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The improvement in economic conditions since the beginning of the year has 

afforded the ECB a degree of tranquillity. Greece is not an immediate issue. It is 

more difficult to be quite so positive on the risk of Brexit. With zero inflation, 

caution remains the watchword at the ECB, but the scenario of a return to the 

target of 2% in 2018 now appears less hypothetical than it did several months 

ago. It is no doubt too early to start thinking in terms of monetary normalisation 

in the Eurozone, but this is a subject which will need to be addressed within the 

year. The comparison with the US should shed some useful light. 

Keep calm and carry on 

In contrast to the situation that has prevailed over the past two years, the ECB's 
Governing Council will be meeting on Thursday under no particular pressure. No-one 
expects the announcement of fresh monetary easing. There are two reasons for this.  

 After the strong criticism levelled against its negative-rates policy, notably 
from Germany, the ECB is now in a defensive position. The message from Mario 

Draghi and his colleagues is simple: the full impact of the measures announced will 
take some time to filter through; a number of them have yet to be put in place 
(TLTRO II, corporate debt purchases); It is better to look at the combined impact of 
these different policies rather than just focus on the most damaging measure to 
banks (tax on excess reserves); all told, some patience is required to see how the 
monetary easing will affect the inflation trend. Moreover, the possibility of a 
forthcoming increase in the Fed's policy rates is slightly easing upward pressure on 
the euro. This should also satisfy the ECB. However, it would be misleading to see 
this as a key motivation behind its wait-and-see attitude. The conspiracy theory on 
coordinated action by central banks (we will raise interest rates if you promise not to 
reduce yours) does not provide a very convincing analysis. In any event, for the time 
being the ECB has no reason to add a sixth wave of measures to the five that have 
already been announced over the past two years

1
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 Moreover, the economic situation in the Eurozone has improved over recent 
months. Real GDP growth was better than expected in Q1 2016. Unemployment 

continued to fall. The business climate has not deteriorated, despite many 
uncertainties in the financial markets and political sphere. Household confidence has 
picked up. The increase in loans in the private sector continues despite the turbulent 
performance of market indices for the banking sector. Granted, there are a number 
of negative points, since inflation remains close to zero, but the rebound in the oil 
price suggests that this time the trough in the inflation cycle is behind us. All told, it is 
likely that ECB staff will make minor upward adjustments to their growth forecasts. 
Regarding inflation expectations, the debate is more open. Whilst the oil price effect 
should have an upward influence, ECB staff will need to take into account a slight 
erosion in core inflation in April. There may be no upward adjustment to medium-
term inflation expectations (the projection for 2018 was 1.6% in March, which now 
looks like a low forecast) but there is, in any case, no serious reason for a downward 
revision.  

 
In the short term, it appears that the ECB's monetary policy is likely to follow its 
announced course, with no new changes. What of the longer term? Within the 
next year, the question of an exit strategy will need to be addressed, i.e. an end to 
QE in the first instance, followed by an increase in interest rates. It is tempting to 

draw a parallel with the Fed particularly since, in many aspects, the Eurozone business 

                                                           

 
1
 1) June 2014: interest rates cut, TLTRO. 2) September 2014: interest rates cut, programmes for purchasing ABS and covered bonds. 3) January 2015: 

public debt purchases bringing the QE programme to € 60bn per month until September 2016. 4) December 2015: interest rates cut, extension of QE 
until March 2017. 5) March 2016: interest rates cut, TLTRO II, increase in QE from € 60bn to € 80bn per month, corporate bond purchases. 
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cycle is replicating that of the US but with a three-year lag. This lag is clearly visible in 
the unemployment rate (left-hand chart). For the first three years of recovery, the 
decline in unemployment was similar in both regions (see our Economic Note of 22 
March: "Surprise in Europe: unemployment falls, no one is talking about it"). Over the 
long term, we observe that the turning point for per-capita GDP in the Eurozone has 
lagged the US by two to five years (right-hand chart). The assumption that the 
European cycle follows the US cycle appears robust. 
 

Unemployment rate: US vs Eurozone Per-capital GDP: US vs Eurozone 

  
Sources: Thomson Reuters, Oddo Securities 

 Under these conditions, if the economic recovery continues in the Eurozone, the ECB 
can take advantage of the Fed's experience and normalise its monetary policy.  

 The Fed did not stop its asset purchase programme all at once. QE was extended 
by a tapering off phase which ran from December 2013 to October 2014. At 
present, the ECB intends to continue purchasing assets until March 2017. As 
this date approaches, the ECB will probably announce the extension of the 
programme and the gradual reduction of the amounts involved. The ECB 
might discontinue QE after the summer of 2017, or even the end of next year.  

 In addition, while the US economy had already returned to full employment, the Fed 
hesitated for more than one year between the end of QE and the first rate hike which 
was finally voted through in December 2015. In light of the ECB's mandate, we 
think it unlikely that the central bank will hike its policy rates without being 
completely certain that inflation is back at its 2% target. This takes us towards 
end-2018 at the earliest.  

 
It goes without saying that economic cycles never repeat themselves with the regularity 
of a metronome, in terms of time or space. Caution is therefore the watchword when it 
comes to making international comparisons. In the present case, two differences must 
be highlighted between the US and the Eurozone, i.e. between the Fed and the ECB.  
 
First, potential growth is lower in the Eurozone than in the US. This mainly stems 

from demographic trends. Over the next decade, the growth gap of the active population 
should be between 0.5% and 1% per year between both regions. The implication for 
monetary policy concerns the equilibrium level of the policy rate. Estimating this level is 
extremely difficult and imprecise. The Fed currently sees it at 3.25% for the US, but not 
very long ago, in 2012, it had 4.25% in mind. Given a weaker potential growth, this 
equilibrium level is lower in Europe, probably in the region of 2.5%. This does not imply 
that the normalisation phase will be shorter since the policy rate has fallen lower in the 
Eurozone than in the US (the deposit rate is at -0.4%). There is even a good chance 
that the ECB's initial rate hikes will take place in increments of 10-15bp, rather than the 
usual steps of 25bp. In any case, many years are still ahead before the monetary policy 
becomes truly restrictive. 
 
Second, there has been a significant gap in the two regions' inflation rates in the 
recent period. Since 2013, core inflation (which strips out the influence of oil) has been 

around 0.6 points lower in the Eurozone than the US but, over the longer term, this gap 
was, on average, close to zero (left-hand chart, p.3). This raises the question of whether 
the weakness of inflation in Europe reflects a structural change (for instance, if the 
Eurozone going down the same path as Japan), or a lag reflecting cyclical shocks. To 
clear up this question, we are attempting to explain core inflation as a function of the 
gap between unemployment and its equilibrium level. In other words, inflation is dictated 
by trends in the output gap. The residual of this relationship is therefore interpreted as 
the influence of external shocks. In recent years, we note that inflation trends in China, 
taken as a proxy for the external environment, can explain much of the surprise at US 
and European inflation rates. At end-2011, we reached the height of a positive inflation 

-5.0

-4.0

-3.0

-2.0

-1.0

0.0

0 4 8 12 16 20 24

% point

quarters after peak in unemployment rate (0)

Cumulated change in unemployment rate 

US (peak in Q4 2009)

EMU (peak in Q2 2013)

-1.0

0.0

1.0

2.0

3.0

4.0

80 85 90 95 00 05 10 15

% p.a Real GDP per capita (5-year growth)

lag period US EMU



 
 
Economy 
Tuesday 31 May 2016 

 

 
This is a non-contractual document, it is strictly for the private use of the recipient, and the information it contains is based on sources we believe to be reliable, but whose accuracy and completeness cannot be guaranteed. The 
opinions given in the document reflect our appraisal at the time of publication and may therefore be revised at a later date. 

P
a
g
e
  

3
/4

 

shock while for the past two years, external shocks have tended to have a negative 
influence on core inflation rates (right-hand chart). All in all, the US and Europe have 
experienced similar external shocks (global growth, commodity cycle) and the 
difference in their inflation rates pivoted solely on the gap in domestic demand. 

The strength of US demand made for improved resilience in inflation. In contrast, since 
the Eurozone went through a double-dip recession in 2011-2013, its output gap 
continued to widen, causing disappointment at the inflation figures and triggering the 
general stance taken by the ECB's officials about the risk of deflation.  
 

Core inflation: US vs Eurozone Impact of external shocks on core inflation 

  
Sources: Thomson Reuters, Oddo Securities 

 Now that internal demand in the Eurozone is rallying and assuming the normalisation of 
external shocks, there is every reason to believe that the ECB will have to contend with 
a surge in inflation in two years’ time. At present, the ECB is on stand-by mode with 
an easing bias. It would not be surprising if it returned to a neutral bias next year 
to prepare for the normalisation of its monetary policy which is shaping up in the 
medium term. In the US, Ben Bernanke had left the tricky task of exiting the zero 

interest rate policy to his successor Janet Yellen. In Europe, Mario Draghi, whose 
mandate expires in October 2019, might not be so lucky and will have to tackle this 
himself. 
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