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o Wednesdaywill bring euro area new car registration figures for Augustand
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goods trade data for July.

Euro area

Firmrebound in industrial production at the start of Q3

Lastweek’s data from the large member states had alreadymade clear thatthe euro area manufacturing sector returned to
positive growth at the startof Q3. However, today’s data for the region beatexpectations, with euro area industrial production
(excluding construction) rising 1.5%M/M in July to move justabove the pre-pandemiclevel in February 2020 and 1.0%
above the Q2 average.Most member states, includingthe three largest, recorded positive growth in IP at the start of the

third quarter. However, the strongestgrowth in the sector came from medium-sized countries: Ireland (7.8 % MM), Belgium
(5.0%M/M) and Portugal (3.5%M/M).

Autos output down yet again, but capital goods production sees strong growth

While energy production fell 0.6% MM, manufacturing outputrose for the firsttime since April,and by a vigorous 1.8% MM,
also moving back above the pre-pandemic level and more than 1.0% above the Q2 average.Despite a pickup in the sub-
sectorin the largermember states, production of autos fell for the eighth successive month, albeitby just0.2%MM, to be
stillmore 31% below the pandemic peak reached last November and more than 37% below the pre -pandemiclevel.
However, production of machineryand equipmentjumped 4.3%M/M, the mostsince January, to be back above the pre-
pandemiclevel. Outputof pharmaceuticals was also a significant contributor to growth that month, leaping 14.3% MM to a
new series high. And consumer (0.6%M/M), intermediate (0.4%MM) and, in particular, capital goods (2.7%MM)all rose in
July. With order books in the manufacturing sector stillample, we expect industrial production to remain a contributor to GDP
growthin Q3, Q4 and into the New Year. However, with domestic data pointing to a further drop in autos productionin
August, and supplybottlenecks stillimpeding production in manyother sectors, we also anticipate atemporarydecline in
manufacturing production in August.

Energy prices remain key driver of inflation as wholesale markets spike

Like in Germanyand Spain, today’s final French inflation data for August aligned with the flash estimates, thus confirming the
accelerationin the national (up 0.7pptto 1.9%Y/Y) and EU-harmonised (up 0.9pptto 2.4%Y/Y) measures. In ltaly, the
increases in the national (up just0.1pptto 2.0%Y/Y) and HICP (up 1.5pptto 2.5%Y/Y) measures were both 0.1pptlessthan
signalled bythe preliminaryestimates — probablyinsufficientto influence the euro area figures. Among other things, the rise
in the EU-harmonised measures in both countries partlyreflected the timing ofthe summer sales, as prices of clothing and
footwear — and hence of manufactured goods as awhole —rebounded in August. Butthe pace of increase in prices of
consumer-facing services moderated, suggesting that momentum following the reopening ofthe sector was fading, perhaps

Euro area: Industrial output by member state

Euro area: Manufacturing output by selected sector
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weighed additionallyin France by the introduction of vaccine passes. And on the national measures, core inflation remained
subdued in both France (1.5%Y/Y) and ltaly (0.6%Y/Y).

Of course, energyprices remain the principal source of price pressure across the member states, e.g. accelerating 0.4pptto
12.7%Y/Y in France and more than 1pptto almost20%Y/Y in Italy, stillhowever shortof the rise 0f23.5%Y/Y in Spain.
Admittedly, these pressuresin partreflectpressuresin wholesale energymarkets, due notleastby a shortage ofgas and
inadequate wind. Butafter Spain’s governmentyesterdayannounced measures to address the pressures —suspending a
power generation tax, lowering the Special Electricity Tax and cap ping or cutting gas and electricitybills for lower-income
households, the French and Italian governments were todayalso reported to be looking attax, spending and regulatory
options to insulate consumers from the developments in wholesale markets. The near-term outlook for energyprices, and
thus headline inflation, however, remains difficult to predict, with pressures likelyto build further, particularlyif the weather
fails to supportwind-power generation and temperatures plummetsharplywhen winter arrives.

The day ahead in the euro area

A relatively quietday for euro area economic releases tomorrow brings July trade data and Augustcar registration figures.
Having slipped back in June for the first month in five, exports are expected to have restored an upwards trend atthe start of
the third quarter. This notwithstanding, given persistentsupplybottlenecks impacting autos production in particular and the
spread ofthe delta variant across member states, new carregistrations are expected to have remained very weak. Indeed,
national figures from the fourlargestmember states showeddrops 0of23%Y/Y in Germany, 15%Y/Y in France, 27%Y/Y in
ltaly and 29%Y/Y in Spain.

UK

Inflation rises more than expected to highest since 2012, principally due to base effects

Having fallen sharplyin July, the UK’s headline CPlinflation rate took a notable step up in Augustand by a larger than
expected 1.2ppts to 3.2%Y/Y. While this was the largestrise since the seriesbegan in 1997 and the highestannualrate
since March 2012, the jump principallyreflected base effects associated with lastyear’s hospitalitysubsidies and VAT cut,
which will prove temporary. Indeed, also driven by increased recourse to domestic holidays due to the constraints on
travelling abroad, restaurantand hotel prices were up 8.5%Y/Y in August, marking a rise of 6.5ppts from Julyand
representing byfar the strongestrate since the series began, having dropped 2.9%Y/Y a year earlier. Overall, the increase in
prices of catering and accommodation senices in total added more than 0.7pptto the rise in headline inflation in August.
And, as aresult, services inflation leapt1.4ppts to 3.0%Y/Y, the highestfor more than fouryears

Another jump in used car prices, while computer games provide a further bo ost

While base effects were particularlyimportant, the monthlyincrease in the CPlindexin Augustof 0.7%MM was above the
average for the month. One notable contributor was recreation and culture items, with inflation ofgames, toys and hobbies
up 6.7ppts onthe month to 3.8%Y/Y. This component, however, was pushed higher bya rise in computer game prices,
which seem unlikelyto representa persistentsource of inflationary pressure as theyare typically highly volatile, being
dependenton which games are mostpopularin anysingle month. There was alsoanother notable contribution from the
transportsectoras —mimicking the recentpattern in the US — prices of second-hand cars rose a further4.9%MM to be up
18.3%Y/Y, the mostsince February2010, reflecting increased demand amid supplybottlenecks impacting production of new
autos. Overall, non-energygoods industrial prices rose 1.0% MM, the mostforthe month since 2018, pushing the respective
annual rate of inflation up 0.9pptto 3.3%Y/Y, matching the series highrecorded atthe startof 2010. And so, core CPI
inflation also surged lastmonth, by 1.4ppts to 3.2%Y/Y, the highestsince November2011. Meanwhile, energyinflation
edged upjust0.1pptto 9.4%Y/Y butfood inflation rose 0.9pptto 0.9%Y/Y.

France: CPlinflation* Italy: CPlinflation*
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PPl suggests additional pressures in the pipeline

UK inflation also rose further atthe factory gate in August, with producer outputprice inflation up 0.8pptto 5.9%Y/Y, the
highestsince November2011. Some ofthe rise was due to higher petrol price inflation, which accelerated more than 4ppts
to 50.4%Y/Y. But the source ofthe largestcontribution to the rise on the month was the “other manufactured goods”
component, with wood, cork, straw and plaiting materials the principal driver. Meanwhile, despite a slighteasing in crude oil
inflation due to base effects, the input PPI rate also increased further, up 0.6pptto 11.0%Y/Y, with

prices ofiron, steel and ferro-alloys the main source of upwards pressure, albeitwith wood prices similarlyadding upwards
momentum. As alreadyseen in the US, however, we would expectthe increasesin prices oftimber and related items to fall
back before long as supplyresponds.

Outlook uncertain, but inflation still likely to fall back close to target nextyear

Looking ahead, the price outlookin the UK remains highlyuncertain. Services and manufactured goods inflation are likelyto
move somewhathigher over the nearterm due to base effects. And with the energy componentsettorise again in the final
quarter not leastdue to Ofgem’s increase of more than 12% in the regulated price cap for household energybills from
October, we expect the headline CPlrate to take a further step up before the end of the year, peaking at around 4%Y/Y.
Inflation will remain elevated for much ofthe first half of 2022. But while household energybills could welladd a dditional
pressure nextyear, base effects for petroleum prices should fade. And with still few signs ofincreased producer goods prices
being passed on to consumers beyond the energysector,and wage settlements still unlikelyto accelerate significantlyatthe
aggregate level, we continue to expect the headline CPlrate to fall back close to and eventually justbelow 2.0%Y/Y in the
second halfofthe year. Given the risks thatskill shortages pose to labour costgrowth, we acknowledge thatthe risks to the
inflation outlook are skewed somewhatto the upside. Butthe imminentending ofthe government’s furlough scheme could
well have a dampening effect. And we think that today's market pricing oftwo BoE rate hikes next year is overdone.

The day ahead in the UK

It should be an uneventful dayin the UK tomorrow with no economic data due forrelease.

UK: CPl inflation by key components UK: Headline and core CPI inflation forecast
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European calendar

Today’s results

Economic data

) Market consensus/ ) .
Country Release Period Actual Daiwa forecast Previous Revised

Euro area [l 'ndustrial production MIM% (Y/Y %) Jul 1.5 (7.7) 1.1(6.6) -0.3 (9.7) -0.1 (10.1)
BB Labour costs Y/Y% Q2 0.1 - 1.5 1.3
France [J] Bl Final CPI (EU-harmonised CPI)Y/Y% Aug 1.9 (2.4) 1.9 (2.9) 1.2 (1.5) -
Italy B B Final CPI (EU-harmonised CPI)Y/Y% Aug 2.0 (2.5) 2.1 (2.6) 1.9 (1.0) -
UK S CPI(core CPI) Y/Y% Aug 3.2 (3.1) 3.0 (3.0) 2.0 (1.8) .
E§= PP input prices (output prices) Y/Y % Aug  11.0 (5.9) 10.3 (5.4) 9.9 (4.9) 10.4 (5.1)
B House price index Y/Y% Jul 8.0 12.5 13.2 13.1
Auctions
Country Auction

UK  EJ5 sold £2.5bn of 0.25% 2031 bonds at an av erage yield of 0.74%
Source: Bloonberg and Daiwa Capital Markets Europe Ltd.

Tomorrow’s releases

Economic data

com PST Release il
Euro area _ 07.00 EU27 new car registrations Aug - 10.4*
B8 10.00 Trade balance €bn Jul 16.7 12.4
italy [l Bl 09.00 Trade balance €bn Jul - 5.7

Auctions and events

Euro area _ 13.00 ECB President Lagarde scheduled to speak - ‘Moving forward: The Euro and the European economy in a changing world’
France [] B 09.50 Auction: 0.25% 2026 bonds

09.50 Auction: 2.25% 2024 bonds

09.50 Auction: 0% 2027 bonds

10.50 Auction: 0.1% 2031 index-linked bonds

10.50 Auction: 0.1% 2026 index-linked bonds

10.50 Auction: 1.8% 2040 index-linked bonds

Spain 09.30 Auction: 0% 2024 bonds
09.30 Auction: 0% 2026 bonds
09.30 Auction: 0.5% 2031 bonds

*For June. Source: Bloonmberg and Daiwa Capital Markets Europe Ltd.
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Explanatory Document of Unregistered Credit Ratings
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