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Subdued Economic Activity Takes Time for a Full Recovery

e Inview of notable declining energy prices and relatively warm winter, European
economic activity is hovering at a low level; whether the UK economy will avoid a
technical recession remains to be seen

e Looking forward, geopolitical uncertainty, elevated inflation and a rapidly tightening
monetary policy, etc. will continue to constrain European economic performance,
but eurozone outlook is expected to be better than that of UK

e The central banks tightened monetary policies further, but current rate hike cycle
has yet to end

Energy prices declined, and European growth has stabilized at low level

European growth is hovering at a low level, mainly due to a significant drop in energy
prices and a mild winter; whether the United Kingdom (UK) economy avoids a technical
recession depends on its economic performance for December 2022. Even though the
eurozone economy continues to be restrained by geopolitical uncertainty, elevated
inflation and a rapidly tightening monetary policy, etc., energy prices have dropped
significantly in recent months, coupled with warmer-than-expected winter and no
rationing of energy supplies, the eurozone avoided a recession, and the preliminary gross
domestic product (GDP) rose 0.1% quarter-on-quarter (QoQ) in Q4 2022, better than
market expectations. The GDP of France and Italy increased by 0.1% and 0.2% QoQ
respectively, while Germany and Italy fell by 0.1% and 0.2% QoQ respectively. In addition,
the UK economy also maintained a modest growth, slowing from a month-on-month
(MoM) increase of 0.5% in October 2022 to 0.1% in November. The FIFA World Cup
supported consumption and partially offset the impact of strikes. However, unfavourable
factors such as strikes, elevated interest rates and inflation, the depreciation of the GBP
exchange rate, and falling property prices are still brewing. After the UK economy
contracted by 0.3% QoQ in Q3 2022, whether the UK economy will fall into a technical
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recession, a contraction of two consecutive quarters, depends on the GDP data for
December 2022.

Industrial sectors in the eurozone have remained relatively stable, while economic
activity in the UK remained sluggish. Driven by the significant drop in energy prices,
industrial production in the eurozone rebounded from a 1.9% MoM decline in October
2022, and rose by 1.0% in November. The production of intermediate products recorded
a MoM increase for the first time since May 2022. However, eurozone retail sales
softened to a MoM drop of 2.7% in December 2022 after a slight rebound of 1.2% MoM
in November implying that the price pressure on consumer incentives has not fully
subsided. Meanwhile, strikes in the UK have affected domestic production activities.
Coupled with elevated interest rates and inflation, households' purchasing power and
business investment sentiment are hindered, sustaining the pressure on the UK’s
economy. After remaining unchanged in October 2022, UK industrial production fell by
0.2% MoM in November. The monthly decline in retail sales also expanded again, from
0.5% in November to 1.0% in December.

Looking ahead, geopolitical uncertainty, inflation far exceeding the policy target and
the rapid monetary tightening will continue to constrain the European economic
performance. The outlook for the eurozone is slightly better than that of the UK. With
a significant drop in energy prices, inflation in the eurozone is expected to decelerate at
a faster rate, barring further volatilities due to the implementation of price caps for
Russian petroleum products, which will help improve market sentiment, consumption
and business investment incentives. On the contrary, the scale of strikes in the UK
continued to expand, together with large accumulative interest rate hikes, the
consolidating real estate market and weak confidence, all of which slowed down the pace
of recovery in the UK. After contracting for five consecutive months, the Eurozone
Services Purchasing Managers Index (PMI) returned to the expansionary territory of 50.7
in January 2023; the consumer confidence index rose further to -20.9, the highest since
March 2022. However, the UK market sentiment remained weak. The services PMI fell
from 49.9 in December 2022 to 48.7 in January 2023, staying at the contractionary
territory; the GfK consumer confidence index fell again from -42 to -45. According to the
latest forecasts of the International Monetary Fund, the eurozone and the UK will expand
by 0.7% and contract by 0.6% respectively in 2023. The UK is the only G7 economy
expected to post negative growth.

The central banks raised interest rates again

Inflation in the eurozone and the UK has only come off its highs, with core inflation
remaining elevated. Driven by the significant decline in energy prices, overall inflation in
the eurozone has slowed for three consecutive months. Its flash estimate in January 2023
has fallen to 8.5% year-on-year (YoY), which is 2.1 percentage points lower than the
historical high in October 2022; for December 2022 UK’s headline inflation fell slightly by
0.6 percentage points to 10.5% from a high of 11.1% in October. Natural gas prices
continued to fall. The European benchmark gas price (Netherlands TTF natural gas futures
price) closed at about €57/MWh at end-January 2023, down 27% from the end of 2022,
and fell more than 83% from the high seen at August 2022. However, core inflationary
pressures remain high, reflecting widespread inflationary pressures in both economies.
Factors such as demand recovery amid post-pandemic reopening, geopolitical
uncertainty, and supply chain disruption continue to affect prices, taking time for elevated
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inflation in both regions to retreat. The core inflation rate in the eurozone stayed at 5.2%
in January 2023, while that of the UK remained unchanged at 6.3% in December 2022.

The central banks of both regions have further tightened monetary policy, and the
current rate hike cycle has yet to come to an end. In early February 2023, both the
European Central Bank (ECB) and the Bank of England (BoE) announced a 50-basis point
rate hike, and their policy rates rose to 2.5% and 4.0% respectively. The BoE estimates
that its policy rate will rise to around 4.5% in mid-2023, and its remarks have softened
slightly. In the past, it reiterated that it will respond forcefully when necessary. In its
current statement, it stated that further tightening in monetary policy would be required
if there were to be evidence of more persistent pressures. The ECB is inclined to raise
interest rates by 50 basis points again in March, and said it will maintain interest rates at
a restrictive level to ensure that inflation falls back to the policy target of 2.0%, but the
extent and pace of subsequent rate hikes will depend on economic performance.

Financial market sentiment turned optimistic

Stabilizing economic data in the eurozone and cooling market expectations for interest
rate hikes, help improve investor sentiment. The European economy performed slightly
better than expected, and the uneasiness about the energy crisis has gradually subsided,
which has strengthened the market's confidence in the economic and corporate earnings
outlook. In addition, the US Federal Reserve has slowed down the pace of rate hikes, and
the market expects that rate hike cycle may soon come to an end, weakening the US dollar
performance. As of the end of January 2023, the euro and British pound closed at
USS$1.0863 and US$1.232, respectively, representing an appreciation of 1.5% and 2.0%
compared to end-2022. In terms of the stock market, the German DAX index, the French
CAC index and the British FTSE 100 index rose by 8.7%, 9.4% and 4.3% respectively
compared with end-2022.
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Disclaimer

This material is prepared by The Bank of East Asia, Limited (“BEA”) for customers’ reference only. 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 expressed solely as general market commentary, and do not constitute an
offer of securities or investment, nor a solicitation, suggestion, investment advice, or guaranteed return in respect of such
an offer. 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
material 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. 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 material , 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, and may become valueless. Past performance is not
indicative of future performance. The investments mentioned in this material 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 material. 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.

This material 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 of BEA (email:
lerd@hkbea.com/telephone number: (852) 3609-1504/postal address: GPO Box 31, Hong Kong).
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