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Market Monitor — Europe

Slowing Recovery Momentum

e The German economy entered into a technical recession, weighed down by
household consumption; while the UK economy nearly stalled in Q1.

e Headline inflation continued to decelerate in the eurozone and the UK, but the ECB
and the BoE are stepping up their monetary policy tightening.

o Looking ahead, the European economy is expected to sustain a mild recovery,

supported by a resilient labour market and improving consumer sentiment.

Mixed economic performance in major European economies

Eurozone’s economy was largely steady in Q1 2023, but the German economy entered
into a technical recession as per the latest estimate on gross domestic product (GDP).
The regional economy was driven by positive growth in France, Italy and Spain. However,
Germany’s Q1 2023 GDP was revised downward to a 0.3% QoQ decline after contracting
by 0.5% QoQ in Q4 2022. The drop was largely attributable to the weakness in household
consumption, which decreased by 2.3% QoQ. With persistently high inflation, the
resulting lower real purchasing power led consumers to reduce their spending in food
and beverages, clothing and furnishings, etc. That said, gross fixed capital formation grew
by 2.8% QoQ, of which construction and machinery & equipment expanded by 3.9% and
3.2% QoQ, respectively.

The UK economy nearly stalled with a 0.1% QoQ growth in Q1 2023 amid a drag from
strikes and a cost of living squeeze. Across industries, the construction sector had the
fastest output growth at 0.7% QoQ, while the services sector and production sector only
grew modestly by 0.1% QoQ. In terms of major expenditures, private consumption
showed a 0.1% QoQ growth, while gross fixed capital formation increased by 1.3% QoQ.
The sluggish performance of the services sector and private consumption likely reflected
the impacts from industrial actions as well as the squeeze from elevated inflation. A
worsening momentum was also noted in the monthly GDP estimates as the headline
growth deteriorated from 0.47% in January, to 0.05% in February, and finally to -0.28% in
March.
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Consumer sentiment continued to recover amid a steady labour market. Eurozone’s
consumer confidence index edged up slightly from -17.5 in April to -17.4 in May; while
the UK’s GfK consumer confidence climbed up from -30 to -27 during the same period, of
which the sub-index indicating the personal financial situation over the next 12 months
sharply increased from -13 to -8 in May. A resilient labour market helped to bolster the
positive consumer sentiment, with the eurozone unemployment rate declining to a
record low of 6.5% in April. The UK unemployment rate edged up slightly but remained
low at 3.9% in Q1 2023 (up from 3.7% in Q4 2022), with the year-on-year (YoY) growth in
average weekly earnings remaining high at 6.7% in Q1 2023 (unchanged from Q4 2022).
A steady employment situation helped lift a recovery in consumer confidence in the
eurozone and the UK from the trough in Q3 2022, during which there was deep pessimism
over a potential contraction caused by insufficient energy reserves over the winter.

Inflation eased but at varying degrees of progress

The UK and the eurozone displayed a diverging trend in lowering inflation. Eurozone
inflation decelerated further to 6.1% YoY in May, down from 7.0% YoY in April. Price gains
of major items mostly slowed in May, signalling signs of easing inflationary pressure.
Given a high base of comparison, energy prices declined by 1.7% YoY in May. In addition,
the price gains of food, alcohol & tobacco as well as services decelerated slightly from
13.5% and 5.2% in April to 12.5% and 5.0% YoY in May. Accordingly, core inflation eased
from its peak at 5.7% in March to 5.3% YoY in May. Regarding the UK, inflationary pressure
remained high, though headline inflation fell from 10.1% in March to 8.7% YoY in April.
Some items have continued to show high price growth. Specifically, inflation in food &
non-alcoholic beverages was still elevated at 19.0% YoY in April; the price growth for
recreation & culture even accelerated from 4.6% in April to 6.3% YoY in May. Unlike the
eurozone, services inflation in the UK showed no signs of slowing, pushing up the core
inflation from 6.2% in April to 6.8% YoY in May.

The European Central Bank (ECB) and the Bank of England (BoE) are set to continue
their monetary tightening amid high inflation. Both the ECB and the BoE raised their
interest rates by 25 basis points in May as inflation remained far above their policy targets.
With a slower-than-expected deceleration in inflation in the eurozone and the UK, the
inflation will likely continue to exceed policy targets. There is still room for the ECB and
BoE to further tighten monetary policy ahead and maintain rate hike cycle. Looking ahead,
interest rates in Europe are anticipate to rise further, with the ECB likely to take a larger
rate rise than the BoE.

Looking ahead, the European economy is expected to expand mildly. A resilient labour
market and improving consumer sentiment remains a major pillar of support for the
economic recovery in the region. Demand for tourism and recreational services will likely
stay strong in the upcoming summer travel season. However, rapid monetary tightening
and persistent geopolitical tensions will likely weigh on business confidence, reducing
their incentives to enhance investment, potentially causing disruptions to production.
Taken together, the European economy is expected to recover at a modest pace, albeit
with rising downside risks.
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Risk-off sentiment returned along with rising uncertainties

Investor sentiment has turned to risk-off, pressuring the equity market. In May, the
European financial markets were battered by the uncertainties over the negotiations of
the US debt ceiling, as well as recessionary fears caused by the downward revision to
German GDP growth in Q1 2023. At end-May, the UK FTSE 100 index, the German DAX
index and the French CAC index dropped by 3.2%, 1.6% and 5.2%, respectively, compared
to end-April. Moreover, market expectations for another rate hike by the US Federal
Reserve has increased notably following a stronger-than-expected rise in the core
personal consumption price index. The euro and British pound closed at US$1.0689 and
USS$1.2441, respectively, representing a depreciation of 3.0% and 1.0% over the same
time horizon.
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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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