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Banks report sharpest tightening of standards on business loans since the euro crisis

Ahead of Thursday's monetarypolicyannouncement, the ECB’s latestbank lending surveyprovided a welcome reminder to
the Governing Council ofthe dangers oftightening too fastagainstthe backdrop of a rapidlydeteriorating ec onomic outlook.
In particular, the survey reported a marked tightening of creditstandards, and overall terms and conditions on bank loans, for
both households and firms over the pastquarter. The survey also reported alarger share ofrejected loan a pplications on all
types of credit. Within the detail, a netshare of more than 19% of banks surveyed reported a tightening of standards on
loans to firms, which was the largestsuch share sincethe euro crisis in 2012. And a significantlylarger netshare (29%)
expect to tighten credit standards on such loansin Q4. Firms cited intensifying recession fears, economic uncertainty,
industry- or firm-specificissues and overall declining risk tolerance among the causes ofthe tightening of creditstandards.
However,they also reported thattheir costof funds and balance sheetsituation contributed to the tightening, and by the
mostsince the euro crisisin 2012. Alarger share of banks in each of the large member states, with the exception of France,
reported a net tightening of credit standards last quarter, with Italy and Spain mostsignificantlyaffected.

An even bigger tightening of credit standards for households

An even larger netshare of banks —the mostsince 2008 and a bigger share than had been anticipated the prior quarter —
reported a net tightening of credit standards for housing loans (32%) in Q3, with a notable nettightening also reported for
consumer creditand other lending to households (21%). As for lending to firms, a significant netshare of banks expects to
keep tightening their standards on creditto households in the currentquarter. Despite a nettightening ofterms and
conditions on such credit, margins reportedlynarrowed on both house purchaseloans and consumer credit, as market
reference rates rose ata fasterrate than the interestrates applied to such loans.

A sharp drop in demand for loans for house purchases

Contrary to expectations the prior quarter, banks reported anincrease in firms’ netdemand forloans in Q3 (+13%).
However, the cause for the increased demand was notoverlyencouraging, being related to firms’ financing needs for
working capital and inventories, given increased cost pressures, lower-than-expected demand and precautionaryactivity
related to supplybottlenecks. In contrast, for the second consecutive quarter, banks reportedthatlower fixed investment
plans had adampening impacton firms’ netdemand for loans, with higher interestrates also playing a role. Given the nature
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of the borrowing needs, demand for short-term loans had increased butnetdemand for long-termloans was broadly
unchanged. Bank also reported a sharp drop in netdemand for loans to households for house purchase, with the respective
index of -42% the weakestsince the euro crisis bar the worstmoments ofthe pandemic. Demand for consumer creditalso
decreased moderatelyin netterms, with banks citing higher interestrates and low consumer confidence as keydrivers of the
decline in household loan demand. In the currentquarter, banks expect a netdecline in demand for loans to firms and
households alike, with the magnitude in the drop in demand for housing loans (-64%) expected slightlyto exceed that
experienced in the midstofthe global financial crisisin H208.

German ifo business climate remains gloomy with a difficult winter ahead

Contrasting with expectations and the further deterioration recordedin yesterday’s German flash PMis, today’s ifo business
survey suggested thatthe steady downtrend in economic expectations seen since the startofthe year had perhaps paused
at the startof the fourth quarter. Admittedly, the slight uptickin the ifo expectations index— by just0.3ptto 75.6 — still left it at
the third-lowestlevel since the seriesbeganin 2005, some 21pts below the long-run average and more than 3pts below the
Q3 average. Moreover, it was offsetby a further deterioration in firms’ assessments of currentconditions, forwhich the
survey measure fell 0.4ptto a twenty-month low of 94.1. So, the overall business climate indexslipped 0.1ptto 84.3, the
lowestsince the onsetofthe pandemic and the weakestsince the global financial crisis outside periods oflockdown, with the
ifo institute appropriatelywarning of a challenging winter ahead. And, like yesterday's PMIs, today’s survey was still
consistentwith a gloomyeconomic backdrop and the strong likelihood of recession.

Retailers remain the most downbeat, but pessimism widespread

Within the detail of the survey, with consumer confidence atarecord low and householdbudgets being squeezed, retailers
were the mostnegative aboutthe outlook on the series. And as the summer rebound in services activity continued to fade,
firms in the sectorassessedthatconditions had worsened further atthe startof Q4, with expectations little improved from
September’s slump. Despite a modestimprovementin the balance of current conditions, manufacturers were the most
pessimisticaboutthe coming sixmonths since April 2020, reflecting notleastongoingconcerns aboutthe global outlook and
energy supply, with the ifo institute considering energy-intensive and autos subsectors to be in ‘crisis’. The weakening in
sentimentin construction was also noticeable, with firms’ assessmentof currentconditions the worstsince January2016,
and expectations continuing to deteriorate amid falling new orders.

The coming two days in the euro area

The main focus over the coming two days will be Thursday’s ECB policyannouncements, when we expectthe Governing
Council toraise each ofits three main policyrates by 75bps, mostnotablytaking the depositrate to 1.50%. With euro area
inflation in September having again exceeded the ECB’s forecast, and the euro having depreciated significantlybelow parity
againstthe dollarsince the lastmonetarypolicymeeting, all members ofthe Governing Council will agree thatreal short-
term rates are still far from the neutral stance thatthey hope to achieve by year-end. So, while a dovish minoritywill be
mindful of rising recession risks and tightening financial conditions, another hike of 75bps this month is likelyto be
uncontroversial. While the post-meeting statementwill likelyrepeatthatfuture policydecisions will continue to be data-
dependentand made on a meeting-by-meeting basis, itwill also likelymake clear thatrates will likelyrise again before year-
end. And PresidentLagarde mightmake clearthatthe ECB will considerreducing its bond holdings (i.e. quantitative
tightening) once interestrate normalisation has been completed.

The ECB mightwell also announce technical adjustments in orderto addressissuesrelatedto the huge amountofexcess
liquidityin an environmentofpositive an interestrates, which offers banks significantrisk-free incomewhile also
representing a big costto the ECB. Several policy options appearto have been under consideration. In particular, to sharpen
banks’ incentives to repaytheir TLTRO loans withoutundue delay, it is possible thatthe Governing Council mightdecide
retrospectivelyto amend the terms ofthat long-term liquidity. That, however, mighthave a reputational costfor the ECB.
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Alternatively, the ECB mightsimplyintroduce a ‘reverse-tiering’ system to reduce interestpaid on deposits above a certain
threshold. Whatever precise measure is agreed upon, itwill likely reduce total netincome for euro area banks bytens of
billions ofeuros in the coming year.

Data-wise, tomorrow will bring the ECB’s latest monthlybank lending numbers for September, which among other things are
likely to reportcontinued subdued demand for consumer credit, and perhaps also a slowing in mortgages, amid a pickup in
interestrates to the highestsince 2015. Againstthis backdrop, high inflation and the uncertain economic outlook, the latest
French INSEE consumer confidence survey seems unlikelyto reporta meaningful improvementatthe startof the fourth
quarter. This will be followed on Thursdayby the German GfK consumer survey, which is expected to see headline sentment
remain close to a post-reunificationlow, with the equivalentltalian ISTAT business and consumerindicators due thatday too.

UK

CBIl industrial sentiment falls at steepest pace since April 2020

While today's CBl industrial trends surveyexceeded expectations with respectto its gauge of UK manufacturing output, the
survey was still consistentwith a contraction in the three months to October and a reminder that conditions remain
exceptionallychallenging in the sector at the start of Q4. Overall, the survey suggested that outputfellin 11 out of 17
subsectors, led by paper, printing & recorded media and metal manufacturing. While firms were a touch more optimistic
aboutnear-term production prospects, the survey’'s measure ofnew orders fell back in October, with the balance fornew
export orders decliningatthe steepestpace since July2020. Moreover, the stock of finished orders was the highestsince
February 2021 suggesting good recent progress working through backlogs. Furthermore, while the share offirms reporting
material shortages as a constraining factor on production remained elevated at54 %, that represented an improvement from
63% in the three months to Julyand 71% in the three months to April. The tight labour marketremained a cause for concern
too, with the net balance ofthose citing worker shortages as a restrainton output (49%) the highestsince October 1973. So,
taken with still extremelyelevated costburdens —the respective survey balance was unchanged over the quarter at 82% —
the indexof overall business sentimentworsened for a fourth successive quarterand atthe steepestpace since April 2020,
falling 27ppts to -48%. So, manufacturers were unsurprisinglyless upbeatabouttheirinvestmentintentions over the coming
year too.

The coming two days in the UK

After a day bereftof UK releases tomorrow, Thursdaywill bring the CBI distributive trades surveyfor October. Amid the
further rise in household energybills this month, surgein secured and unsecuredinterestrates and double-digitinflation, this
survey is likely to signal ongoing weakness in retail sales atthe startof Q4.
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The next edition of the Euro wrap-up will be published on 27 October 2022



https://bit.ly/3N6ygXT

Europe Euro wrap-up 25 October 2022

Daiwa

Capital Markets

European calendar

Today’s results

Economic data

Market consensus/

Country Release Period Actual Daiwa forecast Previous Revised

Germany W |fobusiness climate Oct 84.3 83.8 84.3 84.4
M 1o current assessment (expectations) balance Oct  94.1 (75.6) 92.7 (75.0) 94.5 (75.2) - (75.3)
UK E+:£ CBIl industrial trends surv ey, total orders (selling prices) Oct -4 (46) - -2 (59) -
= cBiindustrial trends survey, business optimism Oct -48 -21 -
Auctions
Country Auction

Germany [ sold €3.25bn of 1.3% 2027 bonds at an average yield of 2.11%
UK 5 sold £800mn of 0.125% 2039 index-linked bonds at an av erage yield of 0.07%
Source: Bloonberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data

Market

Period Previous
Country BST Release consensus/
Daiwa forecast
Euroarea [ 09.00 M3 money supply Y/Y% Sep 6.1 6.1
France ] l] 07.45 INSEE consumer confidence Oct 78 79
BB 1100 Total jobseekers, ‘000s Q3 - 2945

Auctions and events
Italy Bl B 10.00 Auction: €2.5bn of 1.75% 2024 bonds
B B 10.00 Auction: €750mn of 0.65% 2025 index-linked bonds
ll B 10.00 Auction: €750mn of 0.1% 2033 index-linked bonds

UK = 10.00 Auction: £3.5bn of 0.50% 2029 bonds
Source: Bloonmberg and Daiwa Capital Markets Europe Ltd.

Thursday’s releases

Economic data

Period Market Previous
Country BST Release consensus/
Daiwa forecast
Euroarea [l 13.15 ECB deposit (refinancing) rate % Sep 1.50 (2.00) 0.75 (1.25)
Germany M  07.00 GfKconsumer confidence Nov -41.5 -42.5
Italy l l 09.00  ISTAT business (manufacturing) sentiment indicator Oct - (100.0) 105.2 (101.3)
| | 09.00  ISTAT consumer confidence Oct 93.0 94.8
UK EJSE  11.00 CBIdistributive trades survey, reported sales Oct - -26

) ]

Auctions and events

Euroarea [ 13:15 ECB monetary policy announcement
BB 1345 ECB President Lagarde holds press conference following the Gov erning Council meeting
BB 1655 ECB's Villeroy speaks at climate finance conference

Source: Bloonberg and Daiwa Capital Markets Europe Ltd.
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