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We’ve downgraded the eurozone’s
growth outlook again
The European economy is rapidly losing steam, and growth will likely
come to a standstill over the winter. The good news is that inflation is
now more benign and that should allow the ECB to step up its pace of
interest rate cuts

This tram, driven by the
Belgian King, appears
to be accelerating
faster than the
eurozone's economy

A hesitant consumer
It looks as if the eurozone is again headed for a winter slowdown. Both the PMI and the European
Commission’s sentiment indicator lost ground in September, meaning that the fourth quarter is
starting on a weak footing. The hope for a revival of household consumption on the back of higher
real wages should be tempered, as the savings ratio increased for the eighth consecutive quarter
from April to June. It now stands at 15.66% of disposable income against a 25-year average of
13.45%.

This is not surprising given that unemployment expectations in the consumer survey climbed to
their highest level since November 2022 last month. Add to that the current geopolitical tensions
which could well be weighing on consumer confidence. It seems likely that household
consumption is likely to contribute less to growth than international institutions expect.
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Weak 2025 growth
At the same time, industry's inventory correction has not yet run its course. Those inventories are
still considered to be on the high side, while new orders continue to disappoint. With capacity
utilisation in industry having fallen to 77.7% in the third quarter, the outlook for business
investment looks dire, even though interest rates are now coming down.

It's a similar story with construction. The PMI for the sector indicated a contraction in September
for the 29th month in a row, with new orders continuing to fall steeply. The fact that eurozone
house prices are now past their trough does offer a glimmer of hope, but usually, it takes a few
quarters before improving real estate activity translates into higher construction activity.

We now believe that growth will come to a standstill in the fourth quarter and that a timid
recovery is only expected from the second quarter of next year. By then, the inventory correction
will be completed and lower interest rates should be starting to work their magic. That actually
means that we've had to downgrade 2025 GDP growth again, this time to 0.6%, the same as our
growth estimate for 2024.

Inflation is coming down
Month-on-month consumer price % change annualised

Source: LSEG Datastream

Inflation now headed towards 2% in 2025
As for inflation, the September HICP was encouraging. The year-on-year figures are, of course,
strongly affected by base effects, but when you annualise month-on-month changes, even
services price inflation comes out below 2%. Admittedly, this is only one data point, but the price
expectations component in the services sector also fell in September to the lowest level since June
2021, which seems to indicate that the underlying inflation trend is definitely down.

Higher energy prices on the back of the conflict in the Middle East could, of course,  still push
headline inflation higher, but we don’t expect this to have a lasting effect. We have actually
lowered our headline inflation forecast for 2025 to 2%.

ECB set to cut interest rates at every meeting
The European Central Bank has indicated that its monetary policy decisions will be data-
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dependent. And remember, the last meeting of each quarter is the most data-driven, not least
because it provides an update on the staff forecast. Until now, we believed the ECB would only cut
rates once every quarter in the second half of 2025. But now, with inflation seemingly under
control and the economy increasingly showing signs of weakening, we think the Bank may well cut
rates again at the October meeting. And then it should carry on cutting rates at every meeting
until the deposit rate reaches 2%. 

This terminal rate is also a downgrade from our previous 2.25% forecast, as we now think that the
weaker economy and a somewhat tighter budgetary policy might justify a slightly easier
monetary policy in 2025. The only caveat is that a further escalation of the conflict in the Middle
East might keep energy prices and inflation higher for longer than we now expect, injecting more
uncertainty regarding the pace of monetary easing.
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