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Key messages:

Central projection

The Benchmark world GDP and trade forecasts are little changed from February, with
projections close to the IMF April WEO. But this masks an improved outlook in the euro area,
and a somewhat weaker forecast for the US and China.

Three big developments since the middle of last year — evidence of structural weakness, divergent
monetary policy, the oil price collapse — are shaping the global outlook. A weaker outlook for
potential supply has worsened prospects for investment, real wages and consumption. Set
against that, lower oil prices and ECB QE are expected to boost world GDP by around 1%%.

The US outlook has weakened since February. But in the Benchmark, most of the downside news
in Q1 is treated as temporary. So in the central projection growth momentum remains robust in
the face of the tightening in monetary conditions implied by market yields.

The euro-area forecast is a touch stronger in the near-term reflecting more positive dataflow. The
outlook is supported by a number of favourable tailwinds including ECB QE which is expected to

spillover positively to the UK.

EME prospects, which were revised down sharply in February, remain subdued in spite of the
boost from oil. Chinese growth is expected to slow by more than expected in February, and
Russia is now expected to contract by nearly 4% this year.

Oil prices are 3% higher across the curve, as signs of cutbacks in US oil production capacity have
emerged. As a result, the trough in average inflation across countries is higher than in February.

Risks

We judge that the risks to these forecasts remain to the downside, particularly from China and the
euro area, given the situation in Greece.

In the central projection the rate at which US unemployment is falling eases back significantly as
labour productivity growth picks up back towards historical averages. The recent disappointing
productivity data suggests a risk that the labour market tightens more rapidly than expected,
prompting a sharp rise in policy rates.

ECB QE has reduced the risk of a more prolonged period of low nominal growth, and the
likelihood of a stronger, policy-driven recovery in the euro area appears also to have increased.
So, abstracting from Greece, the risks to the euro area — and, indeed the world, are broadly
balanced. That said, we judge the risks from the situation in Greece have increased and there is a
material probability of ‘Grexit’.

At the Benchmark meeting we will explore what different judgements about the key risks to the
forecast would imply for spillovers to the UK, focussing on consequences of an even stronger
euro-area recovery, and negative supply developments in the US.
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The Benchmark
forecasts for world GDP
and trade are little
changed from February

The world outlook has
been shaped by three
global shocks since last
summer:

The oil price collapse...

...and ECB QE...

...are offset by weaker
potential.

So the global activity
outlook remains subpar
and subject to downside
risks

Chart 1: UK-weighted world GDP and world trade
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Global growth and the big picture for world activity

An improved outlook for the euro area is offset by weaker signs in the US and some EMEs leaving
the international forecast little changed since the Feb /IR (Chart 1). UK-weighted world GDP is 0.1%
lower by the end of the forecast period (2018 Q2). And in PPP-weighted space growth remains
moderate this year at just 3.4%, before picking up gradually to 3.7% in 2016. These growth rates are
both 0.1pp weaker than the IMF WEO forecast, reflecting a weaker outlook for the US (see below).
While the euro-area data have improved, particularly for households, the US and China have been
revised down in the near term (Chart 2). World trade ends the forecast little changed as the news in
some EME data outturns is offset by stronger euro-area imports (Chart 1).

Three global shocks continue to play a major role in changes to the forecast since last summer: the
boost from the 50% fall in oil prices since mid-2014, the ECB’s QE programme and the weaker
outlook for longer-term growth, particularly in EMEs:

- Brentis 3% higher than in the Feb IR across the futures curve (Chart 3). And we continue to
expect the mostly supply-driven fall in oil prices since June 2014 will support growth over the
forecast in line with our previous estimates.” The slightly higher oil price reduces the impact on
inflation such that we now expect global inflation and export prices to have troughed in Q1
(Chart 4).

- The ECB’s QE programme also provides a significant boost to UK-weighted world GDP of 0.4%
over the forecast horizon, with a peak impact on the euro area of 1.1%. This is a touch stronger
and more frontloaded than the assumption made in the Feb /R, reflecting the reaction in
financial markets.”

- Much of the weakness in GDP growth since the crisis is judged to be reflected in weaker
potential. This has become particularly evident for EMEs as growth has slowed following the
initial crisis recovery. As a result potential was revised down significantly in the Feb /R

Overall the global expansion is expected to remain subpar, uneven and subject to downside risks.
While the growth outlook has improved in the euro area, and remains solid in the US, growth
continues to pick up only gradually, as the headwinds from balance-sheet repair linger. Moreover, a
number of challenges lie ahead, not least from the situation in Greece, but also from prospective
monetary-policy normalisation. Meanwhile, following a relatively strong post-crisis recovery,
structural weakness in EMs seems to have been revealed. But growth is expected to rise later in the
forecast period as the effects of past policy tightening fades.

Chart 2: Contributions to news in UK-weighted world GDP
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Chart 3: Brent crude oil prices
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Chart 4: World export and consumer prices
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The outlook for the US
is a little weaker than in
February reflecting the
appreciation of the
dollar

Assessing the signal to
take from weaker Q1
data is difficult due to
weather erratics...

...but the Benchmark
assumes most of the
weakness in Q1 is
temporary

Labour market slack
appears to be being
absorbed rapidly

But the outlook remains
solid, with growth
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The outlook for the US has deteriorated somewhat following the continued appreciation of the
dollar and weaker signs for Q1. The May Benchmark central projection has been marked down
relative to February — growth of 2.6% is expected this year, compared with 2.9% in February (Chart
5). In part, this reflects the impact of the stronger dollar, which has appreciated 1%% since
February. But the impact of the 13% appreciation since the middle of last year is now assumed to
be larger than in the Feb IR (Chart 6). The outlook for Q1 is also markedly weaker: growth is
expected to be 0.2%, 0.4pp weaker than the 0.6% in the Feb /R. This weakness has come too soon
to reflect movements in the dollar, so a key question is how much signal to take.

But assessing the extent of the near-term weakness is difficult given a number of temporary
factors. On the face of it, the data point to materially weaker domestic demand in Q1. Weak
capital goods orders (-1.4% in February) suggest business investment will be soft in Q1. Investment
may have been more affected by capital spending in the extraction sector, which is worth around
0.8% of GDP, than anticipated in February. And household spending, which was expected to be
boosted by the fall in oil prices, has also surprised to the downside (real consumption spending fell
0.1% in February). US consumers appear to have been saving the oil boost in recent months (Chart
7). But one good reason for thinking this weakness will prove erratic is the severe winter has
coincided with subsequent increases in the savings rate. The weather impact could be worth as
much as 0.2% of GDP in Q1, suggesting the potential for a strong bounce back in Q2. Even if that is
right, the weakness in Q1 remains a puzzle. we have taken some signal from this
about that the outlook beyond Q1, treating half of the 0.4% news in Q1 as erratic, and locking in the
rest.

With employment growth remaining strong in Q1 one corollary of the weak activity is that labour
productivity growth has weakened again (productivity was 0.3% lower than in the February IR in
Q1). While non-farm payrolls disappointed in March at 126k, employment growth was robust
overall in Q1, with payrolls averaging 197k. So, like the UK, rising US GDP has been accounted for
increasingly an expanding employment. But with unemployment at 5.5% in March, there appears
to be little room for labour market slack to be absorbed at this rate (FOMC estimates of the NAIRU
lie between 5.0% and 5.2%). Instead the forecast is predicated on a pickup in productivity growth
towards its pre-crisis average (Chart 8). Absent that, inflationary pressure may build more rapidly
than in the central case (where PCE inflation is expected to rise from 0% in February to just over 2%
by the end of the forecast period). This risk is discussed below.

Overall, despite recent developments, the outlook for the US remains relatively robust. While the
appreciation of the dollar has taken some of the shine off the forecast in coming quarters, the
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expected to remain
around current levels as
interest rates rise

Benchmark forecast takes little signal from the recent run of poor data. Over the forecast period
growth momentum is assumed to be robust to the tightening in monetary conditions implied by
market yields. This reflects the waning of crisis headwinds from private and public balance sheet

repair.
Chart 5: US GDP forecast [compared with FOMC] Chart 6: US GDP revisions in the May Benchmark
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The outlook for the euro
area looks stronger
than in February...

...with the growth
supported by a number
of favourable tail winds

2008 2010 2012 2014 2016

Euro area

In contrast, the near-term outlook for the euro area has improved somewhat since February (Chart
9). Recent activity and survey data, including the PMIs suggest growth of 0.4% in Q1 and 0.5% in
Q2, both 0.1pp stronger than in the Feb /IR. While the PMls are at their highest in four years, they
also picked up sharply at the start of last year, only to fall back over the summer as growth
disappointed.

But a key difference from last year appears to be that the latest rise in the PMls looks to have been
accompanied by a stronger outlook for some of the key drivers of growth. Chart 10 updates the
analysis of underlying drivers of growth in the forecast. This analysis is bottom up, providing a
cross-check to the Benchmark forecast, and suggests that the pickup in growth is broadly
consistent with the boost coming from various tailwinds to the outlook. Most obviously, real
income growth has picked up, driven largely by falling energy prices, and credit conditions have
also improved, with bank lending rates having fallen significantly since the run up to the ECB’s
comprehensive assessment in the middle of last year (both in the green bars).

Prospects for the euro area will also be supported by ECB policy (blue bars, Chart 10). The asset-
price reaction to the ECB policy has been larger than expected in February.® This has led us to mark

*See: Asset price movements since the February Inflation Report, by
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up the size and speed of the QE impact on the euro-area economy slightly in the Benchmark. The

boost to growth from ECB QE is likely to start coming through in the second half of this year and is

ultimately expected to have a peak impact on euro-area GDP of 1.1%.

ECB QE supports growth
and spillsover positively
to the rest of the world,
including the UK

through trade is positive but small, and at 0.1% is more than offset by the impact of sterling’s

The ECB’s policy action spillsover positively to the rest of the world, with the total impact on world
GDP of around 0.4%. Most of this impact is from the euro-area itself: the impact on the rest of the
world is broadly neutral (but slightly positive). Given this impact on world, the impact on UK GDP

appreciation against the euro (about 5% of sterling’s appreciation since July can be attributed to

ECB QE). But ECB QE also affects UK Bank funding costs and, more significantly, has also pushed

down longer-term interest rates. Together these are estimated to increase UK GDP by 0.4%.*

Overall the euro area is
a bit stronger than
February, with ECB QE a
key support to growth the UK.
Chart 9: Euro-area GDP growth
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Table 1: Euro-area real disposable income growth
World
Channel Euro area GDP UK GDP
(UK-wtd)
Impact after three years, %
Ex Rates 0.6 - -0.2
Asset prices 0.4 - 0.4
External demand 0.0 - 0.1
Confidence - - -
Total 1.0 0.4 0.3

Emerging markets
EME growth has slowed
since 2010, but is
expected to pick up over

So the euro-area forecast is a touch stronger than in February, and close to the March ECB staff
forecasts for GDP, although we remain weaker on inflation (Chart 11). ECB QE will help to buttress

Chart 10: Drivers of euro-area growth
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Chart 11: external forecasts for the euro area
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Activity has slowed significantly across emerging markets since 2010 and the May Benchmark

growth going forward, and is expected to spillover positively to the rest of the world, particularly

3.0

forecast assumes growth will soften slightly further in the second half of this year (Chart 2). From

the start of 2016 activity is expected to gradually recover, supported by an easing of the drag from

the forecast as

past domestic policy tightening, the pickup in advanced economies and support from lower oil

* see: May 2015 Benchmark Forecast Note, by Nick Bate and Roland Meeks,
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headwinds wane

In China the dataflow
has been
disappointing...

Chart 12: Chinese GDP

prices. But throughout the forecast, growth remains significantly below the average rates seen just
before and after the crisis. And that reflects a judgment to take a signal from weaker growth and
productivity that potential has weakened significantly for EMEs and will remain lower in the
medium term (See Box B).

Since February, the outlook for EMEs has deteriorated a little. That primarily reflects slower than
expected activity in China at the start of this year, but the central projection for Russia has also
been marked down further. India is the one bright spot, where the outlook appears to be
improving.

China
In China, growth slowed by more than previously expected at the start of the year: based on our
preferred OECD measure, GDP growth was 1.5% in Q1, 0.1pp weaker than the Benchmark
constraint and 0.2pp weaker than the Feb /R (Chart 12). Weakness in industrial production has
been particularly notable, while the decline in the services PMI suggests there has also been little
rebalancing towards consumption (Chart 13). The trade data paint a similar picture of subdued
domestic demand. Import volumes were very weak in 2014 H2 and this continued into January and
February. And CPl inflation, at 1.4% in March, has been weak for the past two quarters. The
Chinese New Year always makes interpreting Q1 data challenging. But we have taken some signal
about the underlying strength of the economy from the Q1 outturn and marked down our nowcast
for Q2 to 1.6% from 1.7% in the February IR.

Chart 13: Chinese IP and services PMI
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...with policymakers
signalling they ready to
do more to deliver
growth close to target

Perhaps the most significant development has been the change in rhetoric from the Chinese
authorities. The recent change in growth targets suggests somewhat lower growth is likely to be
tolerated, and that lower, but higher quality growth, is preferable. The 2015 growth target was
confirmed as being ‘around 7%’ (down from 7.5% in 2014). That said, there has also been
reluctance from the authorities to chalk weak first quarter GDP up to New Year erratics, while the
rapid rise in the exchange rate is likely to depress external demand in 2015. So we expect that
further policy stimulus will be needed to offset the H1 weakness, and to bring growth close to
target. The Benchmark forecast now projects growth of 6.8% in 2015 and 6.5% in 2016, 0.2pp
weaker in each year than in February. Marking down the forecast means that we are now assuming
that the Chinese will not quite meet their goal of doubling GDP between 2010 and 2020 (we
forecast that GDP will be 97% higher). We judge that their targets for urban job and income growth
are more binding constraints, and that downplaying GDP targets slightly helps to reduce
vulnerabilities from recent rapid credit and investment growth. Risks to the forecast remain firmly
to the downside due to the challenges of rebalancing the economy.

Developments in China can have important spillovers to other economies, including the UK, due to
its large role in the global economy. Recent analysis found that despite only accounting for a small
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Spillovers from further
slowing in China could
be significant

The outlook for Russia
remains bleak

Other EMEs have also
disappointed, although
India has surprised to
the upside

Risks are judged to be
more to the downside
than in February

Excluding the situation
in Greece, however, the

share of the UK export market, shocks to Chinese growth could have a significant impact on UK
activity, through non-trade channels and links through our main trading partners. Our estimates
suggest that a 1% slowing in Chinese GDP is likely to reduce UK GDP by 0.1%, more than double the
impact through direct trade links alone.® This implies that weaker Chinese GDP over the forecast
could be weighing on UK GDP by around 0.3% compared to our expectations from one year ago.

Russia

Due to geopolitical tensions and the fall in oil prices, growth in Russia is expected to be very weak,
with output falling sharply in 2015 before recovering modestly in 2016. We have marked down the
forecast for CIS again by 1pp to -2.4%, which is in line with the April WEO and similar to Consensus.

While the central projection is weaker, the downside tail risks in Russia appear to be somewhat
smaller than at the time of the Feb IR. The rouble has recovered back to its early December level
and the CBR has had space to cut policy rates (to 14% from a peak of 17%, with further cuts
expected). In addition, Russia appears to be meeting its external debt obligations without major
problems — peak debt payments were in 2014 Q4 and 2015 Q1, and they are significantly lower in
the next 18 months. Nonetheless Russia still faces a bleak outlook as a severe contraction in
domestic demand is needed in order to meet its external debt obligations.

Other EMEs

For most other EMEs, the Benchmark forecast is slightly weaker than in February, reflecting
disappointing dataflow. The one main exception to this is India, where both we and the IMF have
revised up significantly (by around 1pp in both 2015 and 2016). Much of the increase in the
forecast reflects revisions to back data that suggest growth has been much better in past years than
previously estimated. The May Benchmark forecast is for growth to pick up to 7.5% in 2015, from
6.9% in 2014, as activity is supported by recent policy reforms and lower oil prices.

Risks

Overall the risks to the global activity outlook are judged to be on the downside, and by more so
than in February. Table 2 summarises the key upside and downside risks to the international
outlook, including how they have changed since February. The euro area remains key to shaping
the risks. Here the successful implementation of ECB QE, combined with the traction that the
policy appears to have gained in financial markets, suggests that the risks of an extended period of
low nominal growth has diminished somewhat. And the improvement in the macro outlook
suggests some upside risks to domestic demand. The implications of that are explored in greater
detail below. Against that, however, the situation in Greece has deteriorated (see below). In the
US, the deterioration in the near-term outlook and the tightening in financial conditions appears to
have reduced the upside risks. The deterioration in productivity has been a key development and
suggests a risk that inflationary pressure may increase without a commensurate improvement in
the macro outlook. Such a scenario could potentially spillover negatively to the rest of the world.
The recent marking down in the FOMC policy rate paths (the ‘dots’ chart) does suggest the
snapback risks have eased. EME risks remain firmly to the downside. In China this reflects the on-
going rebalancing challenge. Elsewhere, policymakers grapple with a number of vulnerabilities that
are likely to be exacerbated by the tightening in dollar financial conditions.

The situation in Greece remains a key risk to the Benchmark forecast, with the prospects
deteriorating further since the Feb IR. Positions have hardened again, and Greece faces a series of
difficult debt repayments and rollovers. This suggests the likelihood of Greece leaving the euro has
risen again somewhat; and, while not quite the central case, the staff view is that this probability is
material. Given upcoming repayments, the Greek government have indicated that they will run out
money in early May, although this remains very uncertain. This suggests the key decision point, is
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risks are broadly
balanced

There are upside risks
from a stronger policy
boost in the euro area

This could have
significant positive
spillovers to the UK.

the meeting of the Eurogroup on 24 April where the latest set of fiscal measures and structural
reforms will be assessed to determine disbursement of official funds. Despite contingency
planning, the prolonged period of uncertainty that would be generated by Greece leaving the euro,
certainly has the capacity to derail the euro-area recovery, and could well lead to material financial-
market spillovers to the rest of the world.

Key risk 1: stronger euro-area outlook

Despite continuing concerns around Greece, it is certainly possible to envisage an upside scenario
to our euro-area central projection. The policy environment is much more supportive of growth
than it has been for many years. Over the past six months there has been a sequence of growth-
friendly policy developments: the ECB’s comprehensive assessment has reduced uncertainty
around the health of the banking sector; the Commission has developed an EU-level investment
plan and taken a flexible approach to applying the fiscal rules easing austerity at least in the near
term; and of course the ECB has implemented a large scale asset purchase programme. While we
have captured these policy initiatives in our central projection, the fact that there is a bit more
evidence of co-ordination across policy, could lead to a larger than anticipated impact on growth.
This would most likely be manifested through a stronger profile for investment, which has
significantly underperformed in recent years. A plausible scenario in which investment growth a
little under 5% higher than in our Benchmark forecast would fall in line with the UK’s recent
investment recovery but result in an underlying boost of 1.5% to the level of euro-area GDP (Chart
14).

However, any shock of this size would result in an overshoot of the euro-area’s inflation target,
requiring the ECB to tighten policy by around 150bps, relative to baseline, in order to maintain
inflation at target. Simulations in the IMF’s GPM model find that even with tighter policy, UK-
weighted world GDP would be 0.7% higher by the end of the forecast, with 0.2% of the boost
coming from spillovers to other regions. And the euro would appreciate as a result of rising interest
rates, causing sterling to depreciate by a 0.7%. As a result, UK GDP rises by 0.4% (Chart 15), with
inflation 0.1pp higher by the end of the forecast.

Chart 14: Investment level in the euro-area scenario Chart 15: Impact of euro-area scenario on UK GDP
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Risk 2: weaker US productivity growth

Labour market slack has been falling rapidly in the US as the unemployment rate has fallen from a
peak of 10% in 2009 to 5.5% in March (Chart 16). As in the UK, that has been associated with
disappointment on productivity (see Chart 8 above), so gains in output have been associated with
strong employment growth. But given the proximity of unemployment in the US to estimates of
NAIRU, a key judgement underpinning the Benchmark is that slack is absorbed at a much slower
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This may trigger a fall in

global risk appetite

The impact on the UK

would be significant

rate over the forecast as productivity growth picks up to [just below its pre-crisis average rate]; the
lack of productivity growth in the past six months is expected to be a temporary blip. But a key risk
to the outlook is further weakening in productivity growth. Given our expectation for US output
growth, that would translate into further rapid erosion of slack, putting upwards pressure on wages
and inflation.

At the Benchmark meeting we will show a scenario in which productivity growth in the US
stagnates, compared with 1% annual growth in the central case (Chart 2). Unemployment falls
further, to below the NAIRU (Chart 16), so inflation starts to rise (Chart 17). To return inflation to
target, the FOMC would need to raise rates sharply. But we judge that such a rapid tightening
would be likely to trigger a fall in global risk appetite, pushing up term premia (we have assumed a
persistent 50bp rise in advanced economies and 100bp in emerging economies) and feeding back
into weaker US demand. Taking that into account, the FOMC would need to moderate its policy
path somewhat. The likely impact on the dollar is ambiguous; lower productivity affecting the
tradables sector could reduce competiveness, but acting against that, short-term US rates would be
rising relative to foreign rates. And a ‘global risk sentiment shock’ would likely cause safe-haven
flows into dollar assets. Given that ambiguity, we have left the dollar unchanged in the scenario.

If US supply growth were to disappoint in line with this scenario, we estimate that UK GDP could be
reduced by 0.7% after three years, with inflation reduced by 0.4pp. Most of the GDP impact and
around two-thirds of the inflation impact comes through direct and indirect trade channels. Higher
term premia also weigh on GDP significantly in the near-term, with the impact largely fading by
year 3, while the effect on inflation builds over the forecast. If there were also a hit to household
and business confidence, the impact on the UK could be larger.

Chart 16: US unemployment rate Chart 17: US CPI inflation
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Table 2: Key international risks
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Prob Tmpact on
Risk Detail Probability| change Herizon UK
since Feb economy
Downside risks
. Greece exits the euro area with
Grexit . o ) ST/MT
centagion limited by policy response
Euro-area suffers a period of low
Eurc-area deflation nominal growth with inflation ‘ MT
expectations deanchoring for a time
Two or more countries leave the
Eurc-area breakup | currency union with severe financial- “ MT
market fallout
Productivity stagnates such that
US downside risk inflationary pressure builds more t ST/MT
rapidly and growth disappoints
Risk premia Risk that assetp_r'lces fall sharply
snapback exacerbated by divergent monetary ‘ ST/MT
policy and poor liquidity
Severe slowdown in | Due to Housing market crash /Credit ' ST/ MT
China shock / over investment
EME downturn General weak outturns across globe
emanating outside for output and inflation requiring “ ST/ MT
of China lower interest rates
. Russia/Ukraine could worsen. Middle
Geo-politics R )
. East developments increase risk of MT
(Russia, ISIS) R o A
terrorist incident, oil prices rise.
Inability of policymakers to reduce
Secular stagnation tvofp v . “ LT
real rates sufficiently
Upside risks
US consumption Stronger domestic demand [and/ -
boom productivity performance] ‘
Th binati f ECB QF, AQR
Larger QF boost in & cc_'m ination o 0, AQl
deliver a stronger recovery, ST/ MT
eurc area ) o
particularly in investment
Further falls in oil | Return to the market of Iranian oil
) ' an oil/ =) sT
prices pressure of inventory build
Net international risks to UK GDP
US risks: balanced; EA risks: .
) . ) Overall risks to
World downside; EMEs: downside; Qil: )
. the downside
downside
MNotes:

Probability: red (high), above 0.1; amber (medium), 0.1<x<0.05; green (low], <0.05
Prob change: refers to how the likelihood of the risk has changed since the Feb If

Horizon: 5T, risks that are most likely to crystallise over the next 6 months); MT, within two years; LT, up to 5 years

Impact: red (high), over 1% impact on UK GDP over three years; amber (medium), %3 green (low), < %%

10



International Forecast — May 2015 ESSENTIAL READING

Table 3: External forecast comparison

2016
World (PPP-weighted) 3.4 3.7 35 3.7 3.3 3.9
uUSs 2.7 2.6 33 31 31 2.9
Euro area 1.5 2.0 1.4 1.6 1.4 1.7
Japan 0.8 1.7 1.0 1.2 1.1 1.7
China 6.8 6.5 6.8 6.3 7.0 6.8
India 7.5 7.5 75 75 6.6 6.7
MENA 3.0 37 3.0 37 N/A N/A
Latin Amerca and Carribean 1.0 20 1.0 2.0 0.9 2.4
Sub-Saharan Africa 4.5 5.0 45 5.1 N/A N/A







Box B: Potential growth in the forecast

A key judgment behind the Benchmark international forecast is
that potential growth globally will be weaker than pre-crisis.
This means that much of the weakness in world GDP relative to
pre-crisis trends reflects weak supply, rather than more
transitory demand factors. So global growth is likely to remain
below pre-crisis average rates, even while output gaps are
closing. This box sets out what the Benchmark forecast assumes
about potential across regions, what explains the fall and how
the Benchmark compares to other forecasts.

Chart A: UK-weighted world GDP growth
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L L 1 1 L 1 1 _3
2001 2003 2005 2007 2009 2011 2013 2015 2017
e \\/Or|d GDP == === Potential* e = == Pre-crisis average**

* US and €A based on in house estimates of potential. Other countries draw on
estimates from the April WEO.

** Pre-crisis average calculated between 1993 and 2007.

What does the forecast assume about potential?

Since the financial crisis, we have been repeatedly disappointed
with the pace of growth internationally, making a series of
downside errors . And growth has remained well
below pre-crisis average. Given that, it is useful to consider how
much of the weakness is likely to reflect potential supply.

Globally, potential growth appears to have slowed significantly
since the crisis (Chart A). And most of the weakness in world
GDP growth relative to pre-crisis average appears to be
structural. That is particularly the case for the euro area, where
we estimate that potential has grown at less than one third of
its pre-crisis rate over the past six years. But a marked slowing
has also been seen in the US and across EMEs (Chart B).

Chart B: Potential growth across regions
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Solid lines show actual growth, dashed lines show potential. EMEs are PPP-wtd
with potential growth drawing on April WEO estimates.

Over the forecast we expect potential supply to pick up slightly,
but growth is expected to remain some way below pre-crisis
average rates in both AEs and EMEs. And UK-weighted world

potential growth is only expected to rise to 2.3%, 0.5pp below
the pre-crisis average.

Table A: Potential growth estimates

us Euro area EMEs
01-07 08-14 15-19|01-07 08-14 15-19|01-07 08-14 15-19
Potential growth| 25 15 17| 17 05 10| 67 64 52
Of which:

Trend TFP 11 09 09|06 04 05|37 29 29
ital

Capital 08 02 04|07 04 03|22 28 20

deepening

Potential

07 04 04|04 -03 02]08 07 03
employment

US and euro-area based on in house estimates. EME estimates taken from
Chapter 3 of the April WEO.

What accounts for the slowing?

In the US and euro area, slower capital accumulation explains
around half of the weakness of our potential growth forecast
over the next five years, relative to pre-crisis (Table A). That
reflects the sharp fall in investment during the crisis and
continued weakness since. Potential employment is also
expected to grow more slowly than it did pre-crisis. In the euro-
area that is primarily due to demographic factors, particularly
slower population growth. But in the US, a weaker participation
rate (which is weaker than demographics alone would imply) is
the key reason for the slowing.

TFP is forecast to grow only a touch more slowly than pre-crisis
in both the US and euro-area. That said, US labour productivity
growth in Q4 stalled (Chart C). And while the forecast assumes
that this is just a temporary slowing, it is possible that the
productivity weakness could be more persistent (see Key Risk
2).

For EMEs, the weakening of potential growth over the forecast
is in large part due to slower productivity. Indeed, we have
already seen labour productivity slow considerably since 2010
(Chart C). Slower population growth and aging populations are
also expected to weigh on potential, particularly in China. And
lower investment due to less favourable external financing
conditions, weaker commodity prices and infrastructure
bottlenecks should lead to a further slowing in capital growth.

Chart C: Labour productivity per head
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* PPP-wtd, covering 9 EMEs. Forecast based on April WEO.

Both the IMF and consensus have made a series of downwards
revisions to their medium-term forecasts for the major
economies over recent years. Overall, our forecast for medium-
term global growth is broadly in line with both, although we are
a little more pessimistic on the medium-term outlook for the US
than both the IMF and Consensus.





