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Headline and core inflation up to new series highs on energy and goods prices

As had become increasinglylikelyas the national data were released over recentdays, the flash estimate ofeuro area
consumer price (HICP)inflation in Februaryrose to a series high well above earlier expectations. The increase of 0.7pptto
5.8%Y/Y left the average for the first two months of Q1 more than 1%ppts above the ECB’s forecastof4.1%Y/Y for the first
quarter. And given recentdevelopments in wholesale energyand commoditymarkets, inflation now seems bound torise
significantlyfurtherin March and April. Once again, the principal impetus came from energyprices, which rose 3.3%MMon
higher prices ofgasoline and household energyto take the cumulative increase since the end 0f2021 to almost92%.As a
result,the annual rate of energy inflation also rose to a new record high, 31.7%Y/Y, accounting fora whopping 3.5ppts ofthe
headline inflationrate. Reflecting poor harvests and global market pressures, prices offood, alcohol and tobacco rose the
mostin any February since the creation ofthe euro, to be up 4.1%Y/Y, the fastestsince 2008. Similary, prices ofnon -energy
industrial goods also posted a record monthlyincreasefor February, to be up a series high 3.0%Y/Y as firms passedon
some oftheir costpressures to consumers. And while the monthlyincrease in prices of services was broadlynormal for the
time of year, it still pushed the respective annual rate up 0.2pptto 2.5%Y/Y, so coreinflation rose a larger-than-expected
0.4pptto aseries highof2.7%Y/Y.

Energyand food prices set inflation on track towards 7%or even above

Looking ahead, notleastgiven the intensified pressures in wholesale energyand commodity prices unleashed byRussia’s
invasion of Ukraine, inflation is bound to rise significantly further over the nearterm. With European demand for Russian
crude reportedlyhaving fallen significantlyin responseto sanctions, the extra demand for oil of alternative origins today
initiallypushed the euro-denominated spot price of Brentcrude to a euro-era high above €100, more than 20% above last
month’s average, despite an agreementof OPEC+ to raise outputnext month. After hitting a record high early on, European
natural gas futures fornext month levelled off more than 40% higheron the day above €160, more than double the level
priced by the marketa month ago. And euro-denominated agricultural prices have risen to a new high, up more than 10%
from the February average. So, with surveys also suggesting onlymodesteasing of supplybottlenecks and nolet-up in
manufacturing cost pressures, some of which are likelyto continue to be passedon to consumers, headline inflation could
rise by 1ppt or more in March, and againin April to above 7.0%Y/Y. And core inflation could well surpass 3.0%Y/Y this month
and rise furtherin April. Of course, prices ofenergyand commodities are bound to remain volatile, continuing to respond to
developmentsin Ukraine and associated sanctions. And with the path of the conflict impossible to predictwith any
confidence, the range of plausible inflation outcomes over the nearterm, letalone furtherahead, is extremely wide indeed.
ChiefEconomist Philip Lane todaystated thatthe ECB’s upcoming projections would reflect February's inflation data as well
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as recentshifts in energyprices. And he repeated Christine Lagarde’s statementfrom Fridaythat the ECB would respond
flexibly to developments, while adding thatitwould consider new policyinstruments — presumablyrelated to the provision of
liquidity— if needed.

German and Spanish unemployment continues to fall, for now

While events in Ukraine and theirimpacton costs and prices heighten economic uncertaintyand are likely to weigh on
confidence and demand from now on, today's data from Germanyand Spain suggestthatconditionsin the labour market
continued to improve lastmonth. In Germany, following average monthlyincreas es of 57k from March to December, the
number of people employed rose a further 81kin January to 45.19mn. This leftit just 96k (0.2%) lower than the pre-
pandemiclevel, although the mostrecentdata available suggestthataround 641k employees were still benefitting from the
government’s Kurzarbeit short-time working scheme in December (up from 574k previously). In seasonallyadjusted terms,
there was also a further decline in claimantcountunemploymentin February, down a larger-than-expected 33k to 2.31mn.
That took the claimantcountrate down 0.1pptto 5.1%, back to the pre-pandemiclevel for the firsttime and 1.4ppts lower
than the peakin mid-2020. And vacancies rose to a new record high too. Of course, that positive momentum in the labour
marketis encouraging. Butwith negotiated wage growth having slowed further in the firsttwo months ofthe year to just
1.1%Y/Y, Germanreal labourincomes look setto fall sharplythis year. Meanwhile, today’s Spanish labour marketfigures
similarly pointed to ongoing recoveryin February, with employmentrising for the tenth consecutive month, by 37k, to
19.93mn, some 450k (2.3%) above the level two years ago.Reportedlyonly around 100k workers were supported bythe
government’s temporary ERTE supportscheme, with the majorityofthem working in hospitalityand travel-related services.
The number of Spanish jobless claims fell a further 36k to 2.98mn, the lowestsince the euro crisis.

The day ahead in the euro area

Tomorrow will bring a number of releases of note including euro area producer prices data for January, which will likely
reveal additional inflationary pressures atthe factory gate related not leastto energy. Euro area unemploymentfigures for
the same month are also due. Having declined for the eighth successive month in Decemberto a series low of 7.0%, the
unemploymentrate mighthave moved sideways atthe start of the year as the latestpandemic wave tempered jobs growth.
Meanwhile,among the national releases, German car sales and production numbers for Februaryare perhaps mostnotable.
Survey-wise, the final euro area services PMIs will likely confirm the upbeatflash release suggesting a marked turnaround in
the sector—the headline PMIrose 4.7pts to 55.8, a three-month high — with looser restrictions enabling a particularlystrong
rise in consumer-facing services and tourism. As such, the composite PMIrose 3.5pts in February to 55.8, signaling the
fastestpace of expansion since September. In addition, the accountof the ECB’s Februarypolicy-setting meeting will also be
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published tomormow, althoughanydetailed debate on the near-term policy profile will have been superseded byRussia’s
invasion of Ukraine.

UK

External MPC members Mann and Saunders reaffirm intention to press ahead with rate hikes

Contrasting with the dovish commentaryfrom ECB Governing Council members over the past couple ofdays, publicremarks
yesterday evening from external BoE MPC members Saunders and Mann —both of whom voted for a 50bps rate hike in
February — signalled theirintentions to vote for a further rate rise this month. Saunders judged thatadditional tightening now
could help to limitthe total scale oftightening requiredto return inflation to target, while Mann repeated thather strate gywas
very much to front-load rate hikes to counterrising price and wage expectations. Both were concerned thathigh inflation is
now becoming embedded. While recognising thatthe unfolding events in Ukraine posed upside risks to near-term inflation,
Saunders acknowledged thatit was notyet clear whatthese developments would mean for the inflation outlook 2 -3 years
ahead.And so, he would notbe drawn into whatthe conflictwould mean preciselyfor monetarypolicy. Nevertheless,
Saunders also stressed thathis preference fora 50bps hike in Februarydid not necessarilyimplythathe would vote again
for a 50bps hike in coming meetings. And given the uncertainties posed by Ukraine, we expect both him and Mann to vote
for a hike of just25bps when the MPC meets to setpolicy on 17 March. Speeches scheduled for this evening by BoE Deputy
Governor Cunliffe and external member Tenreyro mightgive a clearerindication of whetherthere will be a majorityin favour
of tightening again this month orwhether economic and financial stabilityrisks from the conflict mightlead to a more cautious
approach.

Survey shop price inflation measure rises to an 11-year high

Of course, overthe nearterm, UK consumer price inflation is setto rise sharplyhigher, probablyto above 7%Y/Y by April.
The February BRC shop price surveyreported increased price pressures on the UK high street, despite the ongoing erosion
of household real incomes and intense competition among retailers. The survey’s headline inflation measure—which is
inevitably tracking well below CPlinflation, notleastdue to the exclusion of prices ofenergy, cars and services —rose 0.3ppt
in Februaryto an eleven-yearhigh of 1.8%Y/Y. Pressures came in partfrom higher prices offresh food, which accelerated
0.4pptto 3.3%Y/Y, the mostsince 2013, on poordomestic harvests and global developments. Butnon -food inflation was

alsoup 0.4pptto 1.3%Y/Y, the mostsince 2011, as supplybottlenecks and rising costs were passed on a little more to
consumers.
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House prices continue to increase at a rapid rate

Consistentwith strong mortgage lending and approvals numbers atthe startof the year, today's Nationwide house price
index reported a further sizeable increase in inflation in the sector in February, with prices up for the seventh consecutive
monthandbya 1.7%MM (the strongestsince 2009 when excludingthe spikes relatingto the initial pandemic bounce-back
and government’s Stamp Dutyholidaylastyear). So, the annual rate of house price growth accelerated 1.4ppts to 12.6%Y/Y,
the strongestsince lastJune (when growth was flattered byweak base effects and government initiatives ) —and excluding
that month, growth was laststrongerin 2004. While the ongoing supply-demand imbalance will continue to exertupwards
pressure on house prices, the near-term outlook remains clouded byincreasinglysqueezed household budgets, declining
consumer confidence, and prospects of furtherrises in Bank Rate over coming months.

The day ahead in the UK

Like in the euro area, tomorrow brings the final UK services and composite PMI indices. The preliminaryreportrevealed a
striking improvementin the services sector, with the activity indexjumping 6.7pts to 60.8, the highestsince June 2021.So,
the composite PMI also rose 6pts to 60.2 in February, the highestsince June, with the index trending so farin Q1 almost
1pts above the Q4 average. But despite some easing in supplyconstraints, price pressures remained elevated, with the
composite inputprice PMI increasing 1.6pts to 81.8, justshyof November’s surveyhigh. Also due to be published tomorrow
are the BoE’s DecisionMaker Panel survey data for January.
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Today’s results

Economic data

) Market consensus/ ) .
Country Release Period Actual Daiwa forecast Previous Revised

Euro area _ Preliminary CPI (core CPI) Y/Y % Feb 5.8 (2.7) 5.8 (2.6) 5.1 (2.3) -
Germany WM Unemploy ment change ‘000s (rate %) Feb  -33.0 (5.0) -20.0 (5.1) -48.0 (5.1) -
Spain : Unemploy ment change ‘000s Feb -11.4 - 17.2 -
UK 5 BRC shop price index Y/Y% Feb 1.8 - 1.5 -
4= Nationwide house price index M/M% (Y/Y %) Feb 1.7 (12.6) 0.6 (10.8) 0.8 (11.2) -
Auctions
Country Auction

Germany WM sold €1.44bn of 0% 2030 bonds at an average yield of -0.2%
UK 452 sold £3.25bn of 0.25% 2025 bonds at an av erage yield of 0.952%

N ]

Source: Bloonmberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data
Period Market consensus/ Previous
Country GMT Release Daiwa forecast
Euroarea [ 09.00 Final services (composite) PMI Feb 55.8 (55.8) 51.1 (52.3)
BBl 10.00 PPI M/M% (Y/Y%) Jan 2.4 (26.9) 2.9 (26.2)
BBl 10.00 Unemploymentrate % Jan 7.0 7.0
Germany N 08.55 Final services (composite) PMI Feb 56.6 (56.2) 52.2 (53.8)
_— - New car registrations (production) Y/Y % Feb - 8.5 (8.1)
France ] Bl 0850 Final services (composite) PMI Feb 57.9 (57.4) 53.1 (52.7)
Italy B B 0845 Services (composite) PMI Feb 52.7 () 48.5 (50.1)
Spain i == 08.15  Services (composite) PMI Feb 51.7 () 46.6 (47.9)
UK EfS 09.30 Final services (composite) PMI Feb 60.8 (60.2) 54.1 (54.2)
Auctions and events
Euro area [N 12.30  ECB publishes account of February’s Gov erning Council Policy meeting
France [ B | 09.50  Auction: 0% 2032 bonds
[ B | 09.50  Auction: 3.25% 2045 bonds
[ B | 09.50  Auction: 0.75% 2053 bonds
Spain =) 09.30 Auction: 0% 2025 bonds
i == 09.30  Auction: 0.8% 2029 bonds
e —
== 09.30  Auction: 1% 2042 bonds
i =] 09.30  Auction: 0.7% 2033 inflation-linked bonds
o —
UK = 09.30  BOE publishes Monthly Decision Maker Panel data

Source: Bloonberg and Daiwa Capital Markets Europe Ltd.
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