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Divergence reversed? Making sense of recent US and €A news

Main message: The latest activity news has surprised us in ways that are at odds with recent experience: good news
in the euro area and gloomier news in the US. We have previously highlighted the theme of monetary policy
divergence, which could diminish if these trends signal a persistent change in the outlook. For now, though, that
looks premature: although we do draw some signal about growth prospects further out, some of the recent news is
transitory, and the big picture has not materially changed. The euro area still has a sizeable output gap, and the
ECB does not seem set to rein back its stimulus, while the FOMC still looks set to start raising rates within the next
year. A box compares the impact of lower oil prices on €A and US consumers.

Chart 1: Nominal effective exchange rates Introduction
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Since then, the activity news (mainly for Q1) has

2324 Apr Jul Oct Jggls Apr generally pointed in the opposite direction: upside
Sterling Yen Dollar Euro for the euro area and downside for the US. In this

IEM, we ask how persistent these trends are likely to
be, and consider whether this could constitute a

Source: Bank of England.

Chart 2: Euro-area confidence indicators material change in their relative cyclical positions. A
Standard deviations from the mean (since 1999) box looks at how US and €A disposable income and
- 2.0 consumption has evolved following the sharp fall in
15 oil prices over the past year.
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Unexpectedly good news in the euro area...
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Activity indicators have risen more quickly than
- 0.0 expected since the start of the year. We currently
expect growth of 0.4% in Q1 and 0.5% in Q2 — in both

o> cases, 0.1pp higher than expected in the February IR
-0 and unchanged from the May Benchmark.
- -1.5
L 20 Most of the near-term strength has come through
= Consumer Services Industry L s consumption indicators. In part, this strength reflects

the boost to consumers’ purchasing power from the
sharp decline in oil prices since mid-2014 (see box).
Sources: Datastream and Bank calculations. Consumer confidence is above its historical average;
movements in business confidence have been more
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Chart 3: Euro-area average quarterly growth rates
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Sources: Datastream and Bank calculations.

Chart 4: Fragmentation in euro area bank lending rates
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Chart 5: Contributions to quarterly euro-area growth
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muted (Chart 2). Looser credit conditions are also
playing a role. Although the euro ERI is down around
10% since mid-November, we don’t think that QE-
related depreciation has yet had much impact on
trade (nominal trade has been broadly flat in 2015).

The recent pick-up has not been evenly distributed
across countries. While most countries have seen an
improvement in growth, it has been most marked in
Spain, Italy, Portugal and particularly Germany.
France has seen only a small improvement, while the
situation in Greece has deteriorated (Chart 3). Over
the forecast we expect the improvement to broaden
out, particularly to France and Italy.

...but is the improved €A outlook here to stay?

A key question is how persistent and material the
improvement in the euro-area outlook will prove to
be. The small unwinding of the most recent high-
frequency indicators (the €A output PMI fell back in
April) does not change our view of the near-term
outlook, but it does perhaps reduce the likelihood of
a further pickup in growth in the near term. We think
that the underlying drivers of the growth are
consistent with a gradual recovery.

As noted above, we judge that oil has already
boosted consumption in Q1 and we think that it will
continue to provide a boost for some time. We also
expect the impact from ECB QE to kick in around the
middle of the vyear, in part through net trade
responding to the weaker euro.

Another major driver is improving credit conditions.
Bank lending rates fell significantly ahead of the
publication of the results of the ECB comprehensive
assessment in October 2014. The ECB’s April Bank
Lending Survey indicated that lending conditions
continued to ease, with further improvement
expected in Q2. Credit conditions have improved
more in the periphery than the core, helping to
reduce fragmentation, though changes in policy rates
since end 2011 have still not been fully passed
through (Chart 4).

We capture the impact of credit conditions, oil prices,
monetary policy (including QE and TLTROs) as well as
fiscal policy in our forecast. Chart 5 shows the
impact of these factors on our central projection.
The combined effect increased a little in Q4, although
‘other’ factors explain the majority of the pick-up.
Some of that relates to world demand but there is
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Sources: Bank calculations. also an unexplained component. A further boost to
Chart 6: US GDP growth from oil, credit and policy is expected in
pp contribution to quarterly GDP growth coming quarters: +0.3pp from these factors by the
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middle of the year.
Government and Stocks

Investment - 15 . .
Consumption Overall, we have reasonable confidence in a further
—e—GDP - 10 small pick-up in €A growth. It is less certain where

growth will settle in the medium term — all the
factors described here will provide only a temporary
- 0.0 boost and our current view of potential growth is
modest (around 1%). Given the temporary boost, we
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03 have €A growth edging down a bit in the second half
L 1.0 of the forecast, although it remains above potential.
2012 2013 2014 2015
Sources: Bureau of Economic Analysis and Bank calculations. Strong US momentum in Q4 was followed by a
very disappointing Q1
Chart 7: US consumer confidence indicators Towards the end of 2014, the US outlook seemed
University of Michigan Consumer Index bright. Real incomes were rising despite weak
Sentiment Index 110 average hourly earnings growth. Employment
Conference Board Consumer growth was strong, and the unemployment rate
Confidence Index Nr 95 (5.6% in December) was fast approaching the FOMC's
\,_/ median estimate of the long-run rate (5.4%). The Fed
\ \r' - 80 seemed to be edging towards a rate hike.
\ - 65

But data outturns this year have disappointed. The
- 50 advance estimate of growth in Q1 was 0.0% qogq,
considerably lower than the 0.6% qoq in the February

> IR, and 0.2pp below our May Benchmark projection
' L L L L L L L 20 (Chart 6). The drag from net trade (-0.3pp) and non-
2008 2009 2010 2011 2012 2013 2014 2015 residential investment (-0.1pp) were both larger than
anticipated. The latter reflects a larger-than-expected
Sources: U. of Michigan consumer surveys and Conference Board. . X . . X 1
fall in capital expenditure in the oil sector.
Chart 8: Movement in OIS curve and FOMC projections
FOMC 18 Mar 2015 (interquartile range) Per cent We expect some bounceback in Q2...
¢ FOMC 18 Mar 2015 (median) - 40 Some of the weakness in US growth is likely to be
FOMC 17 Dec 2014 (median) relatively transient. Weather is the most obvious
—— OIS 29 Apr 2015 (Latest) 35 candidate: the north east saw the coldest winter
—— OIS 17 Mar 2015 (Pre Mar FOMC) # 30 since records began in 1895, and both housing starts
OIS 15 Dec 2014 (Pre Dec FOMC) . and motor vehicle sales fell in February, before

rebounding in March. We attribute roughly 0.2pp of
L 2.0 the downward surprise in GDP growth to the

1 weather, which unwinds in Q2. More generally we
r 15 continue to see robust underlying momentum in
L 1.0  consumption, supported in the near term by strong
* o confidence surveys (Chart 7).
' . . 0.0 ..but some of the weakness is likely to persist
2015 2016 2017 We view the recent weakness in US activity as only
Sources: Federal Reserve Board and Bank calculations. partly temporary and, like the FOMC and market

participants, we have taken some signal about

T'See the forthcoming note “Impacts of lower oil prices on US investment” for a discussion on oil price drag on investment.
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Chart 9: US and euro-area output gaps
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Chart 10: Gap between US and euro-area yields

Difference between US & euro-area rates (per cent)

W LA

1
1
1
1
i L4
1
1
1
1
1

- -6
1985 1990 1995 2000 2005 2010 2015 2020
- 3-Year Government Bond Yields
Policy Rates
¢ Policy rates if US rates track Fed Projections

Sources: BoE, Global Financial Database, DataStream.

Notes: €A 3-year yields (and policy rates pre-1999) equal the average of
French and German yields. Projections are based on forward curves (as at
cob 29 April 2015). Purple dots show the deviation between the OIS curve for

ECB policy rates and the FOMC’s March 2015 projection.

growth further out. Having been surprised by the
drag on business investment in Q1, we expect this to
build in Q2 as oil producers continue to reduce
capital expenditure.

Although we judge the risks around the US forecast
to be broadly balanced, downside risks have
increased recently. It is possible that the anticipated
drag on growth from the dollar’s appreciation since
mid-2014 is coming through earlier than we expected
in the May Draft forecast. And although we expect a
pickup in productivity growth over the forecast,
downside risks from this source have increased. Also,
it is possible that the weakness in consumption will
prove more persistent than we expect.

US/€A divergence is far from reversed, even
though the first US rate rise looks less imminent
Our bottom line is that recent activity news does
point to a persistent improvement in the €A outlook
relative to the US, but that does not change the big
picture of divergent growth prospects and expected
monetary policy paths. Even using our more positive
Q1 nowecast, the €A output gap remains wide at
around 2.7% and is not expected to close until end-
2018 (Chart 9). In contrast, the US Q1 gap is 1.9%,
and closes more than a year earlier, in mid-2017.
And with the ECB implementing further easing
measures, the expected paths of policy increasingly
diverge (Chart 10). €A policy rates are expected to
remain close to zero through the forecast and
adjusting for QE, the expected shadow rate is even
lower, while US rates are still expected to start rising
early next year, despite the FOMC in March revising
down its expected rate path (Chart 8). Market
participants remain more dovish than the FOMC so
the divergence looks even more marked if US policy
rates follow the FOMC's rate projections.

BOX: Assessment of data and policy news on the month
CHINA

COMMODITIES

moves are unwarranted and point to a risk of an unwind.

Over the past month, the economic outlook for China has weakened slightly more than expected. Our preferred OECD
seasonally adjusted measure of Chinese GDP shows growth at 1.5% in Q1 2015, 0.2pp lower than in Q4 2014. Official data
suggest that the economy is rebalancing, albeit at a slow pace: the share of the tertiary sector rose from 48.2% in 2014 to 51.6%
in Q1, while the contribution of consumption to quarterly GDP also rose. Subdued domestic demand is also implied by weak
trade data, with low import volumes persisting from H2 2014 into January and February. The appreciation of the renminbi is
expected to cause a drag from trade this year, and further policy stimulus will likely be needed to bring growth close to the
authorities’ target of “around 7%”. Indeed, the recent 100bp cut in the reserve requirement ratio (RRR) reflects the authorities’
attempts to deal with both liquidity shortages, due to capital outflows, and the slowdown in domestic demand.

Oil prices have risen by 12% since April Pre-MPC to $63pb, but remain 45% lower than their peak in mid-2014. Futures prices
have also risen by about 8% on average across the curve. Market contacts point to unexpectedly prolonged hostilities in Yemen
and a lack of progress in nuclear negotiations with Iran. US crude inventories also rose by less than had been expected.
Nevertheless, with OECD stocks above their average over the past five years, many market contacts believe that recent price




Are consumers in the US and €A spending the dividend from lower oil prices in the US and €A?

Our forecast judgment for the boost to consumption from lower oil prices looks to be on track in the €A, where consumption growth has
been building steadily. But, in the US, recent weakness has obscured the picture, with lower consumption growth since the start of 2015.

The recent fall in the price of oil is expected to boost US and euro-
area GDP by around 0.8%, as reflected in the May Benchmark. This
box looks under the bonnet of this judgement, focusing in on the
marginal propensity to consume the boost to real incomes from
lower oil prices which is implied in the €A and US forecast. We then
compare this to consumption outturns so far.

If the increase in consumers’ real disposable incomes due to falling
oil prices is not entirely saved, real consumption will increase. This
delivers the majority of the boost to output we assume in the
forecast. But there are risks around the price of oil, and the futures
curve implies that prices will rise from their current level of around
S60 bp to $75 bp by the end of the forecast. Not all of the recent
fall in oil prices is likely to be viewed as a permanent shock to
income, and so the marginal propensity to consume MPC out of
current income is likely to be less than one.

How much of the oil boost to US and €A real disposable income
is assumed to be spent in the forecast?

In our February and May forecasts for the €A and US, we assume
that around 80% of the first-round rise in real disposable income
from falling oil prices is spent." In the €A, the fall in oil prices since
June 2014 is judged to increase the level of GDP at the end of the
forecast by around 0.7%. Although the US consumes more petrol,
and has lower marginal tax rates, its role as a producer means the
impact is a touch weaker, at around 0.6%. In both cases, the
majority of the increase in GDP is accounted for by higher
consumption.

In the €A, the boost to real incomes from the oil shock is worth
around 1.2%.> This builds rapidly in 2015 as lower oil prices raise
the real value of wages, levelling off subsequently as downward
pressures on prices unwind. The boost to real incomes in the US is
only a touch smaller. Reflecting higher real income, the level of
consumption is assumed to rise by 1.0% in the €A forecast, and by
0.9% in the US, yielding a marginal propensity to consume of 0.8 for
both.’

In the €A forecast we assume higher real income feeds slowly into
consumption, as consumers take time to allocate the real income
boost to additional expenditure. In the May forecast, we expect the
oil shock to support consumption in 2015Q1, where the level of
consumption is expected to be 0.1% higher. The US has the same
boost in Q1, but a faster pass-through means this builds to around
double the impact in the €A by the end of 2015.

Data since the start of the year suggest that €A consumers appear
to be spending the dividends from low oil prices, in line with our
assumption in the May Draft forecast. In contrast, in the US
transitory factors obscure the picture and it looks as if households
increased consumption levels in the months preceding the largest
price falls.

In the €A, consumption growth has been building steadily since
early 2014 and in the May Draft forecast we expect it to accelerate

! Our estimates for the impact of oil on GDP and consumption are based on the
multipliers in a set of IMF and ESCB macroeconometric models.

> The €A and US estimates of the impact of the oil shock on real disposable
incomes only take into account first-round effects from lower prices. Estimates
of the mpc are sensitive to this assumption.

® Also see the forthcoming UK Demand and Output Note.

further in Q1, as discussed in the main text. The pick-up in high-
frequency indicators that we base this on could reflect a number of
factors. But given the increase in real income growth in the second
half of 2014, all of which come from lower prices, the fall in oil
prices is probably relevant. In particular, the increase in nominal
retail sales since the turn of the year has been supported by an
increase in spending on non-fuel related items, while oil-related
spending has fallen a little (Chart A). This suggests that the oil
impact is coming through as expected.

Chart A: Contributions to €A retail sales
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Turning to the US, autos and gasoline nominal retail sales have
fallen by 4.8% since November. But, in contrast to the €A, there has
been no offsetting increase in the other components (Chart B).
Instead, in Q1 consumption growth fell by 0.6pp to 0.5% goq, as the
nominal saving rate increased by 0.9pp.

Our best guess is that counteracting transient factors — including
poor winter weather — are more than offsetting the forecast
increase in consumption. And if consumption growth bounces back
in Q2 as we expect, then we would conclude that the boost to
consumption from oil was on track.* But the data do not allow us to
make a firm call at the moment, and there must be a risk that
households are saving more than we had expected.

Chart B: US retail sales
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Sources: US Census Bureau.

* Also see “Impacts of lower oil prices on US investment” (forthcoming) for a
discussion of the oil price drag on investment.





