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Solid PMI results support ECB view of eurozone recovery ‘on track’

® Eurozone PMI dips in May but points to second
quarter GDP growth of 0.3-4%

® ECB sees recovery on track and stimulus to
remain in place

® |nflation pressures building

The ECB kept its foot firmly on the stimulus pedal at its
June policy meeting, dismissing suggestions that a
revival in economic growth, signs of resurgent inflation
and bond market volatility may prompt the central bank
to taper or curb its quantitative easing programme.

Since the ECB announced its €1.1 frillion asset
purchase programme earlier this year, economic growth
in the single currency area has surprised on the upside.
The positive trend continued in May, with the final Markit
Eurozone PMI® posting 53.6 in May, down from 53.9 in
April but above the earlier flash estimate of 53.4 and
consistent with the region’s gross domestic product
growing by 0.3-0.4% in the second quarter.

The survey data indicate that a weak euro is boosting
manufacturing and households are benefitting from low
prices, especially for fuel.

Although the current expansion signalled by the PMI
suggests there’s a good chance of the euro area
beating the ECB’s 1.5% growth forecast for 2015,
there are significant downside risks. In particular, oil
prices need to remain low and any escalation of the
Greek crisis could rapidly derail the recovery. ECB
President Mario Draghi also cited weaker-than-
expected demand in other countries as a concern,
something highlighted by disappointing starts to the
year in the US and UK and recent weak PMI readings
for many countries, especially Asian economies such
as China and Japan.

The May dip in the Eurozone PMI is therefore a timely
reminder that the recovery is no one-way bet. It's
consequently no surprise that Draghi continues to
stress the need for QE asset purchases to run their
planned course and not be tapered in the light of the
growth upturn, the possibility of which has been
speculated on due to signs of returning inflation.

Eurozone economic growth and the PMI
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Growth in the four-largest euro states
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Eurozone consumer prices
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Consumer prices rose at an annual rate of 0.3% in
May, in what is a strong turnaround from the 0.6% rate
of decline seen at the start of the year. The ECB has
consequently raised its 2016 inflation forecast to 1.5%.

Worries about the eurozone falling into deflation
appear to have been overplayed, and instead low
prices have provided a major boost to consumer
spending. April’'s retail PMI data pointed to further
upward price pressures building (Retail PMI data for
May are released tomorrow).

However, although rising, inflation clearly remains well
below the ECB’s target of close to 2% and a return to
target still looks a long way off.

The central bank also left its main refinancing rate at
0.05% and the overnight deposit rates at -0.20%,
meaning banks still need to pay to hoard money at the
central bank rather than do something more useful with
it, such as lending it to businesses and households. In
an encouraging sign of the effectiveness of the policy
stance, ECB data show bank lending having risen for
the first time in three years in March, though stabilised
in April.

The ECB has also been keen to stress the need for
structural reforms in recent communications, which the
PMI data suggest have been particular beneficial to
boosting competitiveness in Spain, but a missing

ingredient to other struggling countries, notably France.

The PMI data showed growth booming in Spain but
near-stagnant in France.

In many senses, Draghi is therefore right to say that
“The recovery is on track exactly according to our
projections”.
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