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German ifo suggests economy on ‘cusp of a recession’

After Friday’s flash PMlIs surprised on the downside, suggesting the worst economic performance for more than two years in
the euro area’s largest member state, today’s German ifo business survey indices also fell short of expectations, confirming
a marked deterioration in conditions at the start of Q3. Indeed, the headline business climate index fell for the second
successive month in July and by a steeper 3.6pts to 88.6, the lowest level for more than two years and well below the long-
run average (96.9). Contrasting with recent months, firms were less satisfied with current conditions at the start of the third
quarter, with the respective index down 1.7pts — the most since the start of 2021 — to 97.7, albeit this was merely the lowest
reading since May and still above the long-run average (96.7). But firms were again markedly more downbeat about
expectations regarding the near-term outlook, with the relevant survey measure down more than 5pts to 80.3, well below the
long-run average (96.7) and a level that has been lower only twice in the survey history — at the start of the pandemic in April
2020 and during the global financial crisis in December 2008. So, the survey suggested that Germany is on the ‘cusp of a
recession’, with the ifo institute highlighting higher energy prices and fears of gas shortages among the main concerns.
Certainly, the news today that Russia would again curb its gas flows through the Nord Steam 1 pipeline from Wednesday
due to ongoing maintenance issues will undoubtedly continue to weigh on confidence.

Widespread pessimism among German subsectors

Fears of disruption to energy supply contributed in particular to the deterioration in manufacturing expectations, which
worsened substantially for the second successive month, with almost all subsectors citing pessimism about the outlook.
Indeed, the relevant index slumped a further 9%%pts to be firmly below all levels on the series bar readings at the onset of
Covid-19 and the global financial crisis. ifo also noted that new factory orders fell slightly for the first time in two years. The
mood within the services industry also took a notable turn for the worse in July, with even firms in the tourism and hospitality
sub-sectors — which had recently benefited from a post-lockdown rebound in demand — feeling the pinch. But retailers were
again the most pessimistic about the outlook, with the expectations index for the sector dropping to the second-lowest level
on the series, worse only in April 2020, with ifo noting that there were no responding retailers that were optimistic about the
future. And following a brief recovery in June, construction firms were notably more downbeat about the current and
expected business conditions, with the former at the lowest since April 2016.

Germany: ifo business sentiment indices Germany: ifo expectations indices
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The coming two days in the euro area

After a quiet day on the euro area economic data front tomorrow, Wednesday will bring the latest national consumer
confidence surveys from Germany, France and ltaly. Consistent with the Commission’s flash consumer confidence indicator,
these are expected to reveal a further deterioration in sentiment at the start of Q3 due to persistently high price pressures,
higher interest rates and concerns regarding energy supply from Russia as well as the global economic outlook. Italy’s ISTAT
will also publish the latest business sentiment survey, with the manufacturing confidence indicator expected to fall 2pts to
108 in July — the lowest since April 2021 — although following today’s disappointing German ifo survey, the risks to this
forecast are clearly to the downside. Also due to be published on Wednesday are the euro area bank lending numbers for
July, which will provide an update on demand for household and business lending.

UK

CBI survey signals a marked slowdown in manufacturing output

After the flash UK PMIs suggested that industrial production went into reverse in July for the first time in two years, today’s
CBI industrial trends survey indicated a marked slowdown in manufacturing output in the three months to July. Indeed, the
relevant survey index fell 19ppts — the steepest monthly drop since May 2020 — to 6%, the softest reading since April 2021.
And expectations for output growth over the coming three months also fell sharply, with the relevant survey index below the
long-run average for the first time since February 2021. This coincided with a sizeable moderation in new orders too — the
index fell 10ppts to 8%, a fifteen-month low — with renewed weakness in overseas and domestic demand. And firms expect
orders to slow further over the coming three months, not least reflecting greater pessimism regarding exports. Against this
backdrop, today’s survey again suggested that manufacturers’ expectations for selling prices over the coming three months
had weakened further in July. Indeed, the relevant survey balance fell 10ppts to 48%, admittedly still well above the long-run
average (14%) but nevertheless the lowest in ten months. Given squeezed profit margins, and still very weak business
sentiment surrounding the outlook for the coming twelve months — with the relevant indicator recording the third consecutive
negative quarterly reading — it was somewhat surprising to see that firms’ investment intentions for the coming year picked
up from April, albeit from a low base.

The coming two days in the UK

Looking ahead, tomorrow sees the publication of the CBI’s retail trade survey for July, which, following Friday’s subdued
retail sales figures for June, is also likely to indicate that conditions remain difficult for retailers, as high inflation squeezes
household budgets. Indeed, Wednesday’s BRC shop price index for July is likely to rise to a new series high, not least
reflecting the ongoing upwards trend in global food prices.

The next edition of the Euro wrap-up will be published on 27 July 2022

UK: CBIl industrial trends survey indices* UK: CBIl industrial trends survey indices*
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European calendar

Today’s results

Economic data

Country Release Period  Actual Meg:ﬁs:?grsg;s;s, Previous Revised

Germany ™ ifo business climate index Jul 88.6 90.1 92.3 92.2
M ifo current assessment (expectations) Jul  97.7 (80.3) 97.5 (83.0) 99.3(85.8) 99.4(85.5)
UK B cBlindustrial trends survey — total orders (selling prices) Jul 8 (48) 12 (1) 18 (58) -
EJ5 cBlindustrial trends survey — business optimism Jul 21 - -34 -
Auctions
Country Auction

- Nothing to report -

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data

Market

Period Previous
Country BST Release consensus/
Daiwa forecast
Spain i 08.00  PPIM/M% (Y/Y%) Jun - 0.9 (43.6)
UK E§S 11.00 CBI distributive trades survey — reported retail sales Jul -10 5

Auctions and events

Italy BB 1000 Auction: €2.5bn of 1.75% 2024 bonds
B B 1000 Auction: 0.1% 2033 index-linked bonds
B B 1000 Auction: 2.55% 2041 index-linked bonds

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Wednesday’s releases

Economic data
Country BST Release Period colr:Asaglr(l:Ls/ Previous
Daiwa forecast
Euro area Sl 09.00 M3 money supply Jun 5.4 5.6
Germany [N 07.00  GfK consumer confidence Jul -28.9 -27.4
France || ll 07.45 INSEE consumer confidence Jul 80 82
Italy l l 09.00 ISTAT business (manufacturing) confidence Jul - (108.0) 113.6 (110.0)
BB 0900 ISTAT consumer confidence Jul 96.6 98.3
BB 0900 Hourly wages M/M% (Y/Y%) Jun - 0.1(0.7)
UK E¥E 0001 BRC shop price index Y/Y% Jul - 31
Auctions and events
Germany MM 1030  Auction: €4.0bn of 0% 2032 bonds
UK EfE 1000 Auction: £700mn of 0.125% 2051 index-linked bonds

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.
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Access our research blog at:
https://www.uk.daiwacm.com/ficc-research/recent-blogs

This research report is produced by Daiwa Securities Co. Ltd., and/or its affiliates and is distributed by Daiwa Capital Markets Europe Limited. Daiwa Capital Markets Europe Limited is authorised
and regulated by The Financial Conduct Authority and is a member of the London Stock Exchange and Eurex Exchange. Daiwa Capital Markets Europe Limited and its affiliates may, from time to
time, to the extent permitted by law, participate or invest in other financing transactions with the issuers of the securities referred to herein (the “Securities”), perform services for or solicit business
from such issuers, and/or have a position or effect transactions in the Securities or options thereof and/or may have acted as an underwriter during the past twelve months for the issuer of such
securities. In addition, employees of Daiwa Capital Markets Europe Limited and its affiliates may have positions and effect transactions in such securities or options and may serve as Directors of
such issuers. Daiwa Capital Markets Europe Limited may, to the extent permitted by applicable UK law and other applicable law or regulation, effect transactions in the Securities before this material
is published to recipients.

This publication is intended for investors who are MiFID 2 Professional (or equivalent) Clients and should not therefore be distributed to such Retail Clients. Should you enter into investment
business with Daiwa Capital Markets Europe’s affiliates outside the United Kingdom, we are obliged to advise that the protection afforded by the United Kingdom regulatory system may not apply; in
particular, the benefits of the Financial Services Compensation Scheme may not be available.

Daiwa Capital Markets Europe Limited has in place organisational arrangements for the prevention and avoidance of conflicts of interest. Our conflict management policy is available at
http://www.uk.daiwacm.com/about-us/corporate-governance-regulatory. Regulatory disclosures of investment banking relationships are available at
https://daiwa3.bluematrix.com/sellside/Disclosures.action.

Explanatory Document of Unregistered Credit Ratings

This report may use credit ratings assigned by rating agencies that are not registered with Japan’s Financial Services Agency pursuant to Article 66, Paragraph 27 of the Financial Instruments and
Exchange Act. Please review the relevant disclaimer regarding credit ratings issued by such agencies at:

https://Izone.daiwa.co.jp/I-zone/disclaimer/creditratings.pdf

IMPORTANT

This report is provided as a reference for making investment decisions and is not intended to be a solicitation for investment. Investment decisions should be made at your own discretion and risk.
Content herein is based on information available at the time the report was prepared and may be amended or otherwise changed in the future without notice. We make no representations as to the
accuracy or completeness. Opinions [and/or estimates] reflect a judgment as at the date of publication and are subject to change without notice. Daiwa Capital Markets Europe Limited retains all
rights related to the content of this report, which may not be redistributed or otherwise transmitted without prior consent.
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