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EZA 637/05Oct04: ECB Council Preview October 2004

AGAIN NO CHANGE IN RATES EXPECTED THIS WEEK: INFLATION SUBSIDES BUT UPSIDE RISKS RISE, DOMESTIC DEMAND FADES

· ECB Executive Board almost certain again to recommend no change in interest rates at Governing Council meeting on Thursday, 7 October.

· Renewed improvement in inflation performance but some, mostly oil-related, danger signals in cost developments.

· Balance of inflation risks tilts slightly further to upside but fresh concerns about durability of recovery.

· Governing Council expected to sit on its hands for the next few months, praying that eurozone is not heading towards "stagflation".

OVERALL ASSESSMENT
1.
The most recent behaviour of prices and costs suggest that the ECB's goal of price stability is still some way from being met and that, while there is as yet no very concrete evidence of second-round effects taking hold there are still upside risks to price stability. The latest "flash" estimate suggests that the 'headline' inflation rate is slowly subsiding but the 'core' inflation rate continues to disappoint. Indications derived from financial markets indicators suggest that inflation expectations, having peaked at around 2 1/4% in June, have drifted back a little closer to the ECB's definition of price stability. Industrial producer prices have been accelerating, mainly because of the energy component, but even excluding this, the annual rate of increase is now around 2 1/4%. 

2.
More reassuringly, the annual rate of increase in hourly labour costs fell back in the second quarter. The continuing high level of unemployment and the uncertainty generated by the still very fragile economic recovery appear to be deterring inflationary wage settlements, while the continuing buoyancy of the euro should be helping to attenuate external cost pressures.

3.
Latest indicators of demand, output and confidence still provide no evidence that the economic recovery is strengthening and deepening. Initial estimates of second quarter GDP growth (0.5%) indicate that the modest recovery was being sustained in the spring but that this was almost entirely dependent on buoyant 

export growth which was partially offset by a strong rise in imports. Domestic demand growth faded to 0.1% as the rise in household consumption slowed sharply.

4.
Available indicators of activity in the third quarter present a pretty mixed picture. Industrial production has remained mostly on an upward trend and, despite some erratic movements, the flow of industrial new orders remains reasonably healthy. Retail sales growth remains very fitful, sagging during the summer holiday period to a level 1 1/4% lower than a year earlier. Eurostat's Economic Sentiment Indicator has remained fairly robust but its Business Climate Indicator declined in each of the past two months. Meanwhile the Commission's latest indicator-based GDP forecast continues to indicate 0.5% GDP growth in both the third and fourth quarters of this year.

5.
Analysis of the main monetary aggregates still gives grounds for disquiet. The recent acceleration of M3 growth has continued, largely powered by the still rapid growth of M1. The growth of bank lending to the private sector and to general government has eased slightly but remains strong and, although the liquidity overhang has, at least momentarily, stopped growing it remains uncomfortably large.

6.
Putting together the economic analysis and the monetary analysis, the latest picture is one of continuing upside risks to inflation and a still fragile, largely export-driven, economic recovery with little sign of the deepening and broadening that the ECB has been hoping for. Financial markets, however, now seem to feel that recent price and cost developments, in spite of the risks to recovery, will persuade the Governing Council to react with a 25 bp rate increase by December, whereas a month ago market sentiment seemed to be that this would not happen until the first quarter of next year (see chart).
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7.
Our own view, however, is that the Governing Council will still wait for evidence that their prediction of a more robust recovery is coming true and any signs that inflation is in imminent danger of becoming embedded, with a watchful eye also on monetary developments before they will risk a rate rise. We therefore expect them to sit on their hands again this month and probably at least until December, when they will have more information about growth and inflation, and the next quarterly ECB/Eurosystem forecasts, praying meanwhile that the eurozone economy is not falling into the slough of "stagflation". There will also be further haranguing of governments about the need for budgetary discipline and structural reform if the recovery is to prosper.

_________________

The Economic Analysis

Costs and prices
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8.
The slight slowing of the MUICP 'headline' rate of inflation, which had been edging down in the previous two months, is provisionally shown to have halted at 2.3% in August, in line with the "flash" estimate published by the Eurostat just before the Governing Council's meeting of2 September. 'Core' inflation in the eurozone, on the ECB's preferred measure (the annual rate of increase in the MUICP excluding energy and unprocessed food), which had edged back from 2.2% to 2.1% in July, reverted to 2.2% in August. 
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9.
While these latest developments in 'headline' and 'core' inflation' are unwelcome, they are unlikely of themselves to cause the Governing Council to alter its monetary policy stance. The pause in the decline in the 'headline' rate is not new news, inasmuch as the Governing Council was already aware of the "flash" estimate at its last monetary policy meeting, while the reversal of the slight decline in the 'core' rate was mainly due to an unwinding of the previous month's fall in clothes prices, which had been attributed to Summer Sales. The ECB will also be able to take some comfort this month from the fact that the latest 'flash' estimate indicates that in September the 'headline' inflation rate, at 2.2%, may have resumed its downward trend. 

10.
Of more immediate importance to the Governing Council than the recent course of inflation will be whether there are any signs in other indicators, examined below, that higher inflation expectations or second-round inflationary effects might be taking hold. Indications from the behaviour of break-even inflation rates for MUICP-linked indexed bonds suggest that inflation expectations peaked at around 2.25% in June, then drifted back to around 2.1% by August and remained at that level in September.

11.
As usual the ECB will again pay close attention also to the index of industrial producer prices for August, which is due to be published on Monday, 4 October. Data published just before last month's monetary policy meeting showed producer prices, which had stood still in June, to have resumed their upward drift in July, rising by 0.4% on the month to a level 2.8% higher than a year ago. However, half of the increase in July was directly attributable to a renewed rise in energy prices, the index excluding energy rising by a more moderate 0.2% to a level 2.2% higher than a year earlier.

[Stop Press: New data just released (and not included in the chart), show industrial producer prices as having risen by 0.5% in July (revised up from 0.4%) and by a further 0.4 % in August, to a level 3.1% higher than in August 2003. Again, higher energy prices were the principal cause, with a rise of 1.4% in August, following July's 1.1% increase. Excluding energy, the August increase in industrial producer prices was only 0.1%, resulting in a 2.3% increase over the year.]
12.
The Governing Council will also derive some reassurance from the latest data for the annual rate of growth of total hourly labour costs which, having accelerated between 2003 Q4 and 2004 Q1 from 2.1% to 3.0% in industry and from 2.1% to 2.7% in the economy as a whole, subsided in 2004 Q2 to 2.6% and 2.2% respectively. This suggests that the modest nature of the economic recovery so far and the continuing high level of unemployment, which remained unchanged again at 9.0% in July, are helping to restrain inflationary wage settlements.

13.
The nominal effective exchange rate of the euro on average in September was 0.5% higher than in August and 2.5% higher than in September2003 and 12 1/12% higher than in August 2002. This continuing buoyancy of the euro is likely to be maintaining a dampening influence on any incipient inflationary pressures, while posing no serious threat to export demand or to the on-going recovery of the eurozone economy.
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Output, demand and confidence
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14.
According to Eurostat's first full estimates for 2004 Q2, real gross domestic product in the Eurozone slowed only marginally in the second quarter. Confirming Eurostat's "flash" estimate, which was available before the Governing Council's last meeting, the data show real GDP to have increased by 0.5% during the quarter, following the confirmed rise of 0.6% in 2004 Q1, to a level 2.0% higher than a year earlier.

15.
There is no evidence in these figures, however, that the broadening of the recovery that the ECB has been looking for has taken place. With exports surging even more than imports, net external trade contributed 0.4 of the 0.5% increase in GDP. A recovery in the growth of government consumption (from 0.1% to 0.6%) and a marginal resumption of gross fixed capital formation (from -0.2% to +0.1%) was partially offset by weaker growth in household consumption (0.3% in Q2 compared with 0.6% in Q1), so that domestic demand increased by only 0.1%, compared with growth of 0.9% in 2003 Q4 and 0.3% in 2004 Q1. This left domestic demand only 1.1% higher than a year ago.
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16.
In the latest release of its indicator-based forecast of quarterly GDP growth, the European Commission has maintained unchanged its earlier mid-point predictions (within a +/- 0.2% range) of 0.5% growth in both the third and the fourth quarters of 2004.

17.Latest data on industrial production suggest that the upturn seen since the beginning of the year, which seemed to falter in June, resumed in July when output rose by 0.4%. In addition, as a result of data revisions the fall in output in June is now put at 0.2% rather than 0.4%. The combined effect puts the level of industrial production in the latest three months 0.9% higher than in the previous three and 2.4% higher in July 2004 than in July 2003.
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18.
The picture given by the latest figures for industrial new orders is still somewhat clouded by the huge leap in the May figures caused by the one-off inclusion of large orders in the French aeronautical industry (probably Airbus but possibly including defence orders). Following a leap in new orders of 6.9% in May (revised up from 6.4%) and a drop back by 5.3% in June (revised from a greater fall of 6.5%), industrial new orders are provisionally
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estimated to have fallen by a further 0.6% in July. Even so, new orders in the month of July were 0.7% higher than in April 2004 and 7.9% higher than in July 2003.

19. The retail sales statistics continue to behave in a somewhat erratic fashion, oscillating widely from month to month and suffering from sizable revisions. Furthermore, they still fail to display the kind of resilient buoyancy that the ECB is anxiously looking for as a sign that GDP growth is becoming more broadly based.
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20.
Retail trade growth in volume terms, which is now seen as having fallen by 2.6% in May (revised again, from -2.2%), and to have increased in June by 2.1% (revised up from 1.8%) is provisionally estimated to have risen by a further 0.4% in July, to a level 1.1% higher than a year earlier. On average over the latest three months, however, trading volumes were 0.2% lower than in the previous three months.

[Stop Press: New data just released (not included in chart) show the volume of retail trade in July to have been flat in July (revised down from +0.4%) and to have fallen by 1.3% in August to a level 1.3% lower than a year earlier.]

21.
The Governing Council on 2 September had no new information from the European Commission's survey-based confidence indicators for the euro area. This month, however, new data for the Business Climate Indicator and the Economic Sentiment Indicator for both August and September are already available. 

22.
The Business Climate Indicator, which had reached a local peak of +0.56 points of standard deviation in July, slipped back to +0.51 psd in August and further to +0.48 psd in September, but this was still 0.49 psd higher than in December 2003 and 1.78 higher than at the trough of November 2001. The decline over the past two months was attributed to industry's assessment of export order books, stocks of finished products and recent past production trends, only partially offset by "a clear improvement" in production expectations.

23.
The Economic Sentiment Indicator rose quite strongly in August, by 1.5%, to its highest level for 3 1/2 years, but drifted back by 0.2% in September. The principal positive drivers of the index between July and September were economic sentiment in industry among and consumers, with sentiment in services, retail trade and construction first rising slightly and then easing back to their July levels.

The Monetary Analysis

24.
Latest data show the reversal in June and July, of the downward trend in the annual rate of M3 growth to have been slightly less pronounced than previously estimated, with annual growth rates of 5.3% and 5.4% (revised down from 5.4% and 5.5%) respectively, but to have been further reinforced in August with an annual rate of growth of 5.5%. Within the broad money aggregate, the annual rate of growth of M1 slowed from 10.1% in July to 9.3% in August but the annual rates of growth of deposits other than overnight deposits and of marketable instruments accelerated, from 1.7% to 2.0% and from 2.5% to 4.5% respectively. 

25.
The ECB will take little comfort from the slowing of M1 growth, which is still registering rates more than double the ECB's 4.5% reference value for M3. The Governing Council may well also express some concern that the three-month average of annual M3 growth rates, which had ceased its year-long decline in May-July, turned back up (from 5.2% to 5.4%) in the June-August period. 
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26.
Among the asset counterparts of M3, the annual rate of growth of loans to the non-bank private sector slowed a little, from 6.2% in July to 6.0% in August, as did the annual growth rate of credit extended to general government, which eased further to 6.1% in August from 6.3% in July.
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27.
Slightly reassuring are the latest data for the liquidity over-hang, which had been widening again in June and July. In August, however, M3 grew at a monthly rate that barely exceeded the monthly rate implied by the 4.5% M3 Reference Value, leaving the money gap virtually unchanged in nominal terms. With the MUICP rising between July and August at a slightly faster rate than is consistent with the ECB's definition of price stability, the real money gap even narrowed fractionally. However, the size of the continuing overhang is still likely to cause the ECB to remain anxious about what it sees as a potential threat to price stability over the medium term should the economic recovery strengthen.

_____________________
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