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Growing Pressure on Multiple Fronts Impedes Economic Recovery

Geopolitical conflict weighs on economic recovery

Eurozone inflation accelerated to a record 5.9% in February, up from 5.1% as reported in
January. Energy prices continue to be the main culprit for elevated inflation, followed by
rising pressure from food prices. Energy prices surged by 32% year on year in February,
up from 28.8% in the previous month. Meanwhile, the annual growth of prices for food,
alcohol, and tobacco accelerated for 4 months in a row, rising by 4.2% yearly in February.
Soaring prices for mainstay goods such as energy and food will exacerbate households’
living costs, undermining incentives to spend on services or luxury goods.

Industrial production decreased by 1.3% year on year in January, dragged down by an
8.4% annual decline in the production of capital goods. The geopolitical conflict is
expected to exacerbate supply chain disruption and trade in some major raw materials,
weighing on manufacturing. For example, restrictions on shipments and flights to and
from Russia will cause rearranged shipping routes and reduced capacity, leading to higher
costs in shipping. Furthermore, Ukraine is a major producer of neon, a key ingredient for
manufacturing semiconductors. The military conflict between the two countries has
caused a halt in neon production, adding pressure to the already-strained supply chain
for semiconductors. The preliminary eurozone manufacturing purchasing managers’
index (PMI) dropped to 57 in March, down from 58.2 in February.

Eurozone retail sales increased by 0.2% month on month in January 2022, up from a
monthly decline of 2.7% in December 2021 but missing the market expectation of a 1.5%
monthly growth. Among sub-items, the sale of automotive fuel in specialised stores saw
a larger decline in January, decreasing by 1.3% month on month. The drag of automotive
fuel reflected weakening purchasing power of households due to soaring energy prices,
restraining the recovery momentum in retail sales.

In terms of external trade, the eurozone continued to record a trade deficit of €7.7 billion
in January 2022, narrowing from €9.7 billion in December 2021. Exports increased by
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3.4% month on month in January, while imports increased by 2.3% monthly.

Looking ahead, the geopolitical crisis between Russia and Ukraine will add further
pressure to the momentum of economic recovery, which has already been hit by
repeated Covid-19 outbreaks, supply chain bottlenecks, and elevated inflation. As Russia
and Ukraine are major exporters of wheat and corn, in addition to energy factors, it is
expected that food inflation will rise further owing to supply constraints. In the near term,
although economic activity in the eurozone has started to normalise amid the relaxation
of Covid-related restrictions, consumption-driven recovery momentum will soften with
expected price rises for daily staples and increasing economic uncertainty.

Energy dependence on Russia raises attention to ESG

Russia’s invasion of Ukraine has led to increased attention on what environment, social,
and governance (ESG) considerations mean for the economy. Europe relies heavily on
imports of natural gas from Russia, accounting for about 40% of its energy, which might
be cut by Russia as a response to EU sanctions. Furthermore, there has been rising
expectation among consumers that the companies they buy from should not have
business connections with Russia.

The EU has announced that it plans to reduce Russian gas imports by two thirds by 2023,
while some governments in Europe are looking to further accelerate the investment in
renewable energy. Germany in particular is aiming to accelerate the growth of its solar
energy and wind projects. Its economy minister stated that faster expansion of
renewables is the key to reducing Germany’s dependence on Russian fuels. Therefore,
developing renewable energy is not only a means to tackle climate change, but also to
strengthen energy security. In addition to environmental considerations, some European
companies have announced their withdrawal from stakes in Russian companies in a bid
to meet public expectation.

European stocks remain under pressure

The war between Russia and Ukraine weighed on Europe’s equity market throughout
March. The EU has further widened its sanctions on Russia, banning exports of luxury
goods and automobiles that meet certain criteria. Meanwhile, investors have been
keeping a close eye on the progress of Russia-Ukraine peace negotiations, which are
expected to influence market sentiment going forward.

The pan-European Stoxx 600 index increased marginally by 0.6% in the period between
end-February and 31% March. During the same period, the German DAX index fell slightly
by 0.3%, while the French CAC index remained stable.

Government bond yields continue to trend upwards
European government bond yields continued to trend upwards in March. Market focus
partly shifted back to monetary tightening and surging inflation. Taking into account the

current uncertain environment and ongoing soaring prices, the European Central Bank
(ECB) revised the net purchase schedule of its Asset Purchase Programme (APP). Monthly
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net purchases under the APP will be reduced from €40 billion to €30 billion in May, and
to €20 billion in June.

Moreover, the US Federal Reserve (Fed) announced it would raise the fed funds rate by
25 basis points after its monetary policy meeting in March, in line with market
expectation. It is expected that there may be rate hikes at each of the meetings this year.

During the period between end-February and 31 March, Germany’s 10-year government
bond vyield increased further from 0.135% to 0.548%. As of 31 March, the extra yield
demanded by investors to hold 10-year Italian bonds rather than their German
counterparts was about 1.49 percentage points, down from 1.57 percentage points seen
in the previous month.

Euro slides against US dollar

As of 315 March, the euro had slid by 1.35% against the US dollar and was trading at USD
1.1067, down from USD 1.1219 as at end-February. The euro remains under pressure
amid the unresolved Russia-Ukraine military conflict and expanded sanctions on Russia,
as well as the increasing disparity of monetary policy between the US and the eurozone.
While the US Fed has started its rate hike cycle, the ECB remains cautious and is sticking
to a “data-dependent” approach as regards the decision to tighten its monetary policy. If
the war between Russia and Ukraine persists, demand for the US dollar as a safe-haven
currency will remain substantial, likely limiting the extent of any rebound for the euro.
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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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