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Market Monitor — Eurozone

Ongoing Geopolitical Tensions Heighten Downside Risks

Soaring energy prices remain the key culprit of elevated inflation Geopolitical tensions cause

energy prices to soar
further, heightening
economic downside risks.

Surging inflation remains the major economic risk in the eurozone, stoking concerns over
post-pandemic recovery momentum. The continuous elevated inflation reading has also
been raising market attention about possible tightening actions by the European Central
Bank (ECB). Eurozone inflation estimate climbed further to 7.5% in April, substantially
higher than 5.1% seen in January. Amid the ongoing war between Russia and Ukraine,
energy prices continued to soar by 38% year on year in April, following the surge of 44.4%
seen in March. Meanwhile, consumer prices excluding energy, food, alcohol, and tobacco
(core consumer prices) also rose by 3.5% from a year ago in April, well above the ECB'’s
2% inflation target. The higher-than-targeted rise in core consumer prices reflects the fact
that inflationary pressure has become increasingly entrenched in the economy.

ECB expected to end asset
purchases soon, but
uncertainty remains about
rate hike schedule.

Ongoing geopolitical crisis
will serve to reduce risk

appetite.
Eurozone retail sales decreased by 0.4% month on month in March, down from the 0.4%
monthly growth seen in February. Although there had been relaxation of Covid-related
restrictions in some member states such as Germany and France in March, worries over
Russia-Ukraine war constrained consumers’ incentives. Retail sales in France decreased
by 1.9% month on month in March, further down from monthly drop of 0.2% in February. Eurozone Inflation
The eurozone services purchasing managers index (PMI) increased to 57.7 in April from 8.0
55.6 recorded in March. 7.0
6.0
Industrial production in the eurozone improved in February with a monthly gain of 0.7%, >0
up from a monthly decline of 0.7% in January. The monthly fall of output in energy and x 0
capital goods has been offset by monthly growth in consumer goods. The production of 2:8
durable consumer goods led the rise, with a monthly growth of 2.7% in March. On the 1.0
external front, the eurozone continued to record a trade deficit for the fifth consecutive 0.0
month. The trade deficit reached €9.4 billion in February, widening from a €7.7 billion 1.0
deficit in January. In February, imports increased by 1.5% month on month due to rising 2020 2021 2022
energy import prices, while exports rose by 0.8% month on month. The eurozone Source: Bloomberg, data as of 6/5/2022

manufacturing purchasing managers index (PMI) fell to 55.5 in April, down from 56.5 seen
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in March.

Looking forward, the ongoing war between Russia and Ukraine is expected to dampen
market and consumer confidence in the eurozone. The continued sanctions on Russia will
add to pressure on the supply chain of energy products and major raw materials, which
will hamper recovery for the eurozone’s manufacturing sector. Meanwhile, rising
uncertainty will also heighten households’ incentives to save and lower willingness to
consume, leading to a slower recovery in retail sales despite the gradual relaxation of
Covid-related measures.

ECB expected to withdraw asset purchase scheme in Q3

After its monetary policy meeting in April, the ECB has delivered further clarification on
its policy direction in the face of growing downside risks including surging inflation and
ongoing geopolitical tensions. ECB officials judged that net asset purchases under the
asset purchase programme (APP) should be concluded in the third quarter of 2022.
Moreover, any adjustments to key ECB interest rates will be gradual and will take place
“some time” after the end of the APP.

However, compared to other major central banks such as the US Federal Reserve (Fed) or
Bank of England, the ECB’s policy shift toward a more hawkish stance is mild and slow.
ECB president Christine Lagarde also acknowledged that the ECB will continue to lag
behind the US Fed in tightening monetary policy despite rising inflation. In other words,
the eurozone is expected to face a higher risk of stagflation compared to other advanced
economies implementing tightening measures.

European equity markets remain under pressure by multiple shocks

The ongoing Russia-Ukraine crisis, surging inflation, and concerns over tightening in some
major central banks remain key pressures on investor sentiment. The ongoing geopolitical
crisis and associated sanctions add to business uncertainty for eurozone enterprises.
Meanwhile, elevated inflation and the monetary tightening by some major central banks
will raise market worries over rising operating costs and suppressed profit margins.

The pan-European Stoxx 600 index decreased by 1.2% in the period between end-March
and end-April. During the same period, the German DAX index dropped by 2.2%, while
the French CAC index fell by 1.9%.

Government bond yields continue uptrend

European government bond yields extended their uptrend in April. The ECB signalled that
it would end net asset purchases in Q3 2022, strengthening market expectation of a
gradual tightening. Although there is still uncertainty about the ECB’s next moves on rate
hikes, soaring inflation in the eurozone is expected to drive up the movement of eurozone
government bond yields, following the trend seen in the US. In order to tame elevated
inflation, the US Fed announced to raise the fed funds rate target by 50 basis points in
early May and outlined the plan of reducing its asset holdings.

MARKET MONITOR

May 2022

Eurozone Retail Sales
30

N
o

i
o

KR
o

Year-on-Year Growth (%)
S )

-30

2020 2021 2022
Source: Bloomberg, data as of 6/5/2022

Purchasing Managers' Index
70

60
50
40
30
20
10

0
2020 2021 2022

Manufacturing

Services
Source: Bloomberg, data as of 6/5/2022

Stock Market Indices
105 ndex (1/2/2022 = 100)

100
95
90
85
80
2/22 3/22 4/22
Stoxx 600 Index DAX Index
----- CAC Index

Source: Bloomberg, data as of 29/4/2022

10-Year Government Bond Yield
3.0

2.5
2.0
15
X
1.0
0.5
0.0
-0.5

i

2/22 3/22 4/22
France
Source: Bloomberg, data of at 29/4/2022

Germany e |taly



@ BEARTRIT

Economic Research

As of 29" April, Germany’s 10-year government bond yield had accelerated further to
0.938%, compared to 0.548% at the end of March. Meanwhile, the extra yield demanded
by investors to hold 10-year Italian bonds rather than their German counterparts was
about 1.84 percentage points as of 29" April, notably up from 1.49 percentage points
seen at the end of March.

Euro continues to weaken

As of 29" April, the euro had decelerated by a further 4.72% against the US dollar and
was trading at USD 1.0545, down from USD 1.1067 as at end-March. The unresolved
Russia-Ukraine geopolitical crisis has continued to cloud the eurozone economy with
rising downside risks. In particular, the sanctions on Russia may further exacerbate supply
chain bottlenecks and soaring energy prices, dragging on economic growth. Furthermore,
the ECB’s pace of monetary tightening is viewed as slower and more cautious compared
to that of the US Fed, with a widening interest rate differential expected going forward.
A bleak economic outlook and a more cautious pace of monetary tightening are expected
to weaken demand 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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