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Euro area

Euro area IP fell back in May as precautionary inventory boost started to fade

Consistent with survey evidence that precautionary stock-building activity following the initial energy shock is beginning to
fade, euro area industrial production declined in May for the first month in four (-0.2%M/M). But that followed an upwardly
revised increase in April (0.3%M/M). Moreover, the weakness in May was exaggerated by a sharp fall in Ireland (-5.2%M/M).
And despite the monthly decline, the broader picture remained relatively upbeat. Output continued to expand in Germany
and Spain. And despite flatlining in May, output in France and Italy was also trending in the first two months of Q2 almost 1%
above the Q1 average, while production in the Netherlands was almost 2% higher on the same basis. As such, euro area
industrial production was trending some 2% above the Q1 level, with manufacturing on track to record the first quarter of
growth since Q125 (0.8%). Production of coke and refined petroleum fell for the first time in four months (-2.8%M/M). And
output in other energy-intensive subsectors including chemicals, glassware and paper also declined after strong gains over
the previous months. In contrast, there was continued growth in fabricated metals. And output of ammunition remained close
to record highs, while production of military vehicles jumped to a new series high as higher government defence spending
continued to boost activity. Meanwhile, Al-related demand helped production of computer and electronic equipment to trend
almost 6% above the Q1 average. In contrast, although autos production rose in May, it was still tracking some 3%2% below
the Q1 average, illustrating the continued challenges of intense competition and changing consumer preferences.

Near-term production outlook may be restrained by tighter supply constraints

The near-term outlook for manufacturing activity remains highly uncertain. While the manufacturing PMI suggests continued
expansion, the Commission surveys points to a further contraction in June, with momentum seemingly weakening across
intermediate, capital and consumer goods sectors alike. Delivery delays and shortages of key inputs, in part due to the
conflict in the Middle East, suggest that supply constraints are binding more tightly, including in energy-intensive industries.
Nevertheless, provided supply bottlenecks ease, prospects for many subsectors appear broadly encouraging. Surveys
suggest that orders picked up again in Q2, with the respective Commission index rising to the highest level in four years and
the equivalent PMI measure in June broadly in line with the long-run average. German manufacturing order backlogs
continue to trend higher across a range of sectors, most notably electrical and ICT equipment, fabricated metals, and non-
auto transport equipment. The Commission survey also points to growing optimism among producers of ICT and electrical
equipment at the euro area level. And the twin drivers of Al-related investments and government military spending, as well as
the likelihood of a rebound in pharmaceuticals after US tariff-related weakness, all point to the likelihood of continued
resilience in industrial production through the second half of the year.
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The day ahead in the euro area

Following on from today’s IP release, Thursday’s euro area goods trade figures for May will further inform assessments of
economic activity last quarter. Goods exports notably subtracted from GDP growth in Q1 after weakening at the end of 2025
amid soft demand from the US and China. More recently, costlier energy imports have further narrowed the region’s nominal
trade surplus and will continue to do so. But export growth has at least shown resilience, potentially benefitting from the
efforts of manufacturers to shore up inventories as a precaution ahead of possible supply disruptions. Indeed, while also
supported by higher prices, euro area exports have risen for three consecutive months in value terms, and goods trade data
from Germany in May suggest that a fourth-consecutive monthly rise — in this case led by shipments to the US and China —
might be on the cards. Otherwise, Italian inflation figures for June will provide the final detail from the largest member states
ahead of Friday’s equivalent euro area release.
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BRC retail sales growth slows despite boost from the heatwave and start of the Football World Cup

Despite a reported boost from the ongoing record heatwave and the start of the Football World Cup, yesterday’s BRC retail
monitor suggested that sales growth slowed last month. The survey’s measure of sales values rose 1.9%Y/Y in June, in line
with the average in the previous 12 months, but nevertheless down from 3.7%Y/Y in May. Like-for-like sales growth also
slowed sharply, halving to 1.7%Y/Y. Looking through monthly volatility, the picture was softer still. Like-for-like sales growth of
0.6%3M/Y was the second weakest reading in 18 months and more than 1ppt below the average over that period. Growth in
food sales was the softest in two years (1.5%3M/Y), while non-food sales on the high street remained lacklustre (0.5%3M/Y).
That weakness partly reflected a sharp decline in footfall, as hot weather discouraged trips. By contrast, online non-food
sales growth accelerated to 4.5%3M/Y, its fastest pace since February 2025, reflecting strong demand for fans and air
conditioners. Today’s survey was also flattered by rising prices. When adjusting for the BRC shop price index, total sales
volumes rose a modest 0.7%Y/Y. And smoothing for recent monthly volatility, sales volumes were broadly flat (-0.1%3M/Y),
while like-for-like volumes fell (-0.5%3M/Y). Looking ahead, with the GfK survey suggesting that household purchase
intentions for coming months have not been lower since October 2024, and real incomes set to be squeezed again by higher
energy prices, we expect consumer spending on big-ticket items to be lacklustre through to the autumn and likely beyond.

The day ahead in the UK

May’s UK monthly GDP report will provide the highlight of Thursday’s dataflow. GDP growth accelerated 0.6%Q/Q in Q1, the
firmest rate in two years. And momentum edged up further in April (0.7%3M/3M) despite a fall in output on the month
(-0.1%M/M) as the boost from stockpiling and higher consumption ahead of expected price rises in March faded and
disruption to major sporting events in the Middle East further subtracted. Unfortunately, a second successive contraction in
May cannot be confidently ruled out. The PMIs were indicative of a sharp drop in business activity, with the dominant
services sector reportedly contracting (49.3) for the first month since April 2025. May'’s retail sales figures suggest that
consumer-facing services probably fared slightly better in the warm weather. But softening housing market activity probably
provided some offset, while the effects of tighter financial conditions, rising material costs and extreme temperatures raise
downside risks for construction activity. Surveys suggest that the manufacturing sector offered ongoing support as firms
continued to rebuild inventories and front-run production ahead of possible supply pressures, but the recent strength might
limit their support. So, overall, we expect monthly GDP to have flatlined in May, consistent with a moderation in three-month
growth to 0.5%3M/3M. And with underlying activity likely still subdued and favourable base effects rolling off in June, we
expect GDP growth in Q2 eventually to be printed as roughly half that figure. Finally, in politics, the necessary support for
Andy Burnham from affiliated unions and groups will be confirmed, clearing the final hurdle before he is formally announced
as Labour Party leader on Friday.
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European calendar

Today’s results

Economic data
Country Release Period  Actual M%rla(ﬁ;:(;grseir;s;s/ Previous Revised
Euro area [ Industrial production M/M% (Y/Y%) May -0.2(-1.2) -0.2 (-0.7) 0.1(0.3) 0.3(0.4)
Spain  Ee= Final HICP (CPI) Y/Y% Jun 3.6 (3.2) 3.6(3.2) 3.6 (3.2) -
Auctions
Country Auction
Germany M sold €759mn of 0% 2052 bonds at an average yield of 3.65%
M sold €753mn of 2.5% 2054 bonds at an average yield of 3.64%
M sold €768mn of 2.9% 2056 bonds at an average yield of 3.64%

Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Tuesday’s results

Economic data

Market consensus/

) Previous Revised
Daiwa forecast

Country Release Period  Actual

Germany M \Wholesale prices M/IM% (Y/Y%) Jun  -0.7 (4.9) - -0.6 (5.9) -
UK  EF=E BRC retail monitor — like-for-like sales Y/Y% Jun 1.7 27 3.4 -

Auctions

Country Auction

Germany M sold €4.22bn of 2.7% 2028 bonds at an average yield of 2.77%
Source: Bloomberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data

Market consensus/

Country BST Release Period Daiwa forecast Previous
Euro area - 10.00 Trade balance €bn May 25 1.3
Italy B B 0900 Final HICP (CPI) Y/Y% Jun 3.1(3.0) 3.2(3.2)
UK Ef= 07.00 Monthly GDP M/M% (3M/3M%) May 0.0(0.5) -0.1 (0.7)
EI= 07.00 Services output M/M% (3M/3M%) May 0.1 (0.6) -0.2 (0.8)
E§=  07.00 Industrial output M/IM% (Y/Y%) May 0.1 (1.3) 0.0 (-0.2)
: : 07.00  Construction output M/M% (Y/Y%) May -0.3(-1.2) 0.1(-1.0)
EEE 07.00 Trade (goods trade) balance £bn May -5.0 (-22.9) -8.4 (-26.0)

Auctions and events
France l l 09.50 Auction: to sell up to €14bn of 2.4% 2029, 1.5% 2031, 3.25% 2032 & 3.5% 2033 bonds
B B 1050 Auction: to sell up to €1.5bn of 0.1% 2032, 1.8% 2040 & 0.1% 2053 inflation-linked bonds
Spain 09.30 Auction: to sell 2.35% 2029, 3.55% 2033 & 3.95% 2056 bonds

UK cates  10.00 Auction: to sell £4.25bn of 4.875% 2036 bonds
Source: Bloomberg and Daiwa Capital Markets Europe Ltd.
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Access our research reports at:
https://www.uk.daiwacm.com/ficc-research/research-reports

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 II. 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-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://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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