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e Wednesday will bring flash French inflation data for December as well as UKT 4Y4 06/32 3.968 -0.025
surveys of French consumer confidence and UK retail prices, and UK bank *Change from close as at 4:00pm GMT.
Iending figures. Source: Bloomberg

Euro area

German inflation falls further than expected in December on lower energy prices

While the ECB ended 2022 on an extremely hawkish note in response to the upwards revision to its price outlook, today’s
flash estimates of German inflation in December surprised significantly on the downside. The EU-harmonised HICP measure
fell 1.7ppts to 9.6%Y/Y, 2.0ppts below October’s peak and 0.6ppt below the median forecast on the Bloomberg survey. And
the national CPI measure dropped 1.4ppts, 1.8ppts below the peak and 0.4ppt below the Bloomberg consensus. Both the
HICP and CPI rates represented four-month lows, and we expect further declines over coming months as base effects
become far more favourable and cost pressures moderate in response to an improved balance between supply and demand
as well as government policy interventions. Just as the rise in German inflation into the autumn had been driven by prices of
energy, that category accounted for most of the decline in December. Indeed, on the national measure, energy inflation fell
more than 14ppts — the most on the series — to 24.4%Y/Y. In part, that reflected the federal government’s one-off payment to
reduce domestic energy bills at the end of the year, ahead of the implementation of the more substantive price cap from the
start of 2023. It also reflected lower prices of petrol, which fell about 772%M/M thanks not least thanks to lower crude oil
prices. Beyond energy, there was also a welcome fall in food inflation, albeit of just 0.4ppt from November’s series high to
20.7%Y/Y. And inflation of non-energy industrial goods appears to have benefited from lower cost pressures, dropping 0.2ppt
on our estimate to 7.9%Y/Y. However, the national measure of services inflation reversed much of the prior month’s decline,
rising 0.3ppt to 3.9%Y/Y. So, our estimate of core German inflation ticked up to a new high of 5.3%Y/Y.

Spanish inflation falls to 13-month low also thanks to weaker energy inflation

Like in Germany, Spanish inflation at the end of 2022 also surprised on the downside. In particular, the flash headline HICP
rate eased for the fifth consecutive month in December, by 1.1ppt to 5.6%Y/Y, more than 5ppts below July’s peak and the
lowest since November 2021. The national measure was similarly down 1.0ppt in December to 5.8%Y/Y, a thirteen-month
low. Spain’s statistical office attributed the decline to a smaller increase in electricity prices last month compared with
December 2021, as well as a steeper fall in petrol prices, for which weekly figures implied a drop of 8%M/M. But when
excluding energy and fresh food, the national core CPI measure jumped 0.6ppt to 6.9%Y/Y. While this in part reflects higher
clothing inflation as seasonal discounting was reportedly smaller than in December 2021, it will also be due to higher prices
of processed food. Indeed, while we will have to wait for Eurostat’s final estimates on 18 January, Spanish HICP core
inflation is likely to have been only marginally higher than November’s rate of 4.0%Y/Y and still below the summer peak
(4.9%Y/Y). More importantly perhaps, given the much faster pass-through of shifts in wholesale energy prices to consumer
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prices in Spain than elsewhere in the euro area, the marked drop of Spanish inflation since the summer gives a taste of what
to expect in other member states over coming quarters.

Unemployment claims continue to fall in Germany and Spain

Despite the declines in headline inflation reported in Germany and Spain, the increases in core inflation as well as evidence
of resilient labour markets in both countries will be a source of worry among the ECB’s hawks. Indeed, despite the slowdown
in economic activity, Destatis reported that roughly 45.9mn people were in employment in Germany in November, up around
45k on the month and a new high. Furthermore, contrasting with an expected seventh consecutive increase, German
unemployment claims fell in December, by 13k. Admittedly, given the inclusion of Ukrainian refugees in the labour market
over the summer, the number of jobless claimants ended the year some 130k higher than at the end of 2021, to leave the
claimant count rate at 5.5%. But while that was 0.3ppt higher than a year earlier, it was also still almost 1ppt below the
pandemic high in June 2020. And while the number of job vacancies fell for the seventh consecutive month in December, it
remained above the pre-pandemic level and well above the long-run average. The number of unemployed people in Spain
also fell for the third consecutive month in December, by 24k to 2.83mn (seasonally adjusted terms), the lowest level since
September 2008. And so, the number of people in employment in Spain stood above 20.3mn at the end of 2022,
representing an increase of almost ¥2mn compared with end-2021, with almost 5mn more permanent contracts signed than
in the year preceding the pandemic.

Cost pressures from beyond the labour market continue to moderate

While continued labour market tightness will remain a concern for the ECB as it frets about potential second-round effects on
inflation from wages, survey indicators and wholesale market prices continue to suggest that cost pressures from beyond the
labour market are moderating. Supply bottlenecks in manufacturing are certainly easing, with the ifo institute reporting today
that the share of German manufacturers citing shortages of intermediate goods fell more than 8ppts in December to 50.7%,
about 30ppts below last spring’s peak. That is still above the long-run average, and machinery, equipment and autos firms
remain hardest hit. Nevertheless, the share of manufacturers affected by material shortages has fallen significantly in all sub-
sectors, and particularly so for producers of furniture, and energy-intensive sub-sectors such as paper, chemicals and metals
where output has been cut sharply. Yesterday’s final euro area manufacturing PMIs for December broadly confirmed the
findings of the flash survey that suggested that supplier delivery times failed to rise for the first time since before the
pandemic. In part, that reflects the continued decline in production, albeit by the least since June (the respective PMI rose
1.2pts to 47.8). With easing supply pressures and softer demand, the estimates of input costs and output prices were revised
down from the flash indices, the former to the lowest in more than two years (61.0) and the latter to a 21-month low (61.2).
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And with the mild and windier winter weather helping to reduce benchmark wholesale prices of natural gas to below their
levels a year ago ahead of Russia’s invasion of Ukraine, and petrol prices little different from a year ago, we expect non-

labour cost pressures to continue to moderate.

The day ahead in the euro area

The main data focus in the euro area tomorrow will be the release of preliminary French consumer price inflation data for
December. Contrasting with the significant declines in Germany and Spain, French inflation is expected to have risen slightly
further at the end of last year, with the Bloomberg survey consensus forecasting an increase in the EU-harmonised measure
of 0.2ppt to 7.3%Y/Y. While this would mark a fresh series high, it would remain well below the average inflation rate across
the euro area. Meanwhile, the final euro area services and composite PMIs for December will also be published, along with
new survey results for Italy and Spain. The flash survey saw the euro area composite output PMI rise 1pt to a four-month
high of 48.8, suggesting that the current downturn in economic activity might not be as severe as initially feared. The INSEE
consumer confidence survey is also expected to indicate that there was a modest improvement in French household

sentiment at the end of the year too.

UK

UK manufacturing conditions remained tough at the end of 2022

While the final UK manufacturing PMIs were upwardly revised from the preliminary results, they still pointed to a bleak end to
the year for the sector, with output falling sharply and demand remaining lacklustre. Indeed, the output component fell for the
second successive month in December, by 0.4pt to 44.4, the sixth-consecutive sub-50 reading, with production of
intermediate goods reportedly the hardest hit, and a steeper pace of contraction in output of consumer goods too. Amid
ongoing economic uncertainties, diminishing budgets and Brexit-related complications, demand was among the weakest
since the start of the pandemic. So, firms in the sector continued to cut their purchases of inputs, and scaled back staff for a
third consecutive month and by the most since October 2020. There was at least a further modest improvement in supplier
delivery times, which likely contributed to a further marked easing in cost burdens reported this month, with the input price
PMI down more than 77 pts to 61.7, the lowest in more than two years. And so, taken together with the moderation in
demand, the extent to which manufacturers were able to pass on higher prices to consumers also diminished, with the output

PMI (60.1) also the weakest since the start of 2021.

Germany: Shortage of inputs in manufacturing*

Euro area: Manufacturing PMIs — supply side
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The day ahead in the UK

Looking ahead to tomorrow, the BRC shop price index for December is likely to confirm still significant price pressures on the
High Street as retailers try to compensate for higher input costs. Separately, the Bank of England’s monthly lending figures
for November are likely to report still subdued demand for consumer credit, while mortgage approvals are expected to have
slowed again amid higher borrowing costs.

European calendar

Today’s results

Economic data
Country Release Period  Actual Mg:f,\t,;?grseir:;y Previous Revised
Germany ™ Unemployment rate % (change ‘000s) Dec 5.5(-13.0) 5.6 (14.0) 5.6 (17.0) 5.5 (15.0)
M preliminary CPI M/IM% (Y/Y%) Dec -0.8((8.6) -0.6 (9.2) -0.5 (10.0) -
M preliminary HICP M/M% (Y/Y%) Dec  -1.2(9.6) -0.8 (10.2) 0.0 (11.3) -
Spain  Ee= Unemployment change 000s Dec -43.7 - -33.5 -
UK  EE Final manufacturing PMI Dec 45.3 44.7 46.5 -
Auctions
Country Auction
- Nothing to report -

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Yesterday’s results

Economic data
Country Release Period  Actual Mcgl;it‘al\tlg?grseecr;ssl:s/ Previous Revised
Euro area [JB8l Final manufacturing PMI Dec 47.8 47.8 47.1 -
Germany ™ Final manufacturing PMI Dec 47.1 47.4 46.2 -
France [] B Final manufacturing PMI Dec 49.2 48.9 483 -
B B New car registrations Y/Y% Dec -0.1 - 9.8 -
italy [l B Manufacturing PMI Dec 48.5 48.6 48.4 -
B B New car registrations Y/Y% Dec 21.0 - 14.7 -
Spain = Manufacturing PMI Dec 46.4 46.0 45.7 -
== New car registrations Y/Y% Dec -14.1 - 10.3 -
Auctions
Country Auction
- Nothing to report -

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.
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Tomorrow’s releases

Economic data

Country GMT Release Period Mg;;t:(f):rseir;s;y Previous
Euro area [ 09.00 Final services (composite) PMI Dec 49.1 (48.8) 48.5 (47.8)
Germany M 0855 Final services (composite) PMI Dec 49.0 (48.9) 46.1 (46.3)
_— - New car registrations (production) Y/Y% Dec - 31.3(25.3)
France [J] B 07.45 Preliminary CPI MIM% (Y/Y%) Dec 0.5 (6.4) 0.3(6.2)
B B 07.45 Preliminary HICP M/M% (Y/Y%) Dec 0.4 (7.3) 0.4 (7.1)
B B 08.50 Final services (composite) PMI Dec 48.1 (48.0) 49.3 (48.7)
B B 07.45 INSEE consumer confidence Dec 84 83
italy | ll 08.45 Services (composite) PMI Dec - 51.2 (49.6)
Spain  TEew 08.15 Services (composite) PMI Dec - 51.2 (49.6)
UK E#5 00.01 BRC shop price index Y/Y% Dec - 7.4
E#5 09.30 Net consumer credit £bn (Y/Y%) Nov - 0.8 (7.0)
E#5 09.30 Net mortgage lending £bn (approvals ‘000s) Nov - (53.0) 4.0 (59.0)

Auctions and events

Germany M@ 1030 Auction: €5bn of 2024 bonds
Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

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.


https://www.uk.daiwacm.com/ficc-research/recent-blogs
http://www.uk.daiwacm.com/about-us/corporate-governance-regulatory
https://daiwa3.bluematrix.com/sellside/Disclosures.action
https://lzone.daiwa.co.jp/l-zone/disclaimer/creditratings.pdf

