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Euro area

German business climate boosted by improved expectations for the coming six months

Like yesterday’s flash PMls, today’s ifo survey suggested that the German economy is still relatively resilient to persisting
trade uncertainties and heightened geopolitical risks, raising hopes that the euro area’s largest member state can avoid a
contraction over the summer and secure recovery momentum into 2026. The headline ifo business climate index rose for a
fourth consecutive month in June, by 0.9pt to 88.4, a 13-month high and some 3/%pts above December’s low. This left the
quarterly average almost 2pts above the Q1 and Q4 levels. Admittedly, firms judged current conditions to be little changed in
June, with the 0.2pt rise in the respective index (86.2) failing to fully reverse the decline in May and leaving it still almost 1%
standard deviations below the long-run average. But, on average over the second quarter, that index was marginally higher
than in Q1. And today’s survey pointed to a further marked improvement in expectations of the near-term outlook, seemingly
buoyed by the government’s tax reforms and commitment to boost public sector spending on defence and infrastructure.
Indeed, the ifo index of business expectations for the coming six months jumped 1.7pts in June to 90.7, a level exceeded
only once in more than three years (in April 2023).

Services and construction firms most upbeat about outlook since February 2022

Ahead of the 9 July deadline to end the pause in Trump’s reciprocal tariffs, manufacturers considered conditions in June to
be less favourable than in recent months due to disappointing order books. But despite slipping to a three-month low, the ifo
current conditions index for the sector was still on average in Q2 up a chunky 5pts compared with Q1. And expectations for
the coming six months were the best for almost two years. Certainly, the latest hard data to be published suggest that new
factory orders in April were almost 3% above the Q1 level, with core factory orders (excluding bulk items) rising to the
highest level since August 2023. And with order backlogs having similarly risen to the highest level in 20 months — including
a pickup in the electrical equipment, pharmaceuticals, autos and other transport equipment sectors — positive production
momentum should resume over coming months. Moreover, the services sector looks well placed to offset any manufacturing
pullback this quarter after the front-loading in Q1. For example, a rise in turnover in the hospitality sector in April — by the
most in five months — left it some 0.8% above the Q1 level. And today’s ifo survey suggested a further marked improvement
in the sector’s business climate at the end of the quarter too, with expectations considered the most favourable since early
2022 thanks to greater optimism among business-related services. Wholesale traders were also more satisfied with current
business. And benefiting from declining borrowing costs and a recovery in the housing market, constructors were the least
downbeat about the outlook since February 2022.
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Merz flexes German fiscal muscle announcing extra issuance across the curve in Q3

Bunds underperformed other euro area government bonds today, but not markedly so, as German Chancellor Merz’s cabinet
approved additional debt issuance for the coming quarter as well as the key spending and net ‘core budget’ borrowing plans
for the coming four years that have helped to buoy business sentiment. In terms of the third quarter, the German debt
management agency announced an increase in planned gross new issuance of €19bn (more than 19%) to €118.5bn. Only
€4bn of that additional borrowing will be issued as bills in the money market, with the remaining €15bn to be issued across
the bond curve. A little more than half (€8bn) of the extra funds will be raised via a new 7Y bond. But flexing the German
fiscal muscle — reflected in a gross general government debt stock still just 63% of GDP last year and a ratio of debt interest
payments to GDP that is by far the lowest of the G7 countries — the agency was also able to announce extra borrowing at the
super-long end. So, the German plans for additional 15Y and 30Y issuance conspicuously contrast the recent decisions of
government debt managers in Japan and UK to reduce their own super-long issuance plans. Over 2025 as a whole, gross
German debt sales will reach about €410bn, €30bn more than originally announced at the end of 2024.
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Big increase in spending on infrastructure, defence & debt interest over coming years

Within the expenditure detail, benefiting also from the government’s special funds, federal investment will rise 55%Y/Y to a
record €115bn. And investment is planned to be sustained close to this level over the coming years. Assuming bureaucratic
and regulatory obstacles can be removed, that should support growth-enhancing new projects in rail and other transport
infrastructure as well as social housing and urban redevelopments, education, digitisation and the transition to net zero. The
mid-term financial plan also confirms the government’s intention to increase ‘core’ defence spending from about €99.5bn
(2.4% of GDP) this year to €162bn (3.5% of GDP) by 2029. An additional 1.5% of GDP will be spent by then on defence-
related items to be consistent with new NATO proposals. With ‘core budget’ net borrowing planned to increase from close to
€82bn in 2025 to above €126bn in 2029, debt interest payments are expected to more than double by 2029 from about
€30bn this year. As a share of GDP, however, that should still represent the lowest among the G7.

The coming two days in the euro area

Ahead of Friday’s updated June release of the Commission’s consumer confidence indicator, the coming two days will bring
national surveys from France (Wednesday) and Germany (Thursday). Last week’s flash estimate of euro area consumer
confidence surprised slightly to the downside (falling 0.2pt to -15.3), suggesting that geopolitical and trade uncertainties
offset the support from an additional ECB rate cut and easing price pressures. In line with recent trends, we expect these
surveys to flag an ongoing preference to save and subdued major purchases intentions reflecting growing job insecurity in
both countries. With regards to ECB speakers, a presentation by Executive Board member Schnabel on Wednesday will
likely be of interest. President Lagarde is also due to give a speech that evening.

UK

CBI survey points to ongoing manufacturing weakness

Consistent with the message from yesterday’s flash PMls, today’s CBI industrial trends survey was downbeat, reinforcing the
view that manufacturing will remain weak amid persistently subdued demand. Indeed, despite a marginal improvement

from May, the headline output balance (-23%) remained firmly in contractionary territory in the three months to June, with
40% of respondents reporting a decline in production compared with a year earlier, the largest share in six months. Output
reportedly contracted in 14 out of 17 subsectors, driven by the chemicals, metals and mechanical engineering industries.
And while the anticipated pace of decline is expected to slow over the coming three months, less than a quarter of
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respondents were forecasting an increase. Consistent with the findings of the PMlIs, the CBI survey suggested a slightly
softer pace of decline in export orders this month. However, still more than 40% of respondents judged total order books to
be below ‘normal’ for the time of year. And while below the long-run average, manufacturers considered stocks of finished
goods to be more than adequate in June. Against this backdrop, today’s survey showed that selling price expectations eased
— particularly among smaller firms that appear to lack pricing power — to the joint-lowest level in seven months. So, while
core goods CPI inflation rose to a four-month high in May, today’s survey suggests that price pressures in the sector are
likely to remain relatively benign.
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The coming two days in the UK

While tomorrow should be a relatively quiet day for UK economic news, Thursday’s CBI distributive trades survey will provide
first insights into retail and wholesale trades activity in June. This might report a pickup in retail sales after a marked decline
in May, tallying the modest recovery in consumer confidence and likely boost from the warm weather this month. Otherwise,
speaking events should again take centre stage. BoE Governor Bailey will give a keynote speech to the British Chambers of
Commerce on Thursday — titled ‘Where’s the growth? — while Deputy Governor Breeden is also due to speak a little earlier
on a conference panel organised by CityAM.

The next edition of the Euro wrap-up will be published on Thursday 26 June 2025
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European calendar

Today’s results

Economic data
Country Release Period  Actual Meg:;tl;?grsg;ssl:s, Previous Revised
Germany M ifo business climate indicator Jun 88.4 88.0 87.5 -
M ifo current assessment (expectations) indicator Jun 86.2(90.7) 86.5 (89.9) 86.1(88.9) -(89.0)
UK  EJ5 CBlindustrial trends survey — total orders (selling prices) balance % Jun  -33 (19) -28 (23) -30 (26) -
Auctions
Country Auction
Germany W soid €3.066bn of 1.7% 2027 bonds at an average yield of 1.85%
UK  EHE sold £1.7bn of 1.125% 2035 inflation-linked bonds at an average yield of 1.386%

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Wednesday's releases

Economic data

Market consensus/

Country BST  Release Period Daiwa forecast Previous
Euro Area _ 05.00 New car registrations Y/Y% May - 1.1
France [] Bl 07.45 INSEE consumer confidence indicator Jun 89 88

Spain  TEem 08.00 GDP —final estimate Q/Q% (Y/Y%) Q1 0.6(2.8) 0.7 (3.3)
== 0800 PPIYY% May - 1.9

Auctions and events

italy [l W

l . 10.00 Auction: to sell up to €3bn of 1.1% 2031 inflation-linked bonds
UK : : 10.00 Auction: to sell £3.25bn of 4.375% 2040 bonds

10.00 Auction: to sell up to €3bn of 2.1% 2027 bonds

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Thursday’s releases

Economic data

Market consensus/

Country BST Release Period . Previous
Daiwa forecast
Germany ™ (0700 GfK consumer confidence indicator Jul -19.2 -19.9
UK : f 11.00  CBI distributive trades survey — reported retail sales balance % Jun -25 -27

Auctions and events

EuroArea BBl 12.00 ECB Executive Board Member Schnabel to give presentation at a business association conference, Frankfurt
BB 1930 ECB President Lagarde to give speech at opening of an Opera festival, Munich
UK E'EE 09.30 BoE Deputy Governor Breeden on panel at the CityUK annual conference, London
E-l-:% 10.00 Auction: to sell £1bn of 4.25% 2046 bonds
EJ= 12.00 BoE Governor Bailey speaks at the British Chambers of Commerce annual conference, London

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 (“DCME”). DCME is authorised and regulated by The
Financial Conduct Authority and is a member of the London Stock Exchange. DCME 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 derivatives 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 DCME and its affiliates
may have positions and effect transactions in such the Securities or derivatives or options thereof and may serve as Directors of such issuers. DCME 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 only for investors who are professional clients as defined in MiFID Il and should not be distributed to retail clients as defined in MiFID Il. Should you enter into investment
business with DCME'’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.

DCME 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-requlatory. 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://drp.daiwa.co.jp/rp-daiwa/direct/reportDisclaimer/credit_ratings.pdf. If you need more information on this matter, please contact the Research Production Department of Daiwa Securities.

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. 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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