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Market Monitor — Eurozone

Inflation Remains a Major Concern

Inflation continues to surge to a record high

Eurozone inflation remained elevated, defying market expectation of a slowdown.
Eurozone inflation advanced further to 5% in December 2021, up from 4.9% in November
and higher than the general market expectation of a 4.8% rise. Although the rise in energy
prices remained significant, the surge eased off slightly from the rate of growth in
November. In December, energy prices accelerated by 26% year on year, marginally down
from the 27.5% recorded in November. Meanwhile, supply chain bottlenecks continue to
cause delays of materials deliveries, particularly the raw materials needed for
manufacturing, leading to price rises in a slew of consumer goods. In December, the
inflation rate for food, alcohol, and tobacco accelerated to 3.2%, up from 2.2% as seenin
the previous month. Inflation for non-energy industrial goods also rose from 2.4% in
November to 2.9% in December.

Eurozone industrial production in October was revised down to a monthly decline of 1.3%
from a previously reported 1.1% increase, followed by a 2.3% monthly gain in November.
On an annual basis, industrial production decreased by 1.5% in November, driven by a
drop of 9.8% in capital goods. On the external front, exports increased by 3% month on
month while imports increased by 4.5% in November. Trade balance in the eurozone
shrank to a deficit of €1.3 billion, which could be attributed to the rising import value of
energy products and increasing demand for goods outstripping growth in eurozone
exports. The reading of the eurozone manufacturing purchasing managers’ index (PMI)
advanced to 58.7 in January 2022, compared to 58 as seen in December 2021.

Eurozone retail sales grew by 1% month on month in November, up from 0.3% growth in
October. The growth reading in November also beat market expectation of a monthly
decline of 0.5%.

Although the Omicron coronavirus variant has been raging across the continent, some

governments such as France and Spain are now moving toward a “living-with-Covid”
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Inflation risk remains, but
surge in energy prices
starts to ease.

Retail sales growth
accelerates despite
concerns over Covid-19
outbreaks.

European stocks drop with
rising geopolitical risks.
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approach involving minimal restrictions. As such, the latest virus outbreak is expected to
have a limited impact on people’s mobility, and the virus-related economic shock may
not be as significant as earlier. If the severity of Omicron does not worsen or deter
consumers from making in-person purchases, it is expected that consumption will remain
steady in the eurozone in the near term.

Energy price inflation having diverse impacts across the eurozone

The impact of surging energy prices is expected to differ across the member states
alongside various government measures. For example, multi-year gas procurement in
Germany has helped stabilise costs for consumers. The French government has decided
to cap rises in electricity prices at 4% in 2022. Moreover, the government also ordered
state-owned utility Electricite de France (EDF) to sell more of its nuclear power to smaller
competitors at a lower price. The government measures in some major economies of the
bloc are expected to stabilise the cost of electricity for households, limiting the shock of
surging energy prices on household finances and consumer goods.

Moreover, some countries in the eastern part of the eurozone seem to be increasingly
impacted by the surge in energy prices, and are seeing food prices rise faster. Lithuania
and Estonia reported higher-than-average spikes in energy prices, and also saw higher
food inflation in November 2021. Lithuania recorded 8.4% inflation in food prices, while
Estonia reported a 5.2% increase, exceeding the 2.2% annual growth for the eurozone
and 0.4% increase seen in France. Stronger food price inflation in some eastern member
states will dampen households’ real disposable income, which has been lower across the
bloc in general.

Escalating geopolitical tensions drag European stocks

Rising concerns over the escalating tension on the Russia-Ukraine border prompt
investors to move away from risky assets, dampening market sentiment. Meanwhile,
surging inflation in the eurozone and other advanced economies has brought forward
investors’ anticipated date for the start of monetary policy tightening. The prospects of
rate hikes by some major central banks dampened equities in the healthcare and
technology sectors, where valuations are more sensitive to the changes of interest rates.
On the other hand, the expectation of higher lending rates in the coming quarters is
boosting banking stocks. Banking sector shares in the pan-European Stoxx 600 index
recorded a 6.38% gain over the course of January 2022.

The pan-European Stoxx 600 index fell by 3.9% in the period between end-December
2021 and end-January 2022. During the same period, the German DAX index dropped by
2.6%, while the French CAC index decreased by 2.2%.

Government bond yields accelerate with expectation of monetary
tightening in the US and improving growth

Eurozone government bond yields increased sharply in January 2022, led by the rise of
US bond yields due to the expected rate hikes and withdrawal of stimulus by the US
Federal Reserve (Fed). Furthermore, it is expected that the German economy will see
stronger growth in the coming year in view of a tax cut plan proposed by the new coalition
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government. The new German government will offer tax relief worth at least €30 billion
to individuals and companies. The improving growth sentiment bolstered the uptick in
bond vyields. Between end-December 2021 and end-January 2022, German 10-year
government bond yields increased sharply from -0.177% to 0.011%, a return to positive
territory.

As of 31°" January, 2022, the extra yield demanded by investors to hold 10-year Italian
bonds rather than their German counterparts was about 1.28 percentage points, down
from 1.35 percentage points seen at end-December 2021.

Euro depreciates against US dollar

As of 31°" January, 2022, the euro depreciated by 1.19% against the US dollar and was
trading at USD 1.1235, down from USD 1.137 as at end-December 2021. The escalation
of geopolitical risks arising from Russia-Ukraine stand-off has prompted the risk-off
sentiment globally, accelerating the demand of US dollar as a safe-haven currency.
Moreover, the US Fed also signalled the possibility of sooner- or faster-than-anticipated
rate hikes as needed to tame inflation, causing the US bond yields to rise. The increasing
risk-off sentiment and expectation of US monetary policy tightening have fuelled the
strength of the US dollar, inducing the euro to weaken.
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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).
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