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Lagarde follows dovish Lane to state case for a gradual adjustmentto ECB policy

A week that broughta multitude of voices from the ECB’s Governing Council expressing somewhatdiffering views aboutthe
outlook ended on a quietnote today. However, after the more hawkish noises broadcastfrom the governors ofthe Dutch and
German national banks earlierin the week, yesterday brought some dovishness from the ECB, seeminglyin an attemptto
calm marketexpectations of significanttightening ahead. In a lengthyblog article, ChiefEconomistLane setoutthe ‘logic’ of
a ‘hold-steadyapproach to monetarypolicy’, noting among other things the still-subdued pace of negotiated wage growth in
the euro area. And PresidentLagarde in aninterview late lastnightto the German media network RND echoed some of
Lane’s themes, contrasting again the economic situation in the euro area with those in the US and UK insisting thatinflation
is likely to fall back in the course ofthe year; downplaying concerns aboutthe inflationaryimpactofthe transition to ‘netzero’
carbon emissions; and cautioning againstadjusting policy ‘hastily’ due to the risks itwould pose to economic recoveryand
jobs.So, instead, she statedthat “we can adjust—calmly, step by step — our monetarypolicy instruments’ and underscored
that ‘all of our moves will need to be gradual’. Consistentwith Lagarde’s comments, we maintain our baseline forecastthat
the ECB’s netassetpurchases willtaperto zero by end Q3. And, as long as the resulting impacton peripheryspreads does
not representa marked tightening offinancial conditions, we expect the ECB to raise the depositrate by 25bps to -0.25% in
December, with a further hike of 25bps in the depositand refirates to 0.0% and 0.25% in March 2023.

Decline in German inflation confirmed; e xtra pressure in consumer services, used cars and energy

On a quietend to the week for euro area economic data, there were no surprises from the final German inflation data for
January, which were confirmed atthe flash estimates. The national measure of CPldropped 0.4pptwhile the EU-harmonised
HICP measure fell 0.6pptto 5.1%Y/Y. The declines principallyreflected base effects associated with changes to VAT, the
impactofwhich fell outof the arithmetic atthe start of the year. But these headline rates had been significantlyhigherthan
originallyanticipated, and today's releasefor the first time provided the detailed data to shine furtherlighton whatis going on
beneath the surface. We already knew that additional pressures came from energyprices (up 2.2ppts to 20.5%Y/Y). But this
reflected a jump ininflation of electricity, gas and other household energy (up more than 7ppts to 18.3%Y/Y) while motor fue |
inflation fell back (down 9ppts to 24.7%Y/Y). With food inflation slowing 1.0pptto a still-high 5.0%Y/Y, the core measure
excluding energyand food dropped 0.8pptto 2.9%Y/Y. While services inflation fell back 0.2ppt, also to 2.9%Y/Y, it was
restrained bystill weakinflation in rents, excluding which itwould have remained steadyat4.1%Y/Y. Pressuresin this
componentcame mostnotablyfrom package holidays (up more than 5ppts to 17.1%Y/Y) and to a lesser extent, restaurants
and hotels (up 0.4pptto 4.4%Y/Y). And while inflation on non-energyindustrial goods dropped 1.1ppts to 1.6%Y/Y, in part
that reflected a marked drop in clothing (down from 5.5%Y/Y to -0.1%Y/Y). While inflation of long-life durable goods also
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moderated (4.9%Y/Y) on the tax effect, and new car prices slowed (4.1%Y/Y), used carinflation jumped more than 4ppts to
16.3%Y/Y as vendors continued to take advantage of supply-side disruption. With the full impactofsupplybottlenecks, and
higher costs ofenergyand intermediate items, still to be passed on to consumers, we expect both core and headline inflation
to rebound over the near term before easing back during the second halfofthe year.

Bank of France survey points to resilience to Omicron but persisting supply restraints on growth

Reassuringly, yesterday's Bank of France business survey— conducted between 27 Januaryand 3 February — suggested
that the economyof the euro area’s second-largestmember state is proving resilientto the latestwave of coronavirus but
that supply-side challenges and price pressures remain substantive. In particular, the results pointed to stabilityin industrial
production and construction in January, with additional weakness confined principallyto the autos sector. And while
hospitalityactivity inevitably dropped, other services, such as IT and consultancy, fared better. So, the Bank of France
judged economic outputto have been broadlyunchanged fora second successive month atNovember’slevel. Moreover,
businesses pointed to a resumption ofgrowth in February across mostsub-sectors. Manufacturers of electrical equipment,
chemicals and textiles signalled firm growth with autos firms expecting outputto stabilise. In the tertiary sector, hospitality
firms anticipated a slightrecovery while business services pointed to strong growth. Overall, the Bank of France expects
GDP to rise about2%MM in February. And if growth is sustained ata similar pace in March, GDP would rise about2%
above the pre-pandemiclevel and about %2%Q/Q in Q1 following growth of 0.7%Q/Q in Q4. With respectto supply-side
restraints, 52% ofrespondentfirms (the same share asin December) cited problems recruiting staff. And an increased
majorityshare offirms in each of industry (55%), and construction (62%) reported challenges sourcing goods. Onlya small
share expected these problems to be resolved within three months butaboutthree quarters ofthem expect resolution within
a year. Finally, while raw material prices were judged to be stabilizing athigh levels, finished goods prices reportedly
remained under upwards pressure.

The week aheadin the euro area

The coming week will bring further commentaryfrom ECB policymakers, including PresidentLagarde (Monday) and Chief
EconomistLane (Thursday). Data-wise, updated euro area GDP figures for Q4 (Tuesday) are expected to confirm that
growth slowed sharplyfrom Q3 by 2ppts to 0.3%Q/Q reflecting the latest pandemic wave and persisting supplyconstraints.
This notwithstanding, the accompanying preliminaryemploymentnumbers for the fourth quarter are likely to report another
solid quarter ofeuro area jobs growth to take the number ofpeople in work back above the pre -pandemic level for the first
time. While the GDP data will not provide an expenditure breakdown, December’s goods trade numbers will also be released
that day and are likely to pointto a marked decline in the surplus atthe end of lastyear. Wednesdaywill bring euro area
industrial production numbers for December, which will give furtherinsightinto manufacturing performance in Q4. National
data already published revealed heftydeclines in Spain (-2.6%MM) and Italy (-1.0%MM), as well as smallerdecreasesin
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activity in Germany(-0.3%M/M) and France (-0.2%M/M). But notleastgiven a surge in Irish output, we expect aggregate
euro area production to postan increase ofaround ¥2%MM in December, although this would leave italmost 2% lower on
the quarter. Meanwhile, Friday’s euro area construction outputfigures for December are expected to posta drop, reflecting
steep declinesin both Germanyand France, with the sector seeminglydisproportionatelyimpairedbysupplybottienecks
and labour shortages. Perhaps of greater interestatthe end of the week will be the Commission’s preliminaryconsumer
confidence indicator for February, which mightwell show a modestimprovement to reflectthe easingin the latestwave of
coronavirus across the region. Otherreleases due in the coming week include the German ZEW investor sentimentsurvey
and final Spanish and French CPIfigures (Tuesdayand Friday respectively) and aggregate euro area new car registrations
datafor January(Thursday).

UK

GDP grows 1.0%Q/Q in Q4 to fall short of pre-pandemic peak

Broadlyinline with expectations, UK GDP rose 1.0%Q/Q in Q4, matching the downwardlyrevised estimate of growth in Q3,
to be 0.4% below the pre-pandemiclevel in Q419. While that took full-year GDP growth to 7.5%Y/Y in 2021, the UK’s
recovery continues to lag those of manyofits G7 peers, with euro area GDP having regained its Q419 level, French GDP
some 0.9% higheragainstthe same benchmark and the US economyup a steep 3.1% from before the pandemic. Perhaps
reassuringly, mostexpenditure components grew in the fourth quarter. But despite increased spending on transportand
clothing as more employees returned to the workplace, private consumption growth moderated 1.7ppts from Q3 to 1.2%Q/Q,
leaving it still some 0.4% below the pre-pandemic level, as spending on hospitalityfell. In contrast, following no change in
Q3, governmentconsumption leapta further 1.9%Q/Q to be almost10% above the pre-pandemiclevel, as the coronavirus
vaccination and test-and-trace programmes expanded once again, and patients were better able to visittheir GPs.

Business capex and e xports remain welldown on pre-pandemic (and pre-EU referendum) levels

Among otheritems, businessinvestmentrose by0.9%Q/Q in Q4 but was stilla whopping 10.4% below its pre-coronavirus
level and 8.8% below the level in Q216 when the Brexit referendum was conducted. Overall growth in gross fixed investment
was strongerin Q4 at 2.2%Q/Q, boosted byhousing and governmentcapex. And net trade added a hefty 1.6ppts to GDP
growth, as exports rose 4.9%Q/Q but imports fell 1.5%Q/Qto push the headline trade deficitdown to 1.1% of GDP. The
trade deficit, however, was flattered by flows in non-monetarygold, typicallyassociated with shifts in the financial sector with
no consequence for GDP, excluding which it was twice as large. And, with services exports particularlylagging, the overall
level of export volumes was still some 18% below thatin Q419 — again a far inferior performance to the UK’s peers —and
even 3.1% below its level in the quarter of the Brexit referendum. Importvolumes were down some 9% from before the
pandemic and similarly 3.1% below the levelin Q216. Finally, inventories rose in wholesale and manufacturing butfell back
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in the retail sector on accountof supply-chain disruption. However, the need for adjustments and balancing items to make
the data add up would otherwise have suggestedthatthey (or errors elsewhere) subtracted more than 2ppts from growth on
the quarter.

GDP fell less than feared in December despite weakness in consumer-facing services

While overall GDP growth was steadyin Q4 at the same pace as Q3, economicoutputfell backin December, albeitbya
smaller-than-expected 0.2%MM, as the latestwave of coronavirus made a smaller dentthan originallyfeared. Thatleft the
monthlylevel of GDP bangin line with its pre-pandemiclevel in February2020. As well as the impactof Omicron, a shiftto
seasonal shopping patterns, exacerbated bysupply-chain disruption and the erosion of real disposable income byhigh
inflation, weighed on consumer-facing services, output of which fell 3.0%MM to be 8.4% below their pre-pandemiclevel.
Within that category, retail trade was down a sharp 3.7%MM, and hospitalityfell 9.2% to be 8.5% below the pre-pandemic
level. But excluding consumer-facing activities, other services rose 0.1%MM to be 2.8% above the pre-pandemic
benchmark. Moreover, despite ongoing supplybottlenecks, production rose 0.3%MMsupported by higher output of
pharmaceuticals (12.0%M/M) and transportequipment (3.1%M/M). But despite the incentive of higher prices, extraction of
crude oiland gas fell 2.7%M/M. And overall production was down 0.4%Q/Q and still 2.6% below the February2020 level in
December. Finally, construction leaptby2.0%M/M, the mostsince March,to be up 1.0%Q/Q in Q4 and 0.3% above the pre-
pandemiclevel in December.

GDP growth to be restrained by falling real incomes over coming quarters

Looking ahead, on the whole, surveys suggestthateconomic activityin Januarypicked up a little from December. In
particular, while governmentservices are likelyto have been weaker, retail trade and hospitalityappear to have rebounded
somewhat. We look for growth of 0.2%MM. And with the relaxation of pandemic restrictions, economic outputshould be
firmer stillin Februaryand March, thanks notleastto a pickup in transportservices as more workers return to the office. So,
we have nudged up ourforecastfor UK GDP growthin Q1 to 0.7%Q/Q. Thereafter, despite the likelihood of ongoing firm
growth innominal pay(see below), we expect falling disposable incomes —due notleastto higher energybills, increase tax
and national insurance contributions, and higherinterestrates —to weigh more heavilyon private consumption growth. So,
despite scope for further catch-up in the level of economic outputtowards the pre-pandemic trend, we now expect GDP
growth to moderate in Q2 and Q3, and slow furtherto year-end.

Surveys flag continued pressure on pay from tight labour market...

As far as the currentquarteris concerned, a pair of surveys out yesterday gave a snapshotofconditions in the labourand
housing markets. By flagging the ongoing shortfall of supplyrelative to demand, b oth surveys will have been noted by the
BoE as consistentwith the case for further monetarytightening despite the subdued outlook for GDP growth. Certainly, the
January KPMG/REC Reporton Jobs,whichis based on a surveyof recruitmentand employmentconsultancies, suggested
that the labour marketremains very tight againstthe backdrop ofreduced labour force participation related to increased
long-term sickness and earlyretirementas well as the exodus of European workers post-Brexit. The survey reported a
further marked increase in hiring activity, with demand for temps accelerating again and demand for permanent staffslowing
only slightlyfrom a historicallyhigh level. And with a further steep decline in the availability of candidates, the tightb alance
between labour supplyand demandreportedlymaintained significantupwards pressure on pay, which over recent months
has remained above the BoE’s comfortzone. The survey measure of starting salaries signalled the third -fastestpace on the
series,and while iteased to a seven-month low, temp pay growth was also highlyelevated by historical standards. The
reported number ofjob vacancies also continuedto rise ata historicallyhigh rate, albeit slipping back to a nine -month low, to
suggestthattightness in the labour marketis setto persistforsome time to come. The BoE’s latestforecasts pointto wage
growth close to 5%Y/Y this year, which it considers to be inconsistentwith the achievementofthe inflation targetover the
medium term. The KPMG/REC survey did not offer any evidence to suggestthatwage growth will turn out significantly lower.
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...and pressure on house prices too

In a similarvein, the JanuaryRICS residential marketsurveyof chartered surveyors suggested thatthe housing market
remained very tightat the start of the year maintaining pressure on home prices that have beenrising ata double-digit
annual rate and in the middle of Q4 were around 16% above the pre-pandemiclevel. According to surveyors, new buyer
demand lastmonth picked up to an eight-month high. While this was not particularlyelevated by historical standards (with
the survey's netbalance up to +16%), new sales instructions reportedly continued to decline although the relevantnet
balance was the leastnegative in nine months. Sales volumes were broadlysteady, having been on a weakening trend since
the phase-outofthe government’s stamp dutyholiday. And transactions were expected to rise over the coming three (+22%)
and twelve months (+24%). Mostnotably, however, the survey flagged ongoing house price pressures generated bythe tight
balance between supplyand demand, with a netbalance of +74% of surveyors —well within the lofty range of the pastnine
months —reporting rising prices lastmonth, with all regions seeingstrong gains. And despite the prospectof higherinterest
rates which will erode affordability particularlyfor first-time buyers, the majorityofthose surveyed expect to see ongoing
house price growth overthe coming three (+69%) and twelve months (+74%). Overall, the range of indices on the survey
points to only a moderation ofhome price growth as the yeargoes on.

The week ahead in the UK

Following lastweek’s decision bythe BoE’s MPC to raise Bank Rate for the second meetingin arow and today’s GDP
report, the coming week brings a number of data releases with the potential to influence near-term policymaking, including
the latestlabour marketreport, inflation figures and retail sales numbers. Tuesday’s jobs data are expected to reveal
continued tightness in the market, although there maybe some evidence of softer payroll growth as the spread ofthe
Omicron variantaccelerated and restrictions remainedin place atthe startof the year. Meanwhile, underlying wage growth
mightwell have eased furtherin December, albeitremaining above the pre-pandemic range. But, elevated inflation means
that real wage growth will have fallen furtherinto negative territory. Indeed, we expect CPI inflation in January (Wednesday)
to remain close to the 30-year high (5.4%Y/Y) reached in December, with core inflation expected to have edged onlyslightly
lower (from 3.4%Y/Y). And the marked increase in the costof living and dented consumer confidence seems bound to weigh
on consumer spending. Indeed, while Friday’s retail sales reportis expected to see modestsales growth in January, it is
highlyunlikelyto fully reverse December’s drop of 3.7%M/M. Other data published in the coming week include producer and
house price inflation figures (Wednesday).

The nextedition of the Euro wrap-up will be published on 15 February 2022

European calendar

Today’s results

Economic data

Country Release Period Actual Mzg:;;;?grseir;s;s/ Previous Revised

Germany W Final CPI (EU-harmonised CPI) Y/Y % Jan 4.9 (5.1) 4.9 (5.1) 5.3 (6.7)

UK  E§5 Preliminary GDP Q/Q% (Y/Y %) Q4 1.0 (6.5) 0.9(6.2) 1.1 (6.8) 1.0 (7.0)

ElE opp miMw Dec 0.2 0.5 0.9 0.7
E5 Industrial production M/M% (Y/Y %) Dec 0.3 (0.4) 0.1 (0.6) 1.0(0.1) 0.7 (-0.2)
E#=  Manufacturing production M/M% (Y/Y %) Dec 0.2 (1.3) -0.1 (1.6) 1.1 (0.4) 0.7 (-0.1)
E$=  construction output M/IM% (Y/Y %) Dec 2.0 (7.4) -0.7 (7.7) 3.5 (6.8) 1.9 (3.6)
EF=E  1ndex of services M/M% (3M/3M%) Dec -0.5 (1.2) 0.7 (1.2) 0.7 (1.3) 0.6 ()
E#= Goods trade balance €bn Dec -12.4 -12.5 -11.3 127

Auctions

Country Auction

- Nothing to report -

Source: Bloonmberg and Daiwa Capital Markets Europe Ltd.
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Yesterday'’s results

Economic data
. Market consensus/ . .
Country Release Period Actual Daiwa forecasl: Previous Revised
France [J] l] Bank of France industrial sentiment Jan 106 109 108 107
UK  EJSE RICShouse price balance % Jan 74 69 69 70
Auctions
Country Auction
- Nothing to report -

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Daiwa economic forecasts

GDP forecasts %, Q/Q
Euro area [ | 2.3 0.3 0.3 1.3 1.0 0.7 5.2 3.9 2.6
UK =2 1.0 1.0 0.7 0.5 0.5 0.2 7.5 4.0 1.2
Inflation forecasts %, Y/Y
Euro area
Headline CPI [ ] 2.8 4.6 5.5 5.9 5.1 3.6 2.6 5.0 1.8
Core CPI [ | 1.4 2.4 2.7 3.4 3.0 2.4 15 2.9 1.6
UK
Headline CPI == 2.8 4.9 5.8 7.0 6.4 4.6 2.6 5.9 2.4
Core CPI o 2.6 3.9 4.7 4.4 3.8 2.7 2.4 3.9 2.1
Monetary policy
ECB
Refi Rate % B 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.25
Deposit Rate % B -0.50 -0.50 -0.50 -0.50 -0.50 -0.25 -0.50 -0.25 0.00
BoE
Bank Rate % == 0.10 0.25 0.75 1.00 1.25 1.25 0.25 1.25 1.00

Source: Bloomberg, ECB, BoE and Daiwa Capital Markets Europe Ltd.
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The coming week’s data calendar

The coming w eek’s key data releases

Market consensus/
Country GMT Release Period Daiwa Previous
forecast/actual
Monday 14 February 2022
- Nothing scheduled -
Tuesday 15 February 2022
Euroarea [ 10.00 GDP Q/Q% (Y/Y%) Q4 0.3 (4.6) 2.3 (3.9)
_ 10.00 Preliminary employ ment Q/Q% (Y/Y %) Q4 - 0.9 (2.1)
= 10.00  Trade balance €bn Dec -4.4 -1.3
Germany 10.00  ZEW current situation (expectations) Feb -7.0 (54.3) -10.2 (51.7)
Spain = 08.00  Final CPI (EU-harmonised CPI) Y/Y % Jan 6.0 (6.1) 6.5 (6.6)
UK E\EE 07.00 Unemploy ment claimant count rate % (change ‘000s) Jan - 4.7 (-43.3)
EJE 07.00 Average weekly earnings (excluding bonuses) 3M/Y % Dec 3.8 (3.6) 4.2 (3.8)
E§= 07.00 1LO unemploy ment rate 3M % Dec 4.1 4.1
== 07.00  Employ ment change 3M/3M ‘000s Dec -66 60
== 07.00  Payrolled employ ees monthly change ‘000s Jan - 184
Wednesday 16 February 2022
Euro area _ 10.00 Industrial production M/M% (Y/Y %) Dec 0.3 (-0.7) 2.3 (-1.5)
UK ElE 07.00 CPI(core CPI) Y/Y% Jan 5.4 (4.2) 5.4 (4.2)
E§S 07.00 PPIinput prices M/IM% (Y/Y %) Jan 1.0 (13.4) -0.2 (13.5)
E§5 07.00 PPl output prices M/M% (Y/Y %) Jan 0.6 (9.1) 0.3 (9.3)
E§5 09.30 House price index Y/Y% Dec - 10.0
Thursday 17 February 2022
Euro area [l 07.00  EU27 new car registrations Y/Y % Jan - -22.8
Friday 18 February 2022
Euro area _ 10.00  Construction output M/M% (Y/Y %) Dec - -0.2 (0.5)
_ 15.00 Commission’s preliminary consumer confidence Feb -8.0 -8.5
France ] ll 06.30  ILO unemploy ment rate % Q4 7.6 7.9
B B 0745 Final CPI (EU-harmonised CPI)Y/Y% Jan 2.9 (3.3) 2.8 (3.4)
UK EEE 07.00 Retalil sales including autos fuel M/M% (Y /Y %) Jan 0.6 (8.8) -3.7 (-0.9)
E§E 07.00 Retail sales excluding autos fuel M/M% (Y/Y %) Jan 0.3(7.1) -3.6 (-3.0)

*Approximate date of release. Source: Bloomberg and Daiwa Capital Markets Europe Ltd.
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The coming w eek’s key events & auctions

Country GMT Event/ Auction
Monday 14 February 2022
Euro area _ 16.00 ECB President Lagarde participates in European Parliament debate on the ECB Annual Report 2020
Tuesday 15 February 2022
Germany WM  10.30  Auction: €4bn of 0% 2027 bonds
UK : : 10.00  Auction: £2.25bn of 1% 2032 bonds
Wednesday 16 February 2022
Germany [  10.30 Auction: €4bn of 2032 bonds
Thursday 17 February 2022
Euro area _ 07.00 ECB’s Schnabel scheduled to speak
B8] 0845 ECB Vice President de Guindos to speak on fiscal rules and the ECB’s new monetary strategy at a Bruegel event
BB 09.00 ECB publishes Economic Bulletin
_ 09.00 ECB Chief Economist Lane to speak on the euro area economy and ECB policy
_ 11.05 ECB President Lagarde participates in G20 meeting of finance ministers and central bank gov ernors
France ] 1 09.50  Auction: 0% 2025 bonds
B B 0950 Auction: 0% 2027 bonds
B B 0950 Auction: 0.75% 2028 bonds
B B 0950 Auction: 0.1% 2031 inflation-linked bonds
B B 0950 Auction: 0.1% 2032 inflation-linked bonds
B B 0950 Auction: 0.1% 2036 inflation-linked bonds
Spain == 09.30  Auction: 0% 2027 bonds
: 09.30  Auction: 0.7% 2032 bonds
Friday 18 February 2022
Euro area _ 11.05 ECB President Lagarde participates in G20 meeting of finance ministers and central bank gov ernors
_ 18.30 ECB Panetta participates in a panel discussion on central bank digital currencies
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