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Euro area

Lagarde tries (again) to push back on market rates e xpectations

In response to questions ather press conference on Thursday, ECB PresidentLagarde tried to push back on marketpricing
of ECB rate hikes from nextyear. Among otherthings, she suggested that, judging from the ECB’s currentprojections, the
preconditions for such tightening simplywere notlikely to be metin the timeframe expected bythe markets “noranytime
soon thereafter”. While such comments on market pricing by ECB officials were unusual, some observers judged her
comments to be half-hearted, and euro rates markets had continued to sell off. Nevertheless, in a speech todayin Lisbon,
Lagarde tried again. Restating thatthe medium-term inflation outlook remains subdued, she repeated a little more forcefully
that the conditions thatneed to be metbefore the ECB starts to raise rates “are very unlikelyto be satisfied nextyear”. She
reminded that“An undue tightening offinancing conditions is notdesirable ata time when purchasing power is alreadybeing
squeezed by higherenergyand fuel bills”. Moreover, having on Thursdaygiven the clearestindicationyet that the PEPP
programme will likelybe concluded atthe end of March, today Lagarde emphasised that “after the expected end of the
pandemic emergency, itwill still be importantthatmonetarypolicy — including the appropriate calibration ofassetpurchases
— supports the recoveryand the sustainable return ofinflation to our target of 2%”. So, we maintain our expectation ofan
increase in the volume and flexibility of regular APP net purchases from April nextyear to compensate forthe end of the
PEPP, and anticipate no ECB rate hike before late 2023 at the earliest. And investors todayappeared to be more convinced
by the ECB President’s comments as, unlike Thursday, euro area governmentbonds initiallygained on Lagarde’s remarks.

Euro area unemployment continues to fall

Turning to today's data, consistentwith ongoing economic recovery, the latestabour marketfigures reported another
sizeable drop in euro area unemploymentin September. Notleastreflecting the ongoing reopening ofthe services sector,
the number of people outof work fell a further 255k on the month, the mostsince Julyand the thirteenth consecutive decline.
This took the cumulative drop in euro area unemployment over the pastyear to more than 1.9mn and leftthe level now
almost170k below thatin December 2019 ahead ofthe pandemic. And this also leftthe euro area’s unemploymentrate
down 0.1pptto 7.4%, a seventeen-month low. Among the countrybreakdown, the drop in September was underpinned bya
substantial fall in France (-101k), as well as more modestdeclinesin Germany(-16k), ltaly (-27k) and Spain (-41k), with
Spain the only of the larger member states to still have unemployment considerablyhigher than the pre -pandemiclevel.
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Spanish employment further above pre-pandemic level

But there were furtherimprovements in Spain’s labour market conditions atthe start of the fourth quarter. According to the
Spanish Labour Ministry,unemployment (on a non-seasonallyadjusted basis) fell (-0.7k) for the firsttime in any October
since the startof the series in 1975. On a seasonallyadjusted basis, unemploymentfell 80k in October, taking the
cumulative decline since April to more than 660k. And this leftthe numberofpeople employed at19.7mn, a litle more than
180k above the pre-pandemiclevel. Of course, the number ofworkers outof workin the euro area would be higherin the
absence ofthe various national job supportschemes, mostofwhich remain in operation. The mostrecentfigures outof
Germanyshow thatin August 760k employees were still being supported on the government’s Kurzarbeit short-time work
scheme, down from 927k the previous month. In France, 480k had been in partial activity in Augustdown from 600k
previously. And in Spain, the number of furloughed workers on the government’s ERTE scheme fell almost 50k over the
month to 191k. The respective supportschemes are currentlydue to conclude atthe end of the year in Germany, France
and ltaly, and next Februaryin Spain.

Final manufacturing PMI flag ongoing supply disruption

Despite some modesttweaks to the numbers between the flash and final release, the underlying messagefrom yesterday's
euro area manufacturing PMlI survey — that output growth had moderated further while supply-side challenges continued to
intensify— was little changed. In particular, the outputindexwas unrevised at53.3 in October, down 2.4pts from September
and the weakestreading since July2020. While the rise in new orders was the softestsince January, manufacturers
continued to contend with supplyconstraints as shipping container availabilityre mained low and widespread shortages of
key materials and a lack of transportation led supplier deliverytimes to lengthen by the third moston the series. Againstthis
backdrop, price pressures continued to mount, with the inputand outputindices bothris ing to series highs. At the country
level, steep declinesin the outputPMIs were seenin Germany(-3.0pts to 51.2,a 16-month low), France (-5.1pts to 46.1, a
17-month low) and Spain (-2.8pts to 54.5,an 8-month low). In contrast, ltaly’s output PMI held up relatively well (down just
0.1ptto 59.5, albeitan 8-month low), while the equivalentindicators rose in the Netherlands and Ireland. Butacross all
member states, with supply-side challenges evident, the survey measures ofinputand output price pressures continued to
trend higher.
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Supply bottlenecks putting the brakes on carregistrations

The impactofthese supplybottlenecks continue to be mostacutelyevidentin the autos sector. According to the autos
association VDA, German car production fell for the fifth consecutive month in October and by a further 38%Y/Y despite the
low base a year ago. Indeed, compared with the average in the five years before the pandemic, productionin October was
down by almosthalf. So, in the firstten months 0f2021, auto outputwas down by 8%YTD/Y and by a whopping 38%
compared with the equivalentperiodin 2019. So, tallying with the weak registration figures from France (-30.2), Italy
(-35.7%Y/IY) and Spain (-20.5%Y/Y) published earlier this week, today's German sales numbers were similarlystriking. In
particular, German car registrations stood atjust 178k units in October, the weakestoutturn forany October since 1982 and
down 34.9% from October 2020 despite the low base a year earlier. While a survey published by the ifo institute today
suggested thatthe shortage of key inputs among German manufacturers has lessened slightlyfrom September, theystill
remained a keyfactor limiting production. Indeed, almost 90% of auto firms were still reporting difficulties procuring materials
lastmonth, with an ever greater share of electrical equipment manufacturers indicatingproblems. Moreover, businesses on
average expect these problems to persistforanother eightmonths, with an even longer forecastbacklog among auto
producers.

The day ahead in the euro area

After the flash euro area CP| estimate lastweek saw headline inflation jump to a joint-series high 4.1%Y/Y in October,
tomorrow’s PPlrelease will be watched foranysigns thatincreased energyand raw material costs are being increasingly
passed through to other categories along the producer chain. The final October services PMIs will also likely confirm record
highinputand outputprice gauges seenin the preliminaryrelease, while the flash euro area headline activityindexfell
2.6pts to 54.7, a six-month low. Perhaps of mostinterestin tomorrow’s release will be the first breakdown for the Italian and
Spanish PMIs, with Markit having previouslyeluded to a moderating expansion in the sectoramong the peripherycountries.
Turning to the manufacturing sector, Thursdaywill also bring German factoryorders for September, which are likelyto report
a modestbounce back following the more than 7%2% slump in August, while the turnover figure will be watched closelyfor
insightinto Friday’s IP data.

UK

Final services PMI revised even higher in October

Ahead of tomorrow’s BoE policyannouncements, today’s final UK services PMIs — which suggested an even greater
improvementin conditions in the sector atthe start of Q4 than initially implied — will have provided further supportto those in
favour of monetarytightening. In particular, the headline activityindex was upwardlyrevised by 1.1pts from the flash reading
to 59.1, leaving it 3.7pts higherthan Septemberand its highestsince Julywhen the final pandemic restrictions were relaxed .
This principallyreflected stronger demand, with the new business PMlaccelerating for the first time in five months, while the
new exports businessindicator rose toits highestsince June 2018 as international travel restrictions eased. While the
survey's employmentindexpointed to the second-fastestrise in workforce levels since mid-2014, firms in the sector
continued to flag ongoing recruitment challenges amid unusually high turnover due to rising wage competition. Indeed, with
around 60% of survey respondents indicating higher costburdens notleastfrom higher wage growth, operating expenses
increased atthe steepestrates since the surveybeganin July 1996. And prices charged were similarlyata series high.
Taken togetherwith the upwards revisionin the manufacturing surveyat the startof the week, the composite output PMI was
2 9pts higherin October at 57.8, a three-month high, with the new orders, employmentand prices indices all rising atthe
startof Q4.
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The day ahead in the UK

An eventful dayin the UKtomorrow will bring the BoE’s policyannouncements and updated economic forecasts atmidday.
While the policydecision from the MPC seems unlikelyto be unanimous, the BoE staff members ofthe Committee are all
likely to be on board for tighter policy. So, we think the majoritywill vote to raise rates by 15bps to 0.25%, with just three
external members (Tenreyro, Mann and Haskel) likelyto vote against. The MPC will also likelyvote to bring anend to its QE
programme one month early, thus reducing its assetpurchasetargetby £20bn to £875bn (of which £855bn would comprise
Gilts). Of course, the expected moves would merelyreverse the emergencysetting of policythat was introduced after the
intensification ofthe pandemic. So, the BoE’s forecasts, MPC policy statementand Bailey’s press conference should also be
watched for further signals on the near-term future path of policy and the conditions required to justifyadditional tightening.
We suspectthatthe BoE’s updated economic projections will implythat the expected tightening currentlypriced into money
markets, ofalmostfouradditional hikesin 2022, would be excessive, pushing inflationback below the 2.0%Y/Y target by the
end of the horizon.

On the datafront, tomorrow’s UK new car registrations figures for October are likely to remain extremelyweak as supply-

chaindisruptioncontinues to impactproduction. Persistentsupplybottlenecks are likelyto be the underlying message from
the construction PMI survey at the startof the fourth quartertoo.

European calendar

Today’s results

Economic data
Country Release Period Actual M"’g:s;:?grseir:;s, Previous Revised
Euro area n Unemploy ment rate % Sep 7.4 7.4 7.5 -
Germany W New car registrations Y/Y % Oct -38.0 - -25.7 -
italy | Bl Unemployment rate % Sep 9.2 9.3 9.3 -
Spain : Unemploy ment change 000s Oct -0.7 - -76.1 -
UK  E$5 Nationwide house price index MIM% (Y/Y %) Oct 0.7 (9.9) 0.3(9.2) 0.1 (10.0) 0.2 ()
B Final services (composite) PMI Oct  59.1 (57.8) 58.0 (56.8) 55.4 (54.9) -
Auctions
Country Auction
Germany WM sold €3.27bn of 0% 2026 bonds at an average yield of -0.5%
UK 5 sold £2.5bn of 0.5% 2029 bonds at an average yield of 0.887%

Source: Bloonmberg and Daiwa Capital Markets Europe Ltd.

Tuesday’s results

Economic data
Country Release Period Actual Megl;s;;?grseecr;ssl:s/ Previous Revised
Euro area [l Final manufacturing PMI Oct 58.3 58.5 58.6 -
Germany M Final manufacturing PMI Oct 57.8 58.2 58.4 -
France [] B Final manufacturing PMI Oct 53.6 53.5 55.0 -
itay | B Manufacturing PMI Oct 61.1 59.5 59.7 -
B B New car registrations Y/Y% Oct 35.7 - 32.7 -
Spain = Manuf acturing PMI Oct 57.4 58.0 58.1 -
= New car registrations Oct -20.5 - -15.7 -
Auctions
Country Auction
Germany WM sold €344mn of 2030 index-linked bonds at an average yield of -2.03%
M sold €274mn of 2033 index-linked bonds at an av erage yield of -1.857%
UK EEﬁ sold £3.0bn of 0.25% 2025 bonds at an av erage yield of 0.69%
= sold £1.25bn of 1.625% 2017 bonds at an av erage yield of 0.921%

Source: Bloonberg and Daiwa Capital Markets Europe Ltd.
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Tomorrow'’s releases

Economic data

Country GMT Release Period Mggs:ac?grsei':sl:y Previous
Euro area _ 09.00 Final services (composite) PMI Oct 54.7 (54.3) 56.4 (56.2)
B8 10.00 PPI M/IM% (Y/Y %) Sep - (15.2) 1.1 (12.4)
Germany M 07.00 Factory orders M/M% (Y/Y %) Sep 0.4 (7.5) -7.7 (11.7)
M 08.55 Final services (composite) PMI Oct 52.4 (52.0) 56.2 (55.5)
France [] B 08.50 Final services (composite) PMI Oct 56.6 (54.7) 56.2 (55.3)
Italy B B 08.45 Services (composite) PMI Oct 54.5 (55.8) 55.5 (56.6)
Spain : 08.15 Services (composite) PMI Oct 56.0 (56.2) 56.9 (57.0)

UK E5 09.00 New car registrations Y/Y % Oct - -34.4

EJ5 09.30 Construction PMI Oct 52.0 52.6

E§5 12.00 BoE Bank Rate % Nov 0.25 0.10

EJ5 12.00 BoE Gilt purchase target £bn Nov 855 875

5 12.00 BoE Corporate bond target £bn Nov 20 20

Auctions and events

Euro area 13.00 ECB President Lagarde speaks at ECB-CEPR Women in Economics Conference
18.15 ECB Executive Board member Schnabel speaks at ECB-CEPR Women in Economics Conference
09.50 Auction: 0% 2031 bonds

09.50 Auction: 1.75% 2039 bonds

France

09.50 Auction: 0.75% 2053 bonds
Spain 09.30 Auction: 0% 2028 bonds
09.30 Auction: 0.5% 2031 bonds

09.30 Auction: 1% 2031 index-linked bonds

UK 12.00 BoE publishes monetary policy statement, minutes and Monetary Policy Report

12.30 BoE Gov ernor Bailey holds press conference
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Source: Bloorrberg and Daiwa Capital Markets Europe Ltd.
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