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e Bunds made modestlosses despite a sharp fall in German factoryorders Daily bond market movements

and softer-than-expected euro area retail sales data. Sl Y ERETTET

: . . BKO 009723 0.705 +0.002

e Gilts made losses atthe shortend of the curve while a UK construction OBL 0 10/26 0.553 +0.004
survey signalledongoing supplychallenges in the sector. DBR 0 08/31 0184 +0.005

e Thursdaywill bring data for German IP and French goods trade as well as URT 07, 01727 0765 0007
the accountofthe ECB’s September monetarypolicymeeting. UKT 0% 10/26 0.688 +0.010
UKT 0v,07/31 1.076 -0.006

*Change from close as at4:30pm BST.
Source: Bloomberg

Euro area

Retail sales trending broadly sideways in Q3, headwinds growing

With growth alreadyhaving been recorded in Germanyin August, retail sales in the euro area had been expected to rebound
that month following a drop of2.6%M/M at the startof Q3. However, the increase was disappointing atjust0.3%MM, which
left the average level of sales overthe first two months of the quarter little differentto that in Q2. So, with car sales hitby
supplyshortages, spending on goods appears to have fallen back over the summer. While the level of retail sales in August
was also unchanged from a year earlier,however, it was still s ome 3.1% above the pre-pandemiclevel in February2020 and
arguablyclose to the pre-pandemictrend. The weakness in Augustreflected food sales, which dropped for the fifth
successive month and by 1.7%MM, the mostofthis losing streak, to move back below the pre-pandemiclevel. That,
however, likely reflects the greater opportunityfor households to spend on consumer-facing services, notleasteating out. In
contrast, non-food non-fuel salesrose 1.8%MMto be a marked 6.6% above the pre-pandemiclevel. That, however, was
insufficientto reverse the steep drop of 4.2%MM in such ‘core’ sales atthe start of the quarter. Looking ahead, headwinds to
spending on goods appear to be rising. Opportunities for spending on consumer services continue torise. As alreadyseen in
the auto market, supplyshortages riskimpedingthe availability of a wider setof goods. And rising prices of household
energy and petrol risk eroding real disposable incomes, and thus crowding outdiscretionaryspending on otheritems. So,
retail sales mightdo well to extend the sideways trend towards yearend and into 2022.

German factory orders slump

Contrasting with yesterday’s broadlyupbeat French IP figures butaligning with downbeat car production numbers, today's
German factory orders and turnover data were extremelyweak. In particular, orders were down a whopping 7.7% MM in
August, the largestmonthlydrop since April 2020. Admittedly, this followed significantupward revisions to growth in June
(4.6%MM) and July (4.9%MM), therefore leaving total orders in Auguststill more than 11%2% higherthan a year earlierand
82% higherthan the pre-pandemiclevel. However, the strength in June and July had been principallythanks to one-off
majororders (i.e. aircraft, ships, trains etc). Excluding such items, orders were up just1.8% MM and 0.3% MM res pectively
in those months. And the drop in Auguston this basis was still significant (-5.1%MM). So, while orders excluding large items
were still roughly4'2% higherthan the pre-pandemiclevel in August, they were also down a steep 772% from April, with
underlying orders trending in Q3 almost2%2% below than Q2 average. The data thus broadlytally with the loss of momentum
in orders reported in the recentifo and PMI surveys.
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Supply bottlenecks take toll on demand for German autos

Within the detail, the weakness reflected a drop in orders placed both domestically (-5.2%MM) and overseas (-9.5%MM),
with a decline of more than 15%M/M from countries outsidethe euro area. The weakness was mostacute in the autos
sector, with orders down 12%MMto be more than 20% below April’s peak, as persistentsupplybottienecks appeared to
take its toll on demand. In addition, orders for metals were also down byalmost 10%M/M. Overall, incoming orders for
capital goods fell 11.1%MM, while the declines in orders forintermediate and consumer goods were more modestat
2.8%MM and 2.7%M/M respectively. The level of orders in mostsubsectors remains considerably higher than the pre-
pandemiclevel, suggesting thatas and when supplychain disruption eventuallyeases, manufacturing production should
rebound. For now, however, today’'s manufacturing turnover data —which typically offer an insightinto production for the
same month —suggested a particularlyweak outturn in August. Indeed, the slump of5.9%M/M was the largestsince April
2020, to leave turnover more than 10% lower than the pre-pandemic level. While lastmonth’s increase in turnover
(1.9%M/M) outpaced production (1.0%M/M), today’s data certainly suggest thatthere are significantdownside risks to
tomorrow’s IP release, with the decline in Augustlikelyto be considerablylargerthan the currentBloomberg consensus
forecastof -2%MM.

Spanish IP softer than expected, despite pick up in autos output

Spanish industrial production also came in below expectations in August, with outputfalling 0.3% MM, the third consecutive
monthlydrop. So, having risen above the pre-pandemiclevel in May, output in Augustwas now 1% lower than in February
2020.The weakness in partreflected a near-20% drop in manufacturing of pharmaceuticals, to leave it 16% below the pre-
pandemiclevel. So,despite a rebound in clothing production (34%M/M), production of consumer goods fell by 172% MM, the
third monthlydecline outof the pastfour. Production ofintermediate goods was also down 1%MM. Like in France, there was
a surprising increase in production of autos forthe second successive month,and bya sizeable 10.8%M/M to its highest
level since March, albeitstill a touch more than 13% below the pre-pandemiclevel. And overall, capital goods outputrose
more than 3%M/M in Augustto its highestlevel since January. Contrasting with France, butsimilarto Germany,
manufacturing outputin Spain is currentlytrending lowerin Q3 compared with Q2, by around 1%:%.

Supply bottlenecks a restraint on construction activity too

According to the Markit construction PMIs, activity in the sector stabilised lastmonth following two consecutive months of
decline.Indeed, the headline euro area construction PMirose 0.5ptto 50.0, suggesting thatoverall outputwas unchanged in
September, with supplyconstraints related to shortages of raw materials acting as a brake on growth d espite reports of
strongerdemand. The surveydetail suggested thathouse-building work remained the principal source of growth fora
seventh successive month (the respective PMI eased modestlyto 52.6), while commercial construction work fell only
marginally (49.8). But civil engineering work continued to decline ata relatively marked pace (45.2). September surveydata
pointed to a further expansion in home building activity across the eurozone, stretching the currentperiod of growth to seve n
months. Atthe country level, growth was again centred on Italy, where the pace of expansion nevertheless slowed from the
priormonth’s series high butnew orders growth was strong. Elsewhere, French construction firms reported a slowingin the
pace of decline thanks to a reboundin home building. And German firms in the sector also signalled ongoing contraction ata
slightlysofter pace. But new orders reportedlycontinued to decline in each ofthe two largestmember states. Global supply
challenges continued to fuel rapid increases in input costs, even though the respective PMI (83.9) was the lowestin six
months. And the survey results also suggested thatsupplier deliverytimes continued to lengthen while subcontractor
availabilityand quality continued to diminish amid an acceleration of subcontractor rates. So, supply-side bottlenecks look
setto remain a constrainton growth in the construction sector fora while yet.

Germany: Manufacturing turnover, orders & output ~ Spain: Manufacturing output
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The day ahead in the euro area

A key focus tomorrow will be the aforementioned German industrial production release, which is likelyto show that outputfell
significantlyin August, likely by the mostsince April 2020 and marking the fifth monthlydecline outofthe pastseven.
Thursdaywill also bring the ECB accountfrom September’s monetarypolicymeeting, when the Governing Council signalled
that it expected to conductits net PEPP purchases ata “moderatelylower pace” this quarter. In addition, ECB Chief
EconomistLane will participate in a panel discussion on “The ECB strategy— the 2021 review and its future” and Executive
Board member Schnabel will give the opening speechata joint ECB-Cleveland Fed conference on the drivers and
dynamics ofinflation.

UK
Construction PMI flags ongoing supply-side disruption

Contrasting with the euro area’s sunvey, today’s UK construction PMIs remained broadly consistentwith ongoing expansion
in the sector at the end of the third quarter. Nevertheless, the indicators pointed to persistentchallenges from supply-side
disruption, which led to a further notable slowdown in the recovery in September. Indeed, the headline activityindexdropped
a further 2.6pts to 52.6, its lowestreading since Januaryand more than 13'zpts lowerthan June’s peak, with aloss of
momentum reported in each ofthe civil engineering, commercial and housing sub-sectors, the latter of which was the
weakestsince June 2020. Activity remained disrupted by a severe lack of materials as supplier deliverytimes continued to
lengthen (albeitreportedlyto a lesserextentthan earlierinthe summer), and a shortage of staff, with the availability of
subcontractors close to survey lows. Butfirms also flagged slowingdemand last month, with the new orders PMI down a
sizeable 6.1pts t0 52.3, the weakestsince January. Againstthis backdrop, firms continue to face significantcostpressures,
with almost80% ofthose surveyed reporting arise in their costburdens, associated with supplyshortages, higher transport
costs and subcontractor payrates at a survey high. Indeed, while down from the record in July, the inputprice PMI was still
extremely highat 91.5.

The day ahead in the UK

Another relatively quietday in the UK tomorrow brings justunitlabour costs data for Q2.
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Economic data

Market consensus/

Country Release Period Actual Daiwa forecast Previous Revised
Euro area [l Construction PMI Sep 50.0 - 49.5 -
BB Retail sales MIM% (Y/Y %) Aug 0.3 (0.0) 0.8 (0.4) -2.3(3.1) 2.6 (1)
Germany [ Factory orders M/M% (Y/Y %) Aug  -7.7 (11.7) -2.2 (16.4) 3.4 (24.4) 4.9 (26.1)
M Construction PMI Sep 47.1 - 44.6 -
France [] I Construction PMI Sep 48.9 - 44.9 -
itay | Bl Construction PMI Sep 56.6 - 65.2 N
Spain = Industrial production M/M% (Y /Y %) Aug -0.3 (1.8) 0.9 (3.5) -1.1 (3.4) - (3.3)
UK 5§58 Construction PMI Sep 52.6 54.0 55.2 -
Auctions
Country Auction

Germany WM sold €3.24bn of 0% 2026 bonds at an average yield of -0.54%

UK =455 sold £2.5bn of 0.5% 2029 bonds at an average yield of 0.948%

Source: Bloonmberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data

Country BST Release Period Mﬁ;ﬁ;;?gfeirif/ Previous

Germany WM 07.00 Industrial production M/M% (Y/Y %) Aug -0.5 (5.0) 1.0 (5.7)

France [J] J07.45 Trade balance €bn Aug - -7.0
italy ] J09.00 Retail sales M/M% (Y/Y %) Aug 0.5 (2.0) -0.4 (6.7)
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ECB Chief Economist Lane participates in discussion on The ECB Strategy : the 2021 review and its future

Publication of the account of the ECB’s monetary policy meeting held on 8-9" September

ECB Board Members Lane and Schnabel speak at joint ECB/Cleveland Fed conference on Inflation: Drivers and Dy namics

Auction: 2.5% 2030 bonds
Auction: 0% 2031 bonds
Auction: 0.75% 2053 bonds
Auction: 1.75% 2066 bonds
Auction: 0% 2028 bonds
Auction: 0.5% 2031 bonds

Auction: 2.7% 2048 bonds

Auction: 0.7% 2033 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

This research report is produced by Daiwa Securities Co. Ltd., and/or its affiliates and is distributed by Daiwa Capital Markets Europe Limited. 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 MiFID 2 Professional (or equivalent) Clients and should not therefore be distributed to such Retail Clients. 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 affor ded 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 awidance of conflicts of interest. Our conflict management policyis available at
hitp://www.uk daiwacm.com/about-us/corporate-g overnance-regulatory. Regulatory disclosures of investment banking relationships are available at
https://daiwa3.bluematrix.convsellside/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://lzone.daiwa.co.jp/l-zone/disclaimer/creditratings.pdf
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