
 

Macroeconomic Developments in the US and Europe:Macroeconomic Developments in the US and Europe:Macroeconomic Developments in the US and Europe:Macroeconomic Developments in the US and Europe:    

Implications for Growth and Global Financial StabilityImplications for Growth and Global Financial StabilityImplications for Growth and Global Financial StabilityImplications for Growth and Global Financial Stability    

 

Mickey D. Levy 

Bank of America 

 

Important structural and cyclical economic trends are unfolding in Europe and the United States that 

are beginning to have sizable implications for global economic performance, trade and financial 

markets.  The US economy remains strong structurally, with approximately 3 percent potential 

growth, but since mid-2006, it has slowed cyclically in lagged response to the US Federal Reserve’s 

monetary tightening and the drag from declining housing activity.  At the same time, positive 

European economic momentum has been maintained, highlighted by structural improvements in 

Germany.  Similarly, Japan’s economic growth has picked up, reflecting a combination of structural 

reforms and the cyclical tailwinds of the Bank of Japan’s monetary ease. 

As a consequence, there has been a narrowing of economic growth differentials between the US and 

Europe and, including Japan, among large industrialized nations.  From 1990-2005, with the 

exception of the US recession in 2001, real GDP grew persistently faster in the US than in the 

Eurozone, and the gap was even larger versus Japan.  Moreover, the gaps in capital spending growth 

were even larger.  Recently growth has picked up in Europe (and Japan), and US growth has slowed 

significantly.  Growth of real GDP in the EU15 exceeded the US in the second half of 2006 (2.9 

percent vs 2.1 percent), and the growth advantage was even larger for the EU25 (3.1 percent vs. 2.1 

percent). 

I expect European economic momentum will continue through 2007, while the US soft-patch is 

sustained at least through mid-year.  US real GDP is forecast to grow approximately 2 percent in 

2007, with a pickup in the second half of the year.  As a result, European growth will exceed the US’s 

in 2007.  Although structural improvements have been unfolding slowly in Europe, cumulative 

changes may be sufficient to make it appropriate to revise up estimates of sustainable growth in 

Europe.  The same is certainly true for Japan:  sustainable real growth is now estimated to be close to 

2 percent.  Thus, a case can be made for sustained narrower growth gaps among industrialized 

nations.  Remember, the US soft-patch is cyclical, while potential growth remains 3 percent.  Before 

discussing specifics of economic conditions in the US and Europe, several important potential 

implications of these broader trends stand out.   

The persistent strength of US domestic demand from 1990-2004 relative to that in the Eurozone and 

Japan was a major factor contributing to the rapid growth in US imports, the attractiveness of 

investing in US dollar-denominated assets, and weaker exports.  The widening US trade and current 

account deficits were largely a function of the US’s relatively strong economic performance.  The U.S. 



 

strength also contributed to high real interest rates.  The US trade deficit, following years of dramatic 

widening, was virtually unchanged between 2005Q1 and 2006Q3.  In 2006Q4, the US trade deficit 

narrowed significantly as import growth slowed with weaker domestic demand while exports 

remained strong.  I project the US trade deficit will continue to narrow in 2007, as weak US domestic 

demand and capital spending constrain imports while export growth remains healthy.  At the same 

time, Germany’s and Japan’s trade and current account surpluses should narrow, as their imports 

rise with stronger domestic demand while export growth to the US slows.  This initial narrowing of 

global imbalances, due in particular to stronger growth in Europe and Japan, is welcome news. 

Real interest rate differentials between the US and Europe should continue to narrow, reflecting the 

narrowing real growth differentials.  Both the ECB and US Federal Reserve are committed to low 

inflation, and both put a high premium on maintaining their inflation-fighting credibility.  Inflation 

is modestly higher in the US than in the EU, and I believe the stage is set for US inflation to recede 

toward the EU rate.  I expect further rate hikes by the ECB, as it continues to normalize monetary 

policy.  This should further narrow the gap between US and EU rates.  While the Fed is on hold for 

now, its next move will be to ease interest rates, perhaps later this year.   

The US economy is structurally sound, and its potential growth of approximately 3 percent is the 

highest among large industrialized nations, but the pace of growth has slowed—2.1 percent in the 

second half of 2006—and I expect sustained weakness, with sub-2 percent growth through mid-year.  

The soft-patch may be sustained into the second half of 2007 if housing activity continues to 

languish.  Recent economic conditions have been mixed, and there remain some clear positive 

aspects to performance: 

• Consumer spending has bounced back in March 

• Businesses have trimmed inventories and their balance sheets are in great shape 

• Employment growth has been healthy 

• Exports remain strong 

• The real costs of capital have remained very low 

• The economy continues to demonstrate resilience 

However, some weak trends have appeared, or are about to unfold: 

• Corporate profits, following five years of record-breaking new highs, with 15 percent growth, 

fell in 2006Q4, and the fundamentals point toward a sharp deceleration in 2007.  Nominal GDP 

growth, the best proxy for business top-line revenue growth, has slowed sharply.  Simultaneously, I 

expect margins to be squeezed, reflecting the cyclical deceleration in productivity and rise in unit 

labor costs.  Look for flat operating profits in 2007. 



 

• Capital spending, whose growth has underperformed expectations in recent years, fell in 

2006Q4 and the poor durable goods orders reports point toward further weakness in business fixed 

investment. 

• Housing sales have been mixed:  existing home sales rose in the last report while new home 

sales fell; the inventory of unsold homes remains high and history suggests residential investment 

lags the trough in new home sales by one quarter.  The most recent declining trend in mortgage 

applications suggests existing home sales may be weak this spring.  If new home sales continue to be 

soft, declines in construction and residential investment would extend into the second half of 2007. 

• Employment gains are expected to weaken materially in lagged response to the slowdown in 

real GDP and corporate profitability. 

• Higher energy costs raise uncertainty about economic performance. 

I put the highest probability on the US soft-patch being sustained through mid-year, followed by a 

gradual rebound toward 3 percent potential growth in late 2007 or early 2008.  There is a 30 percent 

probability of a more prolonged slump.  Positive factors, including the timely downward adjustment 

of business inventories and the strength in export demand, keep the probability of recession 

relatively low.   

Regarding the important issue of credit quality, whether the rise in subprime mortgage defaults 

spreads materially into prime credit depends crucially on the trend in aggregate demand, and jobs 

and the unemployment rate, currently a very low 4.4 percent.  If aggregate demand growth remains 

sufficiently healthy for businesses to maintain jobs, then along with rising wages, personal income 

will rise and credit quality will stay healthy.  It’s only in the event that a sustained slump in demand 

leads to job layoffs and a material rise in the unemployment rate that prime credit quality would 

deteriorate significantly.  I do not expect sufficient weakness in employment to generate substantial 

deterioration in credit quality. 

US inflation is set to recede, in lagged response to the significant deceleration in nominal GDP, 

which effectively squeezes excess demand relative to productive capacity.  Nominal GDP accelerated 

to a 6.8 percent pace in the several years until spring 2006, reflecting monetary ease, generating 

higher inflation and boosting profits.  Nominal spending growth slowed to 4.5 percent in the second 

half of 2006 and I project a further deceleration to 4 percent nominal growth in the first half of 2007.  

Temporarily sticky inflation implies the deceleration in nominal spending exerts its full effect on real 

GDP, and an accentuated negative effect on profits.  With a lag, inflation will recede; I expect the 

trend of lower inflation will be in place in the second half of 2007.  On this point, I emphasize that 

the trend in excess demand, as reflected by the spread between nominal spending growth relative to 

productive capacity, is a far more reliable predictor of inflation than standard “GDP gap” or NAIRU 

models.  These models are analytically and empirically flawed, and I anticipate that once again they 

will prove themselves to be unreliable. 



 

The Federal Reserve is on hold for now.  Inflation is above 2 percent, the upper bound of the Fed’s 

long-run inflation objective.  Moreover, the Fed perceives that the slower economic growth is 

temporary, and the economy will rebound to potential later this year.  With the Federal funds rate 

5.25 percent—about 3 percent in real terms—and nominal GDP growth decelerating, I view 

monetary policy as mildly restrictive.  I applaud the Fed for publicly expressing concern about 

inflation.  Easing policy now in response to signs of economic weakness with inflation above 2 

percent would send exactly the wrong message to financial markets and international central banks, 

and damage the Fed’s credibility.  The Fed understands this important point.  Nevertheless, based 

my forecast of lower inflation and lingering below-potential growth, I expect the Fed’s next move will 

be to lower rates, perhaps later this year. 

EU economic growth and improving prospects have been supported by the cumulative positive 

effects of structural reforms along with its enlarged membership that now embraces post-

communist European nations, which have lower real GDP per capita than western European nations 

but in many cases are enjoying faster economic growth.  In particular, Germany is now emerging 

from a five-year period of adjustments, during which time tax cuts and a declining government 

absorption of national resources and severe wage constraints amid productivity gains have restored 

competitiveness.  Labor reforms, particularly relaxed rules for temporary workers, have added 

flexibility and supported employment gains; they are rising at nearly 2 percent.  This will support 

both domestic demand and exports.  In Italy, labor reforms have contributed to the significant 

decline in the unemployment rate, and the outlook for meaningful pension reform has brightened, 

although Italy remains severely constrained by its burdensome regulations that raise the costs of 

production and reduce economic efficiency and standards of living.  In France, the outlook for 

reform and economic performance hinge critically on its upcoming Presidential elections.  Economic 

performance within Europe is in the process of evening, as growth in Germany and core Europe 

picks up, while growth in Ireland, Spain and some of the peripheral nations slows in response to the 

ECB’s rate hikes and the impact on housing. 

Europe’s economic and financial performance has been well-served by the ECB’s successful and 

credible low inflation policies.  Inflation and bond yields are low, as are the real costs of capital.  

Government finances have improved significantly, as the pick up in growth has reduced budget 

deficits, although long-run problems remain.  Some European nations have taken positive steps 

toward addressing needed reforms of public pension and health care programs, the primary sources 

of long-run budget imbalances.  In this important policy arena, the region is well ahead of the US.   

The EU economy remains vulnerable to a US recession or prolonged slump—the regions remain 

interdependent—but its improving economic structure and building momentum in domestic 

demand suggest it is better able to withstand cyclical weakness in the US.  If the US endures several 

more quarters of weakness and then rebounds toward potential, the EU economies likely will slow 

from their recent pace, but their economic expansions will not be disrupted.  Structural reforms that 



 

improve flexibility and reduce rigidities in production and the labor markets not only increase 

potential growth but also build a resilience to external trends and shocks. 


