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Eurozone: Diminution of Downside Risks?

Voters in France went to the polls on Sunday April 23 in the first round of that country’s
presidential election. After the votes had been tabulated, Emmanuel Macron, the candidate of the
centrist En Marche! party, and Marine Le Pen, of the right wing National Front, were on their way
to face off in the second round. The winner of the run-off election on May 7 will become the next
president of France.

Most market participants were relieved that Jean-Luc Mélenchon, the candidate of the Left Party,
did not make it into the second round. The fear was that candidates representing the far right and
the far left, who both hold skeptical views regarding French membership in the European Union,
would make it into the second round. Polls show that Macron should beat Le Pen handily in the
second round. Polls obviously can be poor predictors, and anything can clearly happen between
now and May 7. That said, the polls for the first round of the election turned out to be quite
accurate. If Mr. Macron is elected president on May 7, then a downside risk to the French
economy, and more broadly the overall euro area, from a potential unraveling of the European
Union and/or the Eurozone will have dissipated.
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The European Central Bank (ECB) held a regularly scheduled policy meeting on Thursday, at
which the Governing Council kept its main policy rates unchanged, which was universally
expected (Figure 1). In the statement ECB President Draghi read at the beginning of his press
conference, the Governing Council stated that risks to the Eurozone outlook “are still tilted to the
downside.” However, the Governing Council also acknowledged that risks were “moving towards
a more balanced configuration.” Indeed, the Eurozone economy appears to be on solid footing
right now, at least if sentiment indicators are to be believed. The economic confidence indicator in
the euro area, which has been trending higher since last summer, rose to a new cycle high in April
(Figure 2).

This report is available on wellsfargo.com/economics and on Bloomberg WFRE.
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each month for
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months.

However, “hard” data generally show that economic growth in the euro area is not quite as strong
at present as the “soft” data would imply. Yes, real GDP in Spain rose 0.8 percent (not
annualized) on a sequential basis in the first quarter to keep the year-over-year rate of growth
steady at 3.0 percent. But, Spain is an outlier. Real GDP in France grew only 0.3 percent
sequentially and 0.8 percent year-over-year in Q1 (Figure 3). More generally, real GDP in the
overall euro area likely rose at a sub-2 percent rate in the first quarter. In other words, the
Eurozone economy continues to grow, albeit at a fairly modest pace.

Modest GDP growth has translated into benign CPI inflation. The overall rate of inflation
currently stands just below 2 percent (Figure 4). Although the core rate of inflation is lower, it did
shoot up from 0.7 percent in March to 1.2 percent in April. In our view, the ECB will continue to
buy €60 billion worth of bonds each month for the next few months. Sometime this summer,
however, the Governing Council could announce plans to “taper” its bond purchases further if the
economic outlook remains sanguine and/or inflation continues to trend higher.
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