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e Ahead ofthe Fed and ECB policy announcements, Bunds made very Daily bond market movements
modestlosses on a quietday for economic news in the euro area. I ET CHETES
e Gilts made largerlosses atthe shortend of the curve as UK inflation BKOO 12723 0.694 +0.007
: : i OBL 0 10/26 -0.590 +0.010
surprised on the upside yetagain. DBR 0 08/31 0.366 +0.007
e Thursdaywill see the ECB its plans forassetpurchasesin the New Year URT 07, 01727 0758 0035
and the BoE decide whetherornotto hike Bank Rate, while the December UKT 0% 10/26 0.572 +0.018
flash PMIs are also due. UKT 0%07/31 0.727 +0.006

*Change from close as at4:00pm GMT.
Source: Bloomberg

UK

Further upside surprise to inflation maintains uncertainty about tomorrow’s MPC decision

Following yesterday's mixed bag oflabour market data, which reported solid job creation butmoderating wage growth,
today's UK inflation figures were stronger than anticipated in every res pect, maintaining the possibility of a hike in Bank Rate
tomorrow despite the spread of Omicron. However, the rise in inflation also underscores the factthat real labourincomes are
now falling, which will weigh on demand over coming months. And with consumer-facing senices setfor another challenging
festive season amid tighter pandemicrestrictions and the highestnumber of new coronavirus cases sincelastwinter,on
balance, we maintain ourview thatthe MPC will wait until updated projections are available in Februarybefore raisingrates
for the firsttime this cycle. Of course, given the mismatch between priorcommunication and subsequentpolicyaction atthe
November MPC meeting, nothing can be taken for granted abouttomorrow’s BoE rate announcement.

Annual CPI rate up to decade high driven by petrol and second-hand cars

Strikingly, headline CPlinflation rose 0.9pptin Novemberto 5.1%Y/Y, 0.3ppt above the consensus forecastand well above
the BoE’s forecastof4'2%Y/Y at the time of lastmonth’s MPC decision. This took the cumulative rise in inflation over the
pasttwo months to 2ppts. While in October regulated prices ofhousehold electricityand gas were the main driver, in
Novembertransportitems made the largest contribution, rising 2.6ppts to 12.5%Y/Y to accountfor more than one third of the
risein CPlinflation. In part, that reflected higher price s of petrol, inflation of which accelerated 7ppts t0 29.5%Y/Y againstthe
backdrop of elevated global oil prices. Butgiven the hitto new car production amid global supplybottlenecks, second -hand
car prices alsorose again, to be up more than 30% since April and make their largestcontribution on the series.

Broad-basedrise in inflation still in part reflects shifts in pricing due to the pandemic

While transportprices made the largest contribution, s everal otheritems —goods and services alike — also added to inflation
in Novemberto give the impressionofbroad-based pressures. However,in manycases these reflected areturn to more
normal seasonal price patterns following unusual pricing in 2020 amid lockdowns. So, while cost pressures undeniably
remain strong —today’s producer price data alsoexceeded expectations with the output PPI rate up 0.5ppt to 9.1%Y/Y and
inputPPl up 0.6pptto 14.3%Y/Y — the BoE cannotyet conclude thatwe are seeing second-round effects from high inflation.
For example, while inflation of clothing and footwear leaptalmost4ppts in Novemberto 3.5%Y/Y, the highestsince 2018,
that reflected a more regularincrease this November after prices were discounted a year earlier as Covid-19 tookits toll. But
with prices of furniture and other household items also higher, non-energyindustrial goods inflation jumped morethan 1.0ppt
to a decades-high 4.7%Y/Y. In addition, inflation of food and drink also rose significantlyin part reflecting base effects while
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tobacco prices picked up due to the rise in duty in the government’s Autumn Budget. Jointly, food, beverages and tobacco
jointly added about Vapptto the increase in CPlinflation lastmonth. And due to higherinflation in recreation and culture —
manyprices of which simplyweren’tavailable a yearago and hence had been imputed bythe statisticians —services
inflation ticked higher, to 3.4%Y/Y, the highestsince 2013, despite a drop backin the componentforrestaurants and hotels.

Inflation to remain above BoE target in 2022, but probably fall below 2%throughout 2023

Looking ahead, the new wave of Covid-19 raises even more uncertaintyaboutthe near-term inflation outlook. With oil prices
well down from October’s highs, prices of petrol atthe pump are also now moving away from their peak. And prices of
consumer-facing services and clothing mightwell fall back in response to softerdemand. However, pressures on wholesale
gas prices meanthathousehold energyprices are bound to rise significantlyfurther in April. And renewed disruption to global
supplychains could mean thatprice pressures in non-energyindustrial goods persistfor longer than previouslyanticipated.
So, we think that headline inflation has a little further to rise, probably to 5%2%Y/Y or above by April. And the declinein
inflation from May 2022 will likelyinitiallybe gradual so thatthe annual CPIrate will remain above 2%Y/Y a year from now.
However, with wage growth expected to moderate further, we also predictheadline inflation eventuallyto fall below the BoE'’s
target and stay therein 2023 as energyprices and arebound in global goods supply contribute negatively.

Case for BoE tightening less compelling this month than last

The aforementioned BoE rate decision will be the main focus on Thursday. Despite today’s big upside surprise to inflation in
November, and evidence of continued firm job growth following the end ofthe government’s furlough scheme, the case for
tightening policyis now less convincing than in Novemberwhen the MPC voted 7-2 againsta modestfirst 15bps hike in
Bank Rate to 0.25%. While it will likely again signal thatrates are probablygoing to have to rise in due course to ensure that
the 2% inflation targetis metat the end of the policy horizon, the MPC will be mindful ofthe fact that economic output
continued to slow ahead ofthe new wave of Covid-19, with GDP up a much weaker-than-expected 0.1%MMin October. The
government’s decisionlastWednesdayto tighten pandemic restrictions byimplementingits Plan B — including encouraging
working from home wherever possible, and limiting access to nightclubs and large gatherings to the vaccinated — is highly
likely to weigh on demand for consumer-facing services over the all-important festive season. And while the government’s
Recovery Loan Scheme will supportfinance for SMEs affected by the new rules, there will be no job furlough scheme to
supportemployee incomes. So, consumer and business confidence will likelybe adverselyimpacted. With the BoE also
traditionallyreluctantto hike rates ahead of Christmas for fear of being portrayed as Scrooge, we therefore expect the
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majorityof MPC members again to vote to leave rates unchanged. Instead of moving this month, the Committee will
probablyawaitupdated economic projections in Februarybefore nudging Bank Rate up t0 0.25%. As has long been
expected, however, the MPC is bound to confirm the end of its net assetpurchases this month, when the stock of
governmentbond purchases will have reached the targetsetin November 2020 of £875bn and the total targetstock of asset
purchasesreached £895bn.

Flash PMIs unlikely to reflect fullimpact on services of Covid Plan B

Data-wise, tomorrow brings the release ofthe preliminarymanufacturing, services and composite PMIs for December, which
are unlikelyto reflectthe fullimpact of lastweek’s tightening of pandemic restrictions and this week's marked acceleration in
the spread of Covid-19. So, the PMIs seem likelyto suggestanother month of positive growth in outputand jobs amid
ongoing price pressures. However, having edged down 0.2ptto a still strong 57.6 in November, the composite outputPMl is
expected to drop a little more than 1ptin December to a level that would still be more than 1ptabove the respective readings
in Augustand September.

Euro area

ECB to confirm slowdown in net purchasesin Q1

As in the UK, the main eventin the euro area will obviouslybe the ECB’s announcements, which among other things will
bring a degree ofclarity on its assetpurchasesin the New Year. With governmentnetborrowing to drop in 2022 and a large
stock of bonds alreadyaccumulated (about€4.7trn in total under the various purchaseprogrammes), the ECB will seekto
slow the pace of net PEPP purchases in Q1 as long as market conditions (e.g. in lightof Fed moves to tighten) and political
developments (e.g.in France and Italy) continue to allow. While it will notspecify an explicit amount, net PEPP purchases
somewhere in the range of€40-50bn per month in Q1, down from the average close to€65bn per month since the
September Governing Council meeting, seems reasonable.

Net PEPP purchases to end in March

Although Covid-19 continues to spread rapidlyacross the euro area, the ECB will likely also judge thatthe downward impact
of the pandemic on the inflation outlook has now eased significantly. So, Christine Lagarde is highlylikelyto repeatthat the
net PEPP purchases are still expected to end in March. But she mightalso make clear that, from April, the ECB will have to
increase netpurchases underthe PSPP to compensate somewhat. Reports suggesttwo options have been under
consideration. The firstwould see the Governing Council approve a new purchase envelope for the PSPP, available up to
the end of 2022 but with no compulsion to buy the full amountifit was notneeded. The agreement of such an envelope
could postpone debates aboutwhetherthe ECB was tapering purchases. The alternative would committo a temporary
increase in PSPP purchases once the netPEPP purchases end, while makingitclear that the volume would be adjusted
(mostlikelylower)over time. Whichever path is chosen the Governing Council maybe wise to leave some ofthe detail of its
plans from April onwards to be determined in due course. Certainly, Lagarde will likelyinsistthatit remains “flexible”, and
thus will retain “optionality” for either more hawkish or dovish pivots ifthe outlook shifts in the course 0f2022. That, however,
mightdilute the impacton yields from the announcementofan envelope of possible additional PSPP purchases. Meanwhile,
beyond the assetpurchase plans, the ECB mightwell announce a new long-term liquidity policyto take the place of the
TLTRO-iii programme, the lastoperation of which is being conducted this week.

Revisions to GDP projections to be modest

Unlike the BoE, the ECB will also publishupdated economic projections tomorrow, which should provide information about
the Governing Council’s expected path ofrates ahead. Given the currentwave of Covid-19 and associatedtightening of
restrictions, restraints on economic activitycaused by supplybottlenecks, and the erosion ofreal incomes byhigh inflation
the ECB will revise down its near-term projection for euro area GDP. However, while itwill acknowledge additional downside
risks to economic outputfrom the Omicron variant, it will take comfortfrom evidence that it typically does notcause severe
symptoms as well as the increasing resilience of activity to each successive wave of pandemic. So, it will still predictthatthe
pre-pandemiclevel of GDP will be surpassed in the currentquarter, and that the economic recoverywill be sustained
throughoutnext year. And the revisions to full-year GDP growth from its September projections, of5.0%Y/Y and 4.6%Y/Y in
2021 and 2022 respectively, should be minimal.

Euro areainflation outlook to be revised higher and close to (but not quite at) 2%targetin 2024

More importantly,the ECB will revise up significantlyits forecastforinflation. In September, itexpected the annual CPlIrate
to peakat 3.1%Y/Y in the currentquarter before falling back below 2.0%Y/Y from Q222 on. But inflation leaptto a 30-year
high of 4.9%Y/Y in November. And while it will take a step down in January, higher prices of energyand the pass-through of
costpressures in non-energyindustrial goods and services will keep inflation above 2.0%Y/Y at leastthrough to Q322. The
ECB will also be warythat the impactof Omicron on supplywill mean bottlenecks persistthroughout next year, adding to
price pressures. So, while itwill continue to suggestthatheadline and core inflation will average lessthan 2.0%Y/Y in 202 3,
it could well nudge up its forecasts forthatyear to above 12%Y/Y. Moreover, its projections for 2024 —to be published for
the firsttime — will likelysuggestthatinflation will have returned close to (albeit—according to a Bloomberg reportyesterday
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— stillbelow) the 2.0%Y/Y targetthat year. And it will judge risks to the inflation outlook to be skewed to the upside. Given the
preconditions setoutinits forward guidance, thatis unlikelyto be consistentwith rate hikes in 2022. But take off in202 3
mightseem more credible ifupsiderisks startto crystallise.

Flash December PMIs to suggest a softening a growth momentum amid pandemic resurgence

After a quietday for euro area economic data today— which broughtconfirmation ofthe flash estimates of French inflation in
Novemberbutalso downwards revisions of 0.1pptin the estimates ofltalian and Spanish inflation to 3.9%Y/Y and 5.5%Y/Y
respectivelyon the EU headline measures —ahead ofthe ECB announcements tomorrow will also bring arguablythe most
noteworthyfigures of the weekin the shape ofthe Decemberflash PMIs. The final services PMIs in Novemberrecorded a
deterioration in conditions compared with the flash release as the resurgence ofthe Delta variant and reintroduction of
restrictions dented confidence and demand. And the subsequentemergence ofthe Omicron variantand further tightening of
lockdown measures in certain member states seems likelyto have weighed further on services sentimentthis month.
Meanwhile, manufacturers are expected to report only modestgrowth in outputas supply-chain disruption continues to
weigh on the sector. Also to be published tomorrow are October trade numbers and Q3 labour costs data for the euro area,
as well as the French INSEE business confidence indices for December.

European calendar

Today’s results

Economic data
Country Release Period Actual Mg:s;;?grseir;L:S/ Previous Revised
France ] B Final CPI (EU-harmonised CPI)Y/Y% Nov 2.8 (3.4) 2.8 (3.4) 2.6 (3.2)
italy | Bl Final CPI (EU-harmonised CPI)Y/Y % Nov 3.7 (3.9) 3.8 (4.0) 3.0 (3.2)
Spain : Final CPI (EU-harmonised CPI) Y/Y % Nov 5.5 (5.5) 5.6 (5.6) 5.4 (5.4)
UK  EJS CPi(core CPI) YIY% Nov 5.1 (4.0) 4.9 (3.7) 4.2 (3.4)
EJ5 PPl input prices (output prices) Y/Y % Nov  14.3(9.1) 13.1 (8.1) 13.0 (8.0) 13.7 (8.6)
EJ= House price index Y/Y% Oct 10.2 11.2 11.8 12.3
Auctions
Country Auction
- Nothing to report -

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

Economic data
coum CUT Release il
Euro area “ 09.00 Preliminary manufacturing (services) PMI Dec 57.8 (54.3) 58.4 (55.9)
“ 09.00 Preliminary composite PMI Dec 54.2 55.4
BB 10.00 Trade balance €bn Oct 5.8 6.1
BB 10.00 Labour costs Y/Y% Q3 - 0.1
BB 12.45 ECB refinancing rate % Dec 0.00 0.00
_ 12.45 ECB marginal lending facility rate % Dec 0.25 0.25
_ 12.45 ECB deposit rate % Dec -0.50 -0.50
Germany [ 08.30 Preliminary manufacturing (services) PMI Dec 56.9 (51.0) 57.4 (52.7)
M 08.30 Preliminary composite PMI Dec 51.1 52.2
France ] B 07.45 INSEE business confidence Dec 113 114
B B 07.45 INSEE manufacturing confidence (production outlook) Dec 109 (15) 109 (20)
B B 08.15 Preliminary manufacturing (services) PMI Dec 55.4 (56.0) 55.9 (57.4)
B B 08.15 Preliminary composite PMI Dec 55.0 56.1
UK E§= 09.30 Preliminary manufacturing (services) PMI Dec 57.6 (57.0) 58.1 (58.5)
E§= 09.30 Preliminary composite PMI Dec 56.3 57.6
E§= 12.00 BoE Bank Rate % Dec 0.10 0.10
E§= 12.00 BoE Gilt purchase target £bn Dec 875 875
E+:€ 12.00 BoE Corporate bond target £bn Dec 20 20
Auctions and events
Euro area [l 10.30 ECB announces allotment of final TLTRO 11l operation
- 12.45 ECB monetary policy announcement
- 13.30 ECB President Lagarde speaks at post-Gov erning Council press conference
EJ5 12.00 BoE monetary policy announcement, publication of MPC meeting summary and minutes
5 12.00 BoE publishes Q4 Agents’ summary of business conditions

Source: Bloonberg and Daiwa Capital Markets Europe Ltd.
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