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Market Monitor — Eurozone

European Central Bank Keeps Dovish Stance
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Supply-side inflationary pressure is showing impact

Retail sales in April dropped 3.1% month-on-month, after rising 3.3% in March.
Nevertheless, more recent data shows a significant improvement. The final reading of the
services PMI jumped from 55.2 in May to 58.3 in June. With new Covid-19 cases trending
downward as the vaccination drive gathered pace, restrictions were loosened, boosting
consumer sentiment.

The manufacturing sector continued to perform well. Industrial production beat
estimates in April, rising 0.8% month-on-month. The manufacturing purchasing managers
index (PMI) was steady at 63.4 in June, the highest level on record. However, supply-side
inflationary momentum is pressuring manufacturers, with a substantial rise in average
input costs and bottlenecks of essential supplies. For example, according to the Ifo
Institute, 44% of German construction companies indicated problems in sourcing
materials on time. Soaring prices for steel, lumber, and copper will eat away at the EU’s
EUR 800 billion recovery fund, with a sizeable share already funding vast infrastructure
projects.

’

Eurozone inflation surged to 2% in May, achieving the European Central Bank (ECB)’s
target of “below but close to 2%". This was up from 1.6% in April, mainly due to a sharp
rise in energy and services costs. Energy prices rose 13.1% year-on-year. Core inflation,
which excludes food and energy prices, was relatively more modest and edged up 0. 1
percentage points to 0.9%. However, elevated commodity prices, supply chain
disruptions, and a surge in demand following the scaling back of lockdown measures will
continue to drive up inflation, as seen globally.
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Services sector recovers,

but manufacturing

experiences inflationary

pressure.

With inflation rising, the
ECB sticks to a dovish

monetary stance.

European shares rise,

while the euro falls

against a stronger USD.
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The ECB remained dovish

Meanwhile, the ECB has remained dovish, keeping interest rates low and its vast bond-
buying programme unchanged at its June meeting. ECB president Christine Lagarde
stated that the bank remained committed for the pandemic emergency purchase
programme (PEPP), which provides low interest rates and liquidity to eurozone
economies, to continue until at least Q1 2022. In the markets, there is a lingering memory
of the premature unwinding of monetary policy in 2011, which led to a worsening of the
eurozone sovereign debt crisis.

Yet it is not easy to tell if the rebound will be sustainable through Q3 and beyond. New
virus variants are still a big risk to economic recovery, while the currency bloc is working
to reopen its borders and remove border controls.

Gains in European stocks supported by dovish ECB stance

US Federal Reserve Chair Jerome Powell reiterated that inflationary pressures were
transitory and seemed to soothe market fears about unexpected tapering of monetary
stimulus. European stocks were also lifted by the ECB’s decision to continue its loose
monetary policy for the sake of improving business sentiment in Europe. Germany’s Ifo
Institute business climate index rose to 101.8 in June, beating market estimates, while a
similar index for France, the INSEE business confidence index, rose to 107. The pan-
European Stoxx 600 Index rose 1.4% between end-May and end-June. At the same time,
the German DAX Index was up 0.7% and French CAC Index was up 0.9%.

Government bond yields edge lower

Eurozone bond vyields edged lower, following their US counterparts (after the Fed
downplayed the impact of a recent surge in inflation), and due to the ECB’s signal that it
would not be tapering off its bond purchases in the coming months. By 30" June, German
10-year government bond yields were at -0.207%, lower than -0.187% seen at the end of
May.

On 30" June, the extra yield demanded by investors to hold 10-year Italian bonds rather
than their German equivalents was about 1.026 percentage points, down from 1.096
percentage points at end-May.

Euro weakens with strengthened US dollar

The euro had dropped by 3% against the US dollar as of 30" June and was trading at USD
1.1858, compared with USD 1.2227 as at end-May. The euro was dragged down by a
strengthened US dollar following a more hawkish turn at the June meeting of the US
Federal Reserve’s rate-setting committee (a majority of the members projected two rate
hikes by the end of 2023). Meanwhile, the ECB’s dovish monetary policy stance validated
market belief that the Fed will tighten its monetary policy ahead of the ECB in this cycle.
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Disclaimer

This document is prepared by The Bank of East Asia, Limited (“BEA”) for customer reference only. Other than disclosures
relating to BEA, the content is based on information available to the public and reasonably believed to be reliable, but has
not been independently verified. Any projections and opinions contained herein are as of the date hereof, are expressed
solely as general market commentary, and do not constitute an offer of securities, nor a solicitation, suggestion, investment
advice, or guaranteed return. The information, forecasts, and opinions contained herein are as of the date hereof and are
subject to change without prior notification, and should not be regarded as any investment product or market
recommendations. This document has not been reviewed by the Securities and Futures Commission of Hong Kong, Hong
Kong Monetary Authority, or any regulatory authority in Hong Kong.

BEA will update the published research as needed and as required by the law. In addition to certain reports published on a
periodic basis, other reports may be published at irregular intervals as appropriate without prior notice.

No representation or warranty, express or implied, is given by or on behalf of BEA, as to the accuracy or completeness of
the information and stated returns contained in this document, and no liability is accepted for any loss arising, directly or
indirectly, from any use of such information (whether due to infringements or contracts or other aspects). Investment
involves risks. The price of investment products may go up or down. Past performance is not indicative of future
performance. The investments mentioned in this document may not be suitable for all investors, and the specific
investment objectives or experience, financial situation, or other needs of each recipient are not considered. Therefore, you
should not make any investment decisions based solely on this document. You should make investment decisions based on
your own investment objectives, investment experience, financial situation, and specific needs; if necessary, you should
seek independent professional advice before making any investment.

The views and opinions in this document do not constitute the official views of BEA.

This document is the property of BEA and is protected by relevant intellectual property laws. Without the prior written
consent of BEA, the information herein is not allowed to be copied, transferred, sold, distributed, published, broadcast,
circulated, modified, or developed commercially, in either electronic or printed forms, nor through any media platforms
that exist now or are developed later.

For more information, please visit our webpage at https://www.hkbea.com/html/en/bea-about-bea-economic-
research.html. For any enquiries, please contact the Economic Research Department (email: lerd@hkbea.com, tel: (852)
3609-1504, post: GPO Box 31, Hong Kong).

© 2021 The Bank of East Asia, Limited
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