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Market Monitor — Eurozone

Specter of War Dims Economic Outlook

Major economic indicators show weakening signals

The eurozone’s industrial sector has been hit by the Russia-Ukraine War and surging
inflation. Industrial production declined by 1.8% month on month in March, down from
a 0.5% monthly gain as seen in February. Supply chain disruptions and elevated energy
inflation are weighing on manufacturing. Output of capital goods fell by 2.7% month on
month in March, while that of intermediate goods fell by 2%. Germany is one of the
member states showing a larger monthly decline, dropping by 5% month on month in
March. The eurozone manufacturing purchasing managers’ index (PMI) fell for a fourth
month in a row to 54.6 in May, down from 55.5 in April.

On the external front, the eurozone’s trade deficit continued to expand in March,
reaching its lowest level since the start of current records in 1999. The trade deficit was
€17.6 billion in March, having expanded from an upwardly-revised €11.3 billion in
February. Higher costs of imported energy remained the main culprit for the widening
trade deficit. In March, imports increased by 3.5% on a monthly basis while exports
increased by 0.9%.

Retail sales weakened in some major economies amid deteriorating consumer sentiment.
France’s turnover in retail trade decreased by 0.8% month on month in April. In particular,
new car sales dropped by 6.9% month on month, while furniture sales fell by 7.5%.

The eurozone’s inflation estimate increased to 8.1% in May, up from 7.4% in April. Energy
prices registered double-digit annual growth in May for the 14™ consecutive month, rising
by 39.2% year on year. The annual growth of consumer prices excluding energy, food,
alcohol, and tobacco (core consumer prices) has remained on an uptrend since the start
of 2022, rising from 3.5% in April to 3.8% in May.

In the face of elevated inflationary pressure, it has become increasingly clear what moves
the European Central Bank (ECB) plans to take next in terms of rate hikes. ECB president
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Christine Lagarde sent a clearer signal in a blogpost in May that the ECB could increase
interest rates in July and will likely be in a position to end negative interest rates by the
end of the 3™ quarter. The process of monetary normalisation after the first rate hike will
depend on the medium-term inflation outlook.

Looking ahead, the eurozone will continue to be the major economic region hit hardest
by the Russia-Ukraine conflict, which is impacting consumer sentiment and the
manufacturing sector. Furthermore, markets will likely continue to focus on the ECB’s
monetary normalisation and its progress in bringing inflation back to the 2% target.

First steps in reducing reliance on Russia’s energy

The European Union has committed to ending its dependence on Russian fossil fuels in
the longer term. In mid-May, the European Commission outlined the REPowerEU Plan,
which includes additional infrastructure investment worth €210 billion by 2027 to
transform its energy system and the creation of a new EU Energy Platform to diversify
supplies. Moreover, the European Commission has also proposed increasing its 2030
target for renewable energy sources in the EU’s overall energy mix from 40% to 45%.

However, in the short run, more use of coal and nuclear energy is still needed to bridge
the supply gap until enough renewable energy such as solar and wind are available.

Market sentiment influences the European equity markets

Investor sentiment continued to be clouded as multiple headwinds still remain in place,
weighing on equity markets during early and mid-May. In particular, corporate earnings
is under pressure by slowing global economic growth as a result of the Russia-Ukraine
war and monetary policy tightening by some major central banks. However, market
sentiment appeared to improve moderately in late-May alongside some positive news.
For instance, China (one of the major trading partners for Eurozone and second-largest
economy in the world) announced to relax its lockdown measures.

The performance of european equity markets are mixed. The pan-European Stoxx 600
index fell by 1.6% in the period between end-April and end-May. During the same period,
the German DAX index increased by 2.1%, while the French CAC index fell by 1%.

Government bond yields accelerate

The hawkish policy direction signalled by Christine Lagarde has enhanced market
expectation for an environment of increasing interest rates in the months ahead. Against
this backdrop, eurozone government bond yields have stayed on the uptrend. As of 31
May, Germany’s 10-year government bond yield increased to 1.122%, up from 0.938% in
end-April.

Alongside a plan of monetary normalisation in the eurozone, there are increasing
concerns over the resilience of some indebted economies as headwinds from the Russia-
Ukraine war persist. Market concerns have caused investors to demand a bigger premium
in interest rates to lend to more indebted economies. The extra yield demanded by
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investors to hold 10-year Italian bonds rather than their German counterparts was nearly
2 percentage points as of 31 May, up from 1.84 percentage points at the end of April.

Euro rebounds with expectation of imminent rate hikes

As of 31°* May, the euro had rebounded by 1.79% against the US dollar and was trading
at USD 1.0734, up from USD 1.0545 as at end-April. During end-March and end-April, the
euro depreciated by 4.72% against the US dollar. The remarks by ECB president Christine
Lagarde about rate hikes in July and ending negative interest rates has strengthened the
euro’s prospects, reversing its previous weakness. The news about the ECB’s monetary
forthcoming normalisation is expected to have an increasing influence on the euro going
forward.
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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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