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Daily bond market movements

e Eurogowie yields surged todayafter Christine Lagarde stronglysuggested

that the ECB’s policypath will be recalibrated nextmonth, implying amore BKOBST)%/M —gIS?ISdZ Er(‘)alngg
aggressive slowing of netpurchases and probable rate lift-off this year. OBL 004/27 _0'051 +0'135
e Giltyields alsoleaped as the BoE raised rates by 25bps and four out of DBR 002/32 0.144 +0.108
nine members voted for a hike of 50bps, suggesting thatextra tightening is URT 07, 01727 1143 0175
highlylikely over the nearterm. UKT 0¥5 10/26 1.228 +0.124
e Tomorrow’s data-flowincludes euro arearetail sales, German factory UKT 0%07/31 1.380 +0.126

*Change from close as at4:30pm GMT.

orders and French IP, all for December.
Source: Bloomberg

Euro area

ECB leaves policy unchanged for now, but recalibration to come next month

As expected, the ECB’s Governing Council leftall of its policysettings unchanged today. So, for example, itreaffirmed the
proposed profilefor QE up to the startof Q4. Net PEPP purchases will certainlyconclude atthe end of next month. And for
the time being, netpurchases underthe regular APP are still setto double to €40bn permonth in Q2, before slowing to
€30bn permonth in Q3 and further to €20bn per month from October. However, while economic activity has been unfolding
as the Governing Council had expected, the policy statementacknowledged thatinflation in Januaryhad further surprised to
the upside. And in her press conference, PresidentLagarde underscored that “the situation has changed”. So, the December
projections are now obsolete and no longer offer areliable guide to policy. Instead, Lagarde made clear thatthe expected
policy path will be recalibrated nextmonth on the basis ofthe ECB’s updated projections.

Net asset purchases to be slowed more aggressively from next month

With respectto the sequencing of policytightening, in her press conference, Lagarde restated thatthe ECB’s netasset
purchaseswouldhave to be phased outbefore interestrates can be hiked. However, understandablygiven recentdata, she
refused to repeather previous assessmentthata rate hike this year is “highly unlikely’. Indeed, in the absence of major
downsidesurprises, itis likelythat the ECB’s updated projections nextmonth will nudge up the inflation forecasts for 2023
and 2024 to the 2.0%Y/Y target, suggesting thatthe preconditions for a rate hike have been met. So, we expect the
Governing Council then to decide to slow its netassetpurchases more aggressivelythan currently scheduled. While itwould
be toorisky to end them as soon as Q2,the Governing Council mightconsideritto be desirable to bring them to an end by
September. And that would open the doorto at leastone rate hike before the end of the year.

Expect arate hike by year-end but outlook remains highly uncertain

Given yesterday's inflation data and today’s press conference, we now forecastafirstincrease in the depositrate of 25bps in
Decemberto -0.25%. After that, we mightexpect a furtherincrease of 25bps in the depositrate and repo rate, to zero
percentand 0.25% respectivelyin March 2023. But we would not rule outrate lift-off starting as soon as September, allowing
for two hikes in the depositrate before year-end. The only thing that is clearis that the outlook is undeniablyextremely
uncertain, tainted as much bygeopolitical (Russian) and political (Italian) risks as those associated with the pandemic (new
variants ), economics (bottlenecks, wages, etc.) and markets (shifts in prices of oil and natural gas, and the extent of
widening of peripheryspreads). Evenif the ECB is able to press ahead with additional tightening into 2023 and push the
depositrate well into positive territory, we would notbe surprised ifit subsequentlyhad to shiftto an easing bias later next
year in response to a weakening economyand an eventual marked drop in inflation.

Euro area: Producer energy price inflation Euro area: Consumer and producer price inflation
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Euro area PPl inflation up to new high as energy prices soar

Data-wise, today’s producer price inflation figures highlightedthe significant pressures up the supplychain at the end of
2021. Ater the flash euro area CPl estimate yesterdaysaw consumer price inflation jump to a record high of 5.1%Y/Y —of
which energyaccounted for more than 3.0ppts — producer outputprices rose byalmost3%MM in December, admittedly
below the near-5%2%M/M increase in October, but still the third-strongeston record. This took the annual PPl inflation rate up
a further 2.5ppts to a whopping 26.2%Y/Y, a fresh series high. Energyremained the main driver, with prices up 7.0%M/M to
pushthe annualrate up to 73.4%Y/Y. And producer prices of electricityand gas distribution rose by almost120%Y/Y and
130%Y/Y respectively. Elsewhere, perhaps reflecting a modesteasing in supplybottlenecks of certain key manufacturing
inputs, the monthlyincrease in prices ofintermediate itemsrose ‘just 0.7%MM, the softestpace fora year, albeittaking the
annualrate up a further 1.4ppts to a new euro-era high of 18.6%Y/Y. There was also evidence ofincreased pass-through to
other categories, with producer inflation of consumer goods up to a new high of 4.5%Y/Y.

Services PMis flag a significant hitto activity in Italy and Spain

Today's services PMIs also continued to flag extremelyelevated inflationarypressures in the sector. Indeed, inputcosts
reportedlyrose at the second-strongest pace on the survey, surpassed onlyby November’s peak. And today’s results also
implied a further acceleration in output prices charged atthe startof the year, with the respective PMI (57.9) risingto afresh
series high. This was in spite ofthe sizeable slowing of activity in the sector, with the final headline PMI revised a touch lower
from the flash reading to be 2pts weakerthan in Decemberata nine-month low of51.1. And new business was weighed by
weakerdomesticand overseas demand as uncertaintyaboutthe near-term outlook increased. This was particulary striking
in Italy and Spain, where the respective new business PMis fell 7.1pts to a nine-month low (48.3) and 8.7pts to an eleven-
monthlow (47.1). The hitto services activity in Januarywas more evidentin the peripherycountries too, with the headline
PMis implying contraction in the sector at the startof the year — Italy's index declined 4.5pts t0 48.5, while Spain’s indexfell
a whopping 9.2pts to 46.6. Taken together with the manufacturing survey, the Italian composite PMI (50.1) was consistent
with stagnation atthe startof the year. And in Spain, the respective indexdeclined by the mostsince April 2020 (a sharp
7.5pts)to 47.9, consistentwith a contractionin GDP. In contrast, the final German survey pointed to a return to growth in
services atthe startof the year (the headline indexrose 3.5pts to 52.2), to leave the composite PMI (563.8) at a four-month
high. And while France reported a weaker performancein January, its final services and composite activity PMIs (53.1 and
52.7 respectively) were still consistent with ongoing moderate recoveryin early 2022.

Euro area: Services PMIs by selected components Euro area: Services PMIs by selected country
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The day ahead in the euro area

Tomorrow brings the release of data for euro area retail sales in December, which are expected to have fallen for the first
timein five months amid more stringentpandemic-related restrictions and following strong growth in November. Expectations
are for a decline of 0.9%M/M, almostfullyreversing November’s 1.0%MMincrease, and resulting in a quarterly rise of
0.9%Q/Qin Q4 matching the increase in Q3. Of course, total consumption will have slowed more substantiallyreflecting the
hit to services during the latestpandemic wave. Other releases due to be published tomorrow include German factoryorders
and French industrial production data for December. Orders are expected to have risen slightlyfurtherat the end of lastyear
following arebound in November, while French IP is forecastto have reversed the 0.4%MM drop in November. The January
construction PMIs for the euro area and large member states are also due.

UK

BoE raises Bank Rate again and starts quantitative tightening

The BoE’s MPC today agreed to raise Bank Rate for the second meetingin a row. The increase of 25bps to 0.50% was
universallyanticipated. However, fourmembers ofthe nine-person Committee —including one deputygovernor (Ramsden)
and three external members (Haskel, Mann and Saunders) — voted for a hike of 50bps, suggesting thatanotherrate hike is
going to be along very shortly. Moreover, with the key threshold of 0.5% reached for Bank Rate, the MPC followed through
on its earlier guidance and agreed unanimouslyto start quantitative tightening by ceasing the reinvestments of principal as
and when its bond holdings mature, starting with the redemption of£27.9bn of Gilts in March. It also decided immediatelyto
startactively selling its corporate bonds from its portfolio, with the objective to unwind thatstock (£20bn) fully “no earlier than
towards the end of 2023”. The MPC also reaffirmed thatitwill considerto actively sell Gilts once itincreases Bank Rate to
1.0%, a threshold thatnow seems extremelylikelyto be reached before the end of the year — and mostlikelyby the end of
the next quarter.

Averyweak outlook for GDP growth as real labour incomes decline

The case forraising rates again was based on the BoE’s updated economic projections. Butit was certainlynot driven by the
forecastfor GDP growth. While economic activityis expected to rebound brieflyfrom the recentOmicron shockin February
and March and into Q2, growth is now expected by the MPC to slow again close to a zero quarterlyrate by the end of the
year, and be subdued ataround 1.0%Y/Y thereafter. As result, by the end of the forecastperiod, the unemploymentrate is
expected to rise to around 5%, with spare capacityopening up to around 1% of GDP. The cause ofthe expected slowdown,
of course,is the jumpin energyand goods prices, which are judgedto representan adverse terms oftrade shock for the UK
economyand will erode real incomes. Indeed, the BoE’s updated forecast predicts a drop in real post-taxlabourincome of
2%YIY in 2022 and a further 2%Y/Y in 2023. And the marked deterioration in the standard ofliving will weigh on consumer
spending even as a further drop in the savings ratio cushions the impactsomewhat.

Inflation expected to surpass 7%Y/Y in April before falling back close to target by 2025

In normal times, the BoE would nottighten policy in anticipation of such a weak growth outlook. But, of course, these times
are not normal. Inflation is expected to rise even further than previouslyfeared, to close to 6%Y/Y in Februaryand March,
before peaking in April at around 7%%Y/Y, some 2 percentage points higherthan expected by the BoE justthree months
ago.Assuming an easing of supplybottlenecks and stable energyprices in sixmonths’ time, inflation would then be
expected to fall back, particularlyfrom next year on as unemploymentpicks up and underlying wage growth slows. Based on
its assumption ofa market-implied path for Bank Rate, rising to 1%2% by the middle 0f2023, the BoE'’s forecastsuggested
that inflation would still be above the 2% targetin two years'time but will then fall to about1.7%Y/Y by Q125.But assuming
that Bank Rate remains unchangedat0.5%, inflation would fall to justabove the target(2.1%Y/Y) by the end of the forecast
horizon.

UK: BoE outstanding stock of APF gilt holdings* UK: BoE gilt holdings due to mature
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Furthertightening likely over the near term

The MPC’s statementnoted that “some further modesttightening in monetarypolicyis likelyto be appropriate in the coming
months”. The implication ofthe BoE’s economic projections was that Bank Rate mightpeak at about1.00% to ensure that
inflation stabilizes close to targetover the medium term. However, the outlook remains exceptionallyuncertain. The MPC
made clearthat, given some surveyevidence that higherinflation expectations are becomingembedded in wage
settlements, the near-term risks to inflation are judgedto be skewed to the upside. Bythe same token, forward markets
suggestthatenergy prices mightbe significantlylowerin 2023 and 2024, implying thatthe medium-termrisks to the inflation
outlook are skewed to the downside. Moreover, there are plenty of unknowns —notleastthose related to supplybottlenecks,
energy prices and geopolitics, including events atthe Ukraine-Russia border. And the BoE's forecasts are already,to some
extent, out of date. The energy regulator Ofgem todayconfirmed arise 0f54% in its household energyprice cap from April,
sothat average bills will rise by£693 annually. Admittedly, the Bank’s forecastassumed a similar rise close to 50%. But in
response, the UK governmentannounced a temporarydiscounton all electricity bills worth £200 from October, to be clawed
backin instalments over the coming five years. And it also announced a council taxrebate worth £150 per year, for many
households. The netimpacton the medium-erm path ofinflation, however, is notclear.

Will rate cuts be on the table by end-20237?

Overall, therefore, the outlook for the UK economyand BoE monetarypolicyremains highly uncertain. However, we now
look for further hikes of 25bps apiece atthe next two MPC meetings in March and May, to take Bank Rate to 1.0%. That
mightalso trigger the start of active BoE giltsales before the summer. At leastone further hike in the second half2022 might
also be forthcoming. However, with economic growth expected to be weak thereafter, if energyprices follow the path setout
in forward markets, we would then notbe surprised to see Bank Rate cutbefore the end of 2023 and into 2024.

Services output prices up most in 25 years, activity also firmer in January

The further upwards revision to the MPC’s inflation forecastis entirelyconsistent with recentdata and surveys . After
yesterday's BRC survey reported that shop-price inflation jumped in Januaryto the highestsince 2012, today’s final PMI
surveys suggested thatefforts to pass on higher costburdens —including from rising energy, transportand wages bills —led
to the steepestrate of prices charged byservices firms since the surveybeganin mid-1996. Indeed, the outputprice PMI
rose to 62.6,almost5pts higherthan the average level in 2021. There were also some signs of stabilisationin activity as
restrictions across England were relaxed in the final week of January — indeed, the headline PMI was upwardlyrevised from
the flash estimate by0.8pt to 54.1, to leave it 0.5pt higherthan in December. Thatwas still below the average lastyear
(56.0) as consumer-facing services were still adverselyimpactby the latestpandemic wave. But firms reported im proved
demand from home and overseas. And so, the survey’'s employment componentimplied ongoing solid job growth, although
respondents reported increased quits due to higher payoffered elsewhere and ongoing difficulties recruiting suitably skilled.
Taken togetherwith improved manufacturing conditions, the composite output PMl rose 0.6ptin Januaryto 54.2, admittedly
stillmore than 2pts lowerthan the Q4 average but nevertheless pointing to stabilisation atthe startof the year.

The day ahead in the UK

In the UK tomorrow we will getthe release of new car registrations data for January. Car manufacturers continue to battle
persistentsupply-side challenges reflecting the global semiconductor shortage and staffabsences due to the pandemic. As
such, UK car registrations are expected to have remained very subdued atthe startof this year. The UK construction PMIfor
January will also be published, while BoE Deputy Governor Broadbentand Chief Economist Pill will brief BoE agents’
contacts abouttoday's Monetary Policy Reportand policy decision.

UK: BoE GDP forecast* UK: BoE inflation forecast*
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Economic data

Market consensus/

Country Release Period Actual Daiwa forecast Previous Revised
Euro area n Final services (composite) PMI Jan  51.1 (52.3) 51.2 (52.4) 53.1 (53.3) -
BE PP MIM% (Y/Y%) Dec 2.9 (26.2) 2.4 (26.1) 1.8 (23.7) N
BB ECB refinancing rate % Dec 0.00 0.00 0.00 -
BBl ECB deposit rate % Dec -0.50 -0.50 -0.50 -
Germany W Final services (composite) PMI Jan 52,2 (53.8) 52.2 (54.3) 48.7 (49.9) -
France [J] Bl Final services (composite) PMI Jan  53.1(52.7) 53.1 (52.7) 57.0 (55.8) -
B B services (composite) PMI Jan  48.5 (50.1) 50.0 (52.3) 53.0 (54.7) B
Spain : Services (composite) PMI Jan  46.6 (47.9) 51.9 (52.7) 55.8 (55.4) -
UK == Final services (composite) PMI Jan  54.1 (54.2) 53.3 (53.4) 53.6 (53.6) -
=45 BOE Bank Rate % Feb 0.50 0.50 0.25 -
Auctions
Country Auction
France [J] ] sold €3.3bn of 0% 2030 bonds at an average yield of 0.3%
B B sold €3.4bn of 0% 2032 bonds at an av erage yield of 0.45%
B B sold €2.8bn of 0.5% 2044 bonds at an average yield of 0.85%
l B sold €2.0bn of 0.75% 2053 bonds at an average yield of 1.05%

Tomorrow’s releases

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Economic data

com CUT Release s et
Euro area _ 10.00 Retail sales M/IM% (Y/Y %) Dec -0.9 (5.0) 1.0 (7.8)
Germany W 07.00 Factory orders M/M% (Y/Y %) Dec 0.3 (3.0) 3.7 (1.3)
M 08.30 Construction PMI Jan - 48.2
France . l 07.45 Preliminary priv ate sector pay rolls Q/Q% Q4 0.4 0.5
B B 07.45 Preliminary wages Q/Q% Q4 - 0.3
B B 07.45 Industrial production M/M% (Y /Y %) Dec 0.5 (0.5) -0.4 (-0.5)
B B 07.45 Manufacturing production M/M% (Y /Y %) Dec 0.8 (-) -0.6 (-1.2)
B B 08.30 Construction PMI Jan - 50.9
Italy B B 08.30 Construction PMI Jan - 64.4
UK Eﬁ'ﬁ 09.00 New car registrations Y/Y % Jan - -18.2
=458 09.30 Construction PMI Jan 54.3 54.3

Auctions and events

Euro area [ 09.00

I 16.00

UK Ef=s 1215

ECB publishes its survey of professional forecasters

ECB’s Villeroy scheduled to speak at an online event

BoE Deputy Gov ernor Broadbent and Chief Economist Pill brief BoE’s agents’ contacts about monetary policy decision

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
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