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Euro area

Industrial production drops to six-month low on supply challenges

With supplyconstraints acting as a brake, euro area industrial production (excluding construction) dropped 1.6%M/Min
Augustto a six-month low. Given the fall of 4.1%M/M in Germany, where bottlenecks appear mostacute, the declinein the
euro area as a whole was inevitable. And while France (up for a third successive month and by 1.0%M/M) provided some
offset,and productionin Italy and Spain was little changed from July, the Netherlands (down 3.1%MM) and Ireland
(-2.8%M/M) also weighed significantly. The fallin manufacturing outputin Augustwas larger, at 2.0%MM, and also left it at
the lowestlevel since February. However, the average level for the first two months of Q3 was up 0.4% from Q2. And,
looking through the month-to-month volatility, the trend arguablyremains broadlysideways.

Autos production down for ninth successive month, but restraints on growth widespread

Among the various sub-sectors, autos production remains especiallyhard-hitby the shortage of semiconductors, falling fora
ninth successive month and by17.2%MM, the mostofthis losing streak. Indeed, the level of motor vehicle outputdropped
to the lowestsince the firstwave of pandemicin May 2020, down more than 42% from November’s pandemic peak and
barely more than halfthe pre-pandemiclevel. In addition, with outputof machineryand equipmentdown 3.3%M/M, overall
capital goods production fell 3.9% MM to the lowestlevel since September, 5.8% below the pre-pandemiclevel and more
than 10% below the pre-pandemic peak. Moreover, every other major categoryof manufacturing outputfell in Augusttoo,
with intermediate goods down 1.5%M/Mto a six-month low and consumer durables down 3.4%MMto a five-month low. With
surveys suggesting thatdifficulties sourcingraw materials and intermediate items continue to bind across a wide range of
sub-sectors, energyprice hikes increasingly problematic for power-intensive sectors, and new orders growth having slowed,
the near-term outlook for production is likelyto remain challenging. The broad sideways move ofrecentmonths risks
ewvolving into a clear downtrend towards year-end.

The coming two days in the euro area

After final German inflation for September todayconfirmed that the headline measure (on the EU-harmonised measure) rose
to a series high of4.1%Y/Y, the equivalentreleases from Spain, France and ltaly are due on Thursdayand Friday
respectively. The preliminaryestimates showed headline Spanish CPlrising 0.7pptto 4.0%Y/Y, principallyreflecting higher
electricity prices. The upwards shiftin the preliminary French CPI rate was more moderate, by0.3pptto 2.7%Y/Y,
nevertheless still a near-decade high, while Italian CPlrose 0.5pptto 3.0%Y/Y, the highestsince September2012. Thursday
will also see Eurostat publish the latestquarterlylabour force survey, which among other things will provide an update on
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spare capacityin the labour marketbackin Q2. Euro area trade figures for Augustand car registration numbers for
Septemberare also due on Friday.

UK

UK GDP continued to narrow gap with the pre-pandemic level in August

Broadly aligning with expectations, today's UK GDP data showed a further narrowing ofthe gap with the pre-pandemiclevel
of output. But given that Augustwas largelyfree of pandemic restrictions, and in contrastto yesterday's strong labour market
data, today’s reportwas arguablya litle underwhelming, with economic activity rising just0.4%M/M after a revised
contraction of 0.1%MM in July to suggestaloss ofvigour over the summer. Overall, GDP was still 0.8% below the pre-
pandemiclevel in August. Nevertheless, given the profile over priormonths, the average level of GDP in July and August
was 1.3% above the Q2 average, suggesting a rate of growth that was still clearlyabove-potential over the third quarteras a
whole.

Services boosted by staycations in the summer

Within the detail, despite further easing of restrictions, services activitygrew just0.3% MM in August, to be still 0.6% below
the pre-Covid level. There was again significantvariation in performance betweensub-sectors, although 11 outof 14
reported growth. Accommodation and food services (10.3%MM) almostfullyaccounted for monthlygrowth in services in
August, to be trending in the firsttwo months of Q3 some 28% above the Q2 average. And while we mightexpectsome
payback in September, strikinglythe level in Augustwas more than 2%:% higher than the pre-pandemiclevel. There were
also strong rebounds in arts and entertainment (24.7%MM) and sports and am usement park activities (4.0%MM), with the
latter supported notleastby the startof the football season and increased staycations this year. But while travel agencies
similarlyreported vigorous growth (47.9%MM), activity was still some 60% lower than the pre-pandemic level, with air
transportdown 75% on an equivalentbasis. Meanwhile, healthcare continued to contractas doctor visits, vaccinations and
testand trace activity fell, as did retail and wholesale trade. Overall, the level of consumer-facing services was still more than
4'5% below the pre-pandemiclevel, while other services were up almost 2% relative to that benchmark.

Supply constraints still impacting output

In the other main sectors, manufacturing outputwas a touch firmer than expected, with growth of 0.5%MM in August driven
by a surprising acceleration in the autos sector (6.6%M/M). But given the supplybottlenecks in the industry, auto production
was still down by 14%:% from February 2021 and almostone fifth lower than the pre-pandemiclevel, with overall
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manufacturing still roughly272% lower than in February 2020 too. Despite the rebound in manufacturing, exports of UK
goods were weakin August,down more than 4%M/M, to leave them 11%2% lower than May’s peak. Services exports also
remained subdued, rising just0.9%M/M to leave them stillalmost 14% below the pre-pandemiclevel. So, overall export
volumes were trending in Julyand Augustsome 2% lower than the Q2 average. Construction outputalso continued to
disappointin August, down for the third month outof the past four as firms struggled to meetdemand in the face of rising
inputcosts and supplyshortages, to leave it 1.4% lowerthan pre-pandemiclevel and trending 1.3% lower than the average
in Q2.

Downside risks to near-term demand remain to the fore

Overall, given the revisions to the national accounts announced atthe end of lastmonth, there appears to be considerably
less sparecapacityin the economythan previouslyestimated bythe BoE. But unlike the labour marketfigures, today’s GDP
data did notshake the impression of a levelling off of economic momentum in the middle ofthe summer despite the
relaxation of restrictions. And given the termination ofthe government’s job supportschemes, the cut in Universal Credit
payments, significantlyhigher household energybills from this month, and persistentsupplyconstraints in certain sectors,
the near-term outlook fordemand has deteriorated. A hike in Bank Rate as early as next month mightthus seemal little
hasty. However, when it reviews its assessmentof potential outputnext month, the BoE mightjudge thatdemandis
outstripping supplyto such an extent that a rate hike is required no matter what.

The coming two days in the UK

A relatively quietcouple of days for UK top-tier releases brings the release tomorrow ofthe RICS house price balance for
September. This is likelyto indicate another month of strong house prices, buta further moderation in the supplyofnew
houses and buyerenquiries as the government’s stamp dutyholidaydrew to a close. The BoE’s latestquarterlycredit
conditions surveyis also due. But given recent hawkish commentaryfrom several MPC members, likelyof mostinterest
tomorrow will be speeches bythe up-to-now dovish externals Tenreyro and Mann.

The nextedition of the Euro wrap-up will be published on 15 October 2021
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European calendar

Today’s results

Economic data
Country Release Period Actual Mg:s;;?gfeir:;y Previous Revised
Euro area n Industrial production M/M% (Y/Y %) Aug -1.6 (5.1) -1.7 (4.7) 1.5 (7.7) 1.4 (8.0)
Germany W Final CPI (EU-harmonised) Y/Y % Sep 4.1 (4.1) 4.1 (4.1) 3.9 (3.4) -
UK =4 Monthly GDP M/M% (3M/3M%) Aug 0.4 (2.9) 0.5 (3.0) 0.1 (3.6) 0.1 (4.2)
EE% Industrial production M/M% (Y/Y %) Aug 0.8 (3.7) - 1.2 (3.8) 0.3 (4.4)
=45 Manufacturing production MIM% (Y/Y %) Aug 0.5 (4.1) - 0.0 (6.0) -0.6 (6.1)
B index of services M/M% (3M/3M%) Aug 0.3 (3.7) 0.6 (3.8) 0.0 (4.5) -0.1(5.2)
EJ5 cConstruction output MIM% (Y/Y %) Aug  -0.2 (10.1) 0.4 (5.7) -1.6 (8.6) -1.0 (13.1)
B Goods trade balance £bn Aug -14.9 -12.0 -12.7 -14.1
Auctions
Country Auction
Germany W sold €816mn of 0% 2052 bonds at an av erage yield of 0.35%
italy [l Bl sold €2bn of 0.5% 2028 bonds at an average yield of 0.48%
[l B sold €3bn of 0% 2024 bonds at an average yield of -0.19%
ll B sold €1.5bn of 1.7% 2051 bonds at an average yield of 1.82%
UK = sold £500mn of 0.125% 2051 index-linked bonds at an average yield of -2.261%

Source: Bloonberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data

Period Previous
Country BST Release Mark_et consensus/
Daiwa forecast
UK 45 00.01 RICS house price balance % Sep 70 73
Spain  ME o 08.00 Final CPI (EU-harmonised CPI) Y/Y% Sep 4.0 (4.0 3.3(3.3)

Auctions and events
Euro area [l 10.00 Eurostat publishes labour force survey for Q2

UK 5 09.30 BoE publishes bank liabilities/credit conditions survey
5 11.10 BoE’s Tenreyro speaks gives a speech “Dominant currency and the impact of monetary policy”

EJ5 15.40 BoE's Mann gives aspeech “Coping with the legacy of the Covid-19 crisis”
Source: Bloonmberg and Daiwa Capital Markets Europe Ltd.

Friday’s releases

Economic data
Country BST Release Period MIaDrk_et consensus/ Previous
Daiwa forecast
Euro area _ 07.00 EU27 new car registrations Y/Y % Sep - -19.1
B8 10.00 Trade balance €bn Aug 14.2 13.4
France [l W 07.45 Final CPI (EU-harmonised) Y/Y % Sep 2.1(2.7) 1.9 (2.4)
Italy B B 07.45 Final CPI (EU-harmonised) Y/Y % Sep 2.6 (3.0) 2.0 (2.5)
Auctions and events
- Nothing scheduled -

Source: Bloonberg and Daiwa Capital Markets Europe Ltd.
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