate % Dec 0.75 0.75

Auctions and events

Country GMT Auction / Event
EMU BB 1530 ECB Chief Economist Lane scheduled to speak
UK EJ5 12.00 BoE MPC policy decision, statement and minutes published

Tl

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.
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