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Euro area

Flash PMIs pointto a marked slowdown...

Today's flash euro area PMiIs for September came in softer than expected, pointing to a further easing ofrecovery
momentum as firms continue to face supplydifficulties and price pressures. Judging from the survey, the moderationin
growth appears widespread, with, forexample, the euro area manufacturing output PMI falling 3.3pts on the month to 55.7,
the lowestsince January, while the services activity PMI declined 2.7pts to 56.3, a four-month low. As such, the euro area
composite PMI fell for the second successive month in Septemberand by2.9pts to 56.1, the lowestreading since April.
Having fallenin five out of the pastsixmonths, the manufacturing output PMI in Q3 was therefore on average more than
4pts lowerthan the Q2 level (albeitata still-elevated 58.6). In contrast, given the surge in activity in the sector earlierin the
summer as restrictions were relaxed, the quarterlyservices PMl in Q3 (58.4) was 3.7pts above the Q2 figure. And so, the
average composite PMI for Q3 rose 1.6pts to 58.4, the highestsince Q206, implying another quarter of solid GDP growth
andindeed one thathas likelybeen firmerthanin Q2.

...as supply and price pressures bite

The softnessin production highlighted in September’s PMIs was again attributed to supply-chain constraints, which were
mostacute in manufacturing—where increases in supplier deliverytimes and backlogs of uncompleted work were only
marginallyless than May's peaks —butalso appeared to be creeping into services. Amid persistent production delays and
ongoing concerns aboutthe pandemic, growth in new business was also reportedlymore moderate in both manufacturing
and services atthe end of the third quarter, with external demand also waning. And with firms’ expectations for future output
easing to the lowestsince January,jobs growth was also reportedlya touch softerin September. This notwithstanding, a still
notable mismatch between supplyand demand and rising commodity and energy prices continued to feed into higherinput
costs, which reportedlyrose atthe fastestpace for 21 years . And while the outputprice PMI remained onlyjustoff June’s
record high, today’s survey suggested thatfirms continued to absorb some ofthese higher costs.

German manufacturers remain most severely impacted

Among the country detail, Germany’s flash PMIs recorded a further marked decline, with the composite PMIdown 4.7pts in
Septemberto 55.3, a three-month low. There were comparable declines in the manufacturing and services PMls, although
the manufacturing output PMI fell to a fifteen-month low (53.8). And there was a more sizeable drop (7.1pts)in the
manufacturing new orders PMI, with anecdotal evidence implying lower demand in the autos sectorin particularamid supply
shortages. Indeed, while backlogs and supplier deliverytimes were somewhatless severe than earlierin the summer, they
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remained historicallyhigh. Overall, while Germany's average manufacturing output PMl in Q3 was more than 6%pts lower
thanin Q2, the quarterly composite PMI was still almost 2pts higherthan in Q2 and the bestsince Q111.Like in Germany,
the loss of momentumin France’s manufacturing recoveryhas seeminglybecome more pronounced, with the output PMI
falling for the fourth consecutive month in Septemberand by2.9pts to 51.2, the lowestsince January. New orders also
slowed markedly, while supplier deliverytimes lengthened the moston record, with an associated increase in inputand
outputcosts, with the price PMIs both at record highs. The PMIs broadlyaligned with today’'s INSEE survey, which
suggested thatthe latestweakness in output was driven by the autos sector. In contrast, the French services recovery
appears more robust, with the activity PMI down just0.3ptin Septemberto 56.0. And so, while the French composite PMI fell
for a third consecutive month by 0.8pt, at 55.1 it remained atan elevated level. Moreover, the quarterly average in Q3 (55.9)
was marginallyfirmerthan the Q2 average. Markit suggested thatgrowth elsewhere in the euro area outpaced thatin
Germanyand France, although itwas still reportedlythe softestsince April.

Consumers seemingly more upbeat at the end of Q3

Contrasting with the reported challenges facing euro area businesses, yesterday’s European Commission consumer
confidence indicator suggested thathouseholds were more upbeatabout conditions atthe end of third quarter. Indeed, the
indexunexpectedlyrose 1.3pts in Septemberto -4.0, reversing the decline reported in Augustto leave itjust1.3pts below its
recentpeak and still comfortablyabove the pre-pandemiclevel. While we will have to wait until the final publication in the
coming week forthe detailed breakdown, the improvementin sentimentseems bound to be linked to some extentto the
marked reduction in the number of coronavirus cases across the region overthe pastmonth. And while several member
states now require health passes to enjoycertain activities, this survey suggests thathousehold consumption remained well
supported atthe end of the third quarter.

Scholz still appears on track to be next German Chancellor unless polls are mistaken

The main eventover the coming few days will be Germany’s federal election on Sunday, with polling stations setto close at
6pm CET. All surveys since late August, including today's final weeklyKantar poll (see charts ), have presented a broadly
similar picture, with the centre-left SPD seeminglyon track to win the largestshare ofthe vote. Indeed, no poll this month
has given the SPD a share ofthe vote below 25%, with the centre-right CDU/CSU still polling no higherthan 22%. On
balance, however,the CDU/CSU does appear to have narrowed the gap somewhatin the home straight, with this week’s
Forsa poll suggesting thatthe SPD’s lead has halved from the previous survey a fortnightago to 3ppts —withinareasonable
margin for error. Of course, the polls alsostronglysuggestthata three-party coalition will be required to deliver a Bundestag
majorityafter the election.
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Don’t expect a new German government before the New Year

With several combinations of parties likelyto be able to form a governmentafter the election, the initial outcome is bound to
be alengthy period of negotiations, which is unlikelyto be concluded before 2022 and thus will require Angela Merkel’s
governmenttoremain in office into the New Year. Ultimately, however, it seemsinconceivable thatthe CDU/CSU union
would be prepared to take a junior position in the next coalition government. And while the arithmetical possibilityofa
CDU/CSU-led Jamaica coalition with Greens and the FDP exists, the Greens —who look setto near-double their 8.9% ofthe
vote atthe previous electionin 2017 —would strongly prefer to enter power with the SPD. So, SPD Chancellor-candidate and
Finance Minister Olaf Scholzremains bestbetto succeed Angela Merkel as German leader. And the SPD and Greens,
together with either the far-left Die Linke (currently polling between6-7% and so likelyto enter the next Bundestag as the
sixth largestparty) or liberal Free Democrats (FDP, currentlypolling 11-12%, broadlyin line with the far-right AD), will highly
likely form the next German government.

Consensual Traffic-Light coalition more likely than a more radical Red-Red-Green government

The SPD’s rank and file mighthave greater inclination to include Die Linke in governmentwithin a Red-Red-Green coalition,
which would offer the greatestbreak from recentpolicysettings, with scope forincreased taxes on the wealthyalongsidea
more significantincrease in public expenditure and probablyalooser overall fiscal stance. Die Linke has also signalled its
readiness to moderate manyofits proposals e.g.on social securityand the minimumwage, to participate in a coalition. But
Scholzwould seem reluctantto do a deal with them, not leastgiven Die Linke’s more extreme public profile and anti-NATO,
pro-Russia leanings. Instead, consistentwith his centristinclinations, Scholzmightwell prefer to include the (right-wing) FDP
in a Traffic-Light coalition, and maintain a Merkel-style consensual approachto policymaking based on incremental (rather
than radical) policychange. The threat of a coalition with Die Linke, however, should ultimatelytemperthe FDP’s demands
and give it an incentive to make concessions to join government. Importantly, from a fiscal policy perspective, thatshould
provide scope for greater financing offbalance sheetofpublicinvestmentofmore than 1% of GDP, not leaston green
projects, e.g. through the governmentagencies. Buta traffic-light coalition governmentmight still seem mostlikelyto resultin
a broadlyprudentfiscal policy. It also would be unlikelyto relax Germany’s constitutional debtbrake. It mightbe reluctantto
introduce much greaterflexibilityinto the EU’s stabilityand growth pact (e.g. by exempting green publicinvestmentfrom the
deficitrules). And it mightbe unwilling to committo making permanent, or exte nding further, the EU’s recovery funds.

The day ahead in the euro area

The end of the week will bring several more national sentimentsurveys, including mostnotablythe Germanifo business
climate indicators. Like today's flash PMIS, these are expected to show a deterioration in the headline indexin Septemberto
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a four-month low as firms’ optimism about the near-term outlook is tempered. The Italian ISTAT business and consumer
confidence surveys are similarlyexpected to show a further moderate loss of momentum atthe end of Q3.

UK

BoE notes “strengthened” case for “some modest tightening” over the horizon

As expected, following its latest MPC meeting, the BoE left all of its monetarypolicy settings unchanged today. However, two
of the nine Committee members voted to reduce the target for the BoE’s Giltpurchases by£35bn to £840bn, and by
implication voted to curtail the purchases imminentlyratherthan by the end of the year as planned. Deputy Governor Dave
Ramsden joined external member Michael Saunders, who had previouslybeen the lone advocate, in voting for that policy,
which would have represented a very modesttightening ofthe monetarystance. Notablyperhaps, new Chief Economist Huw
Pill, who has previouslycalled for tighter limits on QE, did not join Ramsden and Saunders. More significantly, the MPC
stated that some developments since the August meeting have “strengthened” the case for “some modesttightening of
monetarypolicyover the forecastperiod”. And so, the markets responded bybringing forward its expectation for rate hikes,
with 15bps oftightening priced in by March and a further 25bps hike in Bank Rate to 0.5% priced in by September 2022,
from November 2022 previously.

Inflation expected to rise above BoE’s previous forecast

The slightlymore hawkish message ofthe MPC reflected the increase in upside risks to the inflation outlook. Due to recent
developmentsin energyand goods prices, the BoE now expects headline CPlinflation to exceed 4.0%Y/Y in the coming
quarter, above the projection in the AugustMonetary Policy Report. Around half of the increase above targetwould be due to
elevated energy price inflation. Wholesale gas price pressures meantthatinflation would remain slightlyabove 4% until
Q222, posing additional upside risks. The MPC judged thatmost otherindicators of costpressures have remained elevated
too. And although itexpects global costpressures to prove transitory, it is not so confidentthatall domestic costpressures
willdo so. Among otherthings, the Committee noted recentstrength in the labour market, with the unemploymentrate falling
below its projection and payrolls back above the pre-pandemiclevel. And while it acknowledged thatthose data were
flattered by the higher-than-expected number of workers stillon furlough, Bank staffjudged thatunderlying paygrowth had
now risen above its pre-pandemicrate, in partdue to labourshortagesin several sectors. Increased indicators of medium-
term household inflation expectations alsorais ed unease aboutsecond-round effects on inflation from currentprice
pressures.
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Downside risks to GDP outlook should be a deterrentto near-term tightening

Despite upside risks to the near-term profile ofinflation, the BoE acknowledgedthat UK economic activity has been weaker
than it had previouslyanticipated. Indeed, the MPC noted that Bank staff had revised down their expectation for the level of
GDP inthe currentquarter by about1% since lastmonth. Thatwould leave the level of GDP still around 2%2% below the pre -
pandemiclevel in Q3, with the risks thatthat benchmark mightnotbe surpassedfor a number ofquarters to come. That
downward revision in partreflected the supplyconstraints thathave been evidentfor some time in economic surveys, and
were againillustrated in today’s flash September PMIs (see below). And the MPC recognised the significantuncertainty
aboutthe near-term labour marketoutlook, with the impact ofthe conclusion ofthe furlough schemeatthe end of this month
on unemploymentand skills mismatches to be closelyassessed. Of course, there are plenty further uncertainties too,
including the future path of energy prices as well as the fiscal policydecisions to be announced in the Budgetand Spending
Review announcementon 27 October. Most importantin determining the future path of monetarypolicy will be evidence
regarding unemploymentand wider measures of slack; underlying paypressures; the extent to which businesses pass on
wage and other costincreases; and medium-term inflation expectations. On balance, recentdata in this respectdo pointto
the likelihood of afirstrate hike from the BoE in 2022. However, unlike the markets, given the further near-term dampening
impacton demand likelyto come from energyprice rises and certain fiscal decisions, we think take -off for Bank Rate will not
occur before the second half of next year.

Flash PMIs pointto slowing of recovery momentum amid supply shortages and cost pressures

Today's flash September PMIs added to evidence that the UK economicrecoverycontinues, albeitwith diminished vigour. In
particular, the composite output PMI fell for a fourth successive month and by 0.7ptto a seven-month low of54.1, with the
respective indicator of growth in new orders similarlyfalling to the lowestsince February (down more than 2pts t0 53.8).
While activity growth in services also moderated to a seven-month low (55.0), perhaps unsurprisinglythe flash PMls
suggested thatthe slowdownwas more marked in manufacturing, where growth in outputwas reportedlymodest (the
respective PMI fell more than 2pts to 51.8). The primarycause, of course, was supply-chain disruption, although the survey
suggested thatgrowth in work backlogs slowedsomewhatand deliverytimes also lengthened ata slightlyslower pace. But
there was also evidence ofa softening of demand for manufactured items, with growth in new export orders reportedly
grinding almostto a halt. And not leastgiven events in energy markets, price pressures remained fierce across the economy
Indeed, with both manufacturing and services feeling the pinch, the composite inputcost PMI rose back closerto June’s
series high,and the outputprice PMI (63.0) hit a new record. More happily, despite slowing in manufacturing, and amid
reports of wage pressures, the survey suggested thatjob creation remained rapid in services, close to the priormonth’s
series high.

The day ahead in the UK

The flow of sentimentindicators will continue tomorrow, with the GfK consumer confidence and CBl distributive trades
surveys setto provide an update on household optimism and spending atthe end of the third quarter. With consumer
confidence expected to have moved broadly sideways in September, the CBI’s surveyis likely to reportsofter retail sales
growth compared with a year earlier despite the relatively low base a year ago.
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Economic data

Market consensus/

Country Release Period Actual Daiwa forecast Previous Revised
Euro area n Preliminary manufacturing (services) PMI Sep  58.7 (56.3) 60.5 (58.7) 61.4 (59.0) -
n Preliminary composite PMI Sep 56.1 58.5 59.0 -
Germany [ Preliminary manufacturing (services) PMI Sep 58.5 (56.0) 61.5 (60.4) 62.6 (60.8) -
M Preliminary composite PMI Sep 55.3 59.2 60.0 -
France [J] B 'NSEE business (manufacturing) confidence Sep 111 (106) 110 (109) 110 (110) -
B B Preliminary manufacturing (services) PMI Sep  55.2 (56.0) 57.0 (56.1) 57.5 (56.3) -
B B Preliminary composite PMI Sep 55.1 55.7 55.9 -
Spain = GDP - final estimate Q/Q% (Y/Y %) Q2 1.1 (17.5) 2.8 (19.8) -0.4 (-4.2) -0.6 (-)
UK 5 Preliminary manufacturing (services) PMI Sep  56.3 (54.6) 59.0 (55.0) 60.3 (55.0) -
EJ§= Preliminary composite PMI Sep 54.1 54.6 54.8 -
B BoE Bank Rate % Sep 0.10 0.10 0.10 -
EJ5 BoE Gilt purchase target £bn Sep 875 875 875 -
5 BoE Corporate Bond purchase target £bn Sep 20 20 20 -
Auctions
Country Auction

- Nothing to report -

Source: Bloonmberg and Daiwa Capital Markets Europe Ltd.

Yesterday’s results

Economic data

Market consensus/

Country Release Period Actual Daiwa forecast Previous Revised
Euro area _ Preliminary consumer confidence Sep -4.0 -5.3 -5.3 -
italy I Bl Industrial sales M/IM% (Y/Y %) Jul 0.9(19.1) - 3.1 (28.4) - (28.5)
Auctions
Country Auction
Germany WM sold €1.86bn of 0% 2036 bonds at an av erage yield of -0.06%
UK  EJ5 sold £350mn of 0%% 2056 index-linked bonds at an av erage yield of -2.289%

Source: Bloonberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data

Country BST Release Period Mag:;:;?gf:;:gf’ Previous
Germany [ 09.00 Ifobusiness climate Sep 99.0 99.4
M 09.00 Ifocurrent assessment (expectations) Sep 101.8 (96.5) 101.4 (99.4)
italy [} Bl 09.00 ISTAT business (manufacturing) confidence Sep - (112.7) 114.2 (113.4)
B B 09.00 ISTAT consumer confidence Sep 115.8 116.2
UK  E§5 00.01 GfK consumer confidence Sep -7 -8
EEﬁ 11.00 CBI distributive trades survey, reported sales Sep 34 60

Auctions and events

Euro area [J8ll 14.15 ECB'’s Chief Economist Lane takes part in annual research seminar organised by the ESM
italy [l B 10.00 Auction: €2.5bn of 0% 2024 bonds
italy [l B 10.00 Auction: €1bn of 0.4% 2030 index-linked bonds

Source: Bloonberg and Daiwa Capital Markets Europe Ltd.
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Access ourresearch blog at:
https://www.uk.daiwacm.com/ficc-research/recent-blogs
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