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Scholz’s SPD most likely to lead three-party coalition after German election

Following yesterday's federal election, the precise nature of Germany's nextgovernmentremains unclear and is unlikelyto
be determined fora numberofmonths. Arepeatof the current grand coalition of the centre-right CDU/CSU and centre-left
SPD - albeitinverted with the SPD being the senior partner —is arithmeticallypossible. However, given the marked change
in electoral fortunes ofthose two establishment parties and the shifts in supportfor the other parties, it would seem unlikely.
Instead, a three-party coalition governmentwill almostcertainly be required. And while both SPD and CDU/CSU now have to
court the Greens and liberal Free Democrats (FDP) to get the rightto lead the next coalition government, the SPD has the
upperhand.

CDU/CSU beats expectations but would lack credibility in next government

Certainly, recentopinion polls proved to be accurate as faras the SPD was concerned. According to the preliminary official
result, it took 25.7% of the vote, the largestshare and up more than 5ppts from the previous election in 2017. The centre-
right CDU/CSU outperformed their recentpoll ratings, taking 24.1%. Nevertheless, thatwas still arecord low and down
almost9ppts from 2017.In contrast, the Greens secured their besteverresult. But while their share of 14.8% was almost
6ppts above theirresultin 2017, it was well down on the share suggested bypolls earlyin the campaign. The FDP won
11.5%, little betterthan lasttime around. And the parties atthe extremes both saw their supportdecline, leaving them both
effectively consigned to the former East Germany. The far-right Alternative for Germany(AfD) share fell almost2’2ppts to
10.3%. And the far-left Die Linke won just4.9%, down more than 4ppts and onlysecuring representation in the next
Bundestag byvirtue of securing three directmandates. Indeed, itperformed so badlyas to rendera “Red-Red-Green”
coalition of SPD, Die Linke and Greens unviable.

Traffic-light coalition of incremental reform still most likely outcome

While both of the two establishment parties have said thatthey wantto form the next government, onlythe SPD would
appearto have acredible case.As well as having the largestshare ofthe vote, it also has by some margin the mostpopular
candidate for Chancellorin the shape ofthe centrist Olaf Scholz, a marked contrastto the hapless Armin Laschetofthe
CDU/CSU. Nevertheless, notleastgiven the unviability of the Red-Red-Green combination, the Greens and FDP will have a
strong position in the imminent coalition negotiations, able to play the two main parties againsteach other. Given the startling
decline in the vote share ofthe CDU/CSU, however, it would seem extraordinaryifit managed to scrape backinto office this
time around via a “Jamaica” alliance. Indeed, senior members of both parts of the centre-right Union have questionedtheir
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legitimacyto govern following this result. So, we still see a Traffic-Light coalition of SPD, Greens and FDP as mostlikelyto
emerge as the next government, albeit perhaps notbefore next year. And while thatmightappearto repres enta significant
shiftafter 16 years of Merkel, given the influence ofthe FDP —whose leader Christian Lindner will wantto demand a
prominenteconomic portfolio in anynew coalition — we still expect any reforms to emerge from the next governmentto be
incremental ratherradical. Thatmightrule outsignificanttaxrises. However, it need notpreclude a significantincrease in
publicinvestmentto fund green projects, although such activitywould seem more likelyto end up off balance sheet.

Loans to NFCs still rising, but at a softer pace

While recentsurveys pointto a loss of vigourin the economicrecovery, today’'s ECB monetarydata were also a touch softer
than of late, albeitremainingbroadly consistentwith ongoingeconomic growth. Encouragingly, the netflow of longer-dated
loans was positive for an eighth successive month, albeitweakerthan in recentmonths. Indeed, netnew lending with a
maturity of more than five years slowed to €4.6bn in Augustfrom an average of €22bnin the first seven months ofthe year.
And so the annual growth in the stock of such loans eased 0.4pptto a still-elevated 6.8%Y/Y. There was also a modest
resumption in the netflow of loans with a maturityof up to 1 year, of €1.8bnin August. Nevertheless, having fallen bya
cumulative €62bn in the previous three months when the surge in loans a year earlier rolled offbalance sheets, the stock of
such loans was still down 10.9%Y/Y. So overall, the net flow of new loans to NFCs reached €13bn in August, the mostsince
March and a touch firmerthan the average in the five years before the pandemic. This notwithstanding, the annual growthin
the stock of loans to NFCs slowed a further 0.2pptto 1.5%Y/Y, the softestpace since April 2016. Among the member states,
the increase in lending lastmonth was solelydriven by Germany, with net flows inlending to NFCs in France, Italy and Spain
negative.

Consumer credit flatlining as households increase their deposits

Banklending to households remained solid in August, with the net flow moderating €8bn to €20bn, still above the pre -
pandemictrend,toleave the annual growth rate steadyat 4.2%Y/Y. But this was again underpinned bylending for house
purchases, which was up a further€20bn in August, to leave the annual rate in the stock of suchloans up 0.1pptto 5.8%Y/Y,
the highestsince April 2008. In contrast, despite increased opportunities to spend, households took no additional consumer
creditlastmonth, to leave the annual growth of such loans atzero. Instead, households continued to accumulate bank
deposits in August (€51bn), atalmostdouble the average pace seenin the previous four months and more than twice the
pre-pandemic norm. So, while the monthlyincrease was lowerthan thatseenin the early stages ofthe pandemic, this left
household deposits atalmost€8.0trn in August. Thatis roughly€450bn more than would have been accumulated under the
pre-pandemictrend, equatingto excess saving worth more than 7% of annual household consumption. Deposits placed by
NFCs also continued torise atan above-average rate (€23bn) to €3.134trn.

The coming two days in the euro area

Following arelatively quietday data-wise tomomrow, with just German and French consumer confidence surveys due to be
published, Wednesdaywill bring the European Commission’s comprehensive sentimentsurveyresults. In line with last
week’s flash PMIs, these will likelyshow thatsupplyconstraints are weighing further on business sentiment, with the
headline Economic SentimentIndicator expected to have edged lowerin September for the second successive month, albeit
remainingcloseto July's series high of119.0. In contrast, the consumer confidence indexis expected to confirm the surprise
increase to a three-month high reported in the preliminaryestimate. Meanwhile, the survey’s indices of price expectations of
consumers, retailers and industrial firms, are likelyto remain elevated as the surge in energyprices and persistentsupply
shortages pushcosts higher. We will also getthe firstestimate of national CPI data for Septemberwith Spanish CPI
numbers to be published on Wednesday. Market consensus sees the EU-harmonised CPI measure rising 0.3pptto 3.6%Y/Y
in September, the highestlevel in thirteen years. Aside from the data, focus will also be onthe ECB’s two-daySintra
monetarypolicyforum, which gets underwaytomorrow. Mostnotable will be the concluding policy panel on Wednesday,
which features the heads ofthe Fed, BoE and BoJ as well as the ECB.
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The coming two days in the UK

After a quietstart to the week for UK economic data, Wednesdaywill bring the release ofthe BoE’s lending data for August.
Coinciding with the tapering ofthe government's stamp dutyholiday, July broughtonlythe second netmortgage repayment
in the pastdecade, while the number of mortgage approvals —an indicator of future borrowing — similarlyfell back to the
lowestsince July2020. Wednesday's release ofthe BRC shop price indexfor September will be watched for anysigns of
upwards price pressures on the High Street.

The nextedition of the Euro wrap-up will be published on 29" September 2021

European calendar

Today’s results

Economic data
Country Release Period Actual Markgt consensus/ Previous Revised
Daiwa forecast
Euro area _ M3 money supply Y/Y % Aug 7.9 7.8 7.6 -
Spain : PPI YIY % Aug 18.0 - 15.3 15.6
Auctions
Country Auction
- Nothing to report -

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data

county BST Release e e

Germany M 07.00 GfK consumer confidence Oct -1.5 -1.2

France || B 07.45 Consumer confidence Sep 100 99
UK E$2 - Nationwide house price index* M/M% (Y/Y %) Sep 0.6 (10.7) 2.1 (11.0)

) ]

Auctions and events
Euro area [Jlf@J13.00 ECB President Lagarde gives introductory speech at ECB Forum on Central Banking

B8l 13.30 ECB Vice Present de Guindos and board members Panetta and Schnabel each chair a session at the Forum

UK  E§5810.00 Auction: £2bn of 1%9% 2051 bonds
*Approximate date of release. Source: Bloomberg and Daiwa Capital Markets Europe Ltd.
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Wednesday’s releases

Economic data

county BST Release it
Euro area _ 10.00 European Commission’s economic confidence Sep 117.0 117.5
_ 10.00 European Commission’s final consumer confidence Sep -4.0 -5.3
BEY 10.00 European Commission’s industrial (services) confidence Sep 12.5 (16.4) 13.7 (16.8)
italy  JJ] J09.00 PPI Y/Y% Aug - 12.3
Spain =08.00 Preliminary CPI (EU-harmonised CPI) Y/Y % Sep 3.5(3.6) 3.3(3.3)
UK  E§5£00.01 BRC shop price index Y/Y% Sep - -0.8
E{:—EOQGO Net consumer credit £bn (Y/Y %) Aug 0.3 (-) 0.0 (-2.7)
E5§5809.30 Net mortgage lending £bn (mortgage approv als ‘000s) Aug 3.5 (73.0) -1.4 (75.2)
E5§55809.30 M4 money supply Y/Y% Aug - 6.0

Auctions and events

Euro area [Jiiif@13.00 ECB Vice President de Guindos and board members Elderson and Lane each chair a session at the Forum
) 16.45 US, UK, Japan and Euro area Central Bank Governors on policy panel discussion at ECB Forum on Central Banking
Germany W 10.30 Auction: €4bn of 0% 2031 bonds
italy [ J§10.00 Auction: €2.5bn of 0.95% 2031 bonds

[l J10.00 Auction: €1.75bn of 2026 floating bonds
Source: Bloonberg and Daiwa Capital Markets Europe Ltd.
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