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The case is building for deeper rate cuts by the ECB

In mid-2022, an unprecedented inflationary surge
pressed the European Central Bank (ECB) to embark
on its most aggressive monetary tightening cycle to
date. In less than a year and a half, a record sequence
of ten consecutive rate hikes took the benchmark
deposit rate to 4%, its highest historical point. Supply
chain normalization and tight monetary policy
succeeded in curbing inflation, bringing it down from
its peak of 10.6%, to below the 2% target of the
central bank.

With inflation under control, the ECB began the new
phase of interest rate cuts in June this year, taking the
benchmark deposit rate to 3.25%. Going forward, the
ECB needs to cautiously calibrate the path of interest
rates, as the balance of risks gives more weight to
economic stagnation than to inflation concerns.
Leading economic indicators, which refer to
statistics that anticipate economic conditions, have
underperformed relative to forecasts in recent
quarters.
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The Economic Surprise Index provides a formal
measure of how data releases stand relative to
expectations. During the first half of 2024, the index
was pointing to a significant improvement in
conditions. This recovery injected a moderate dose
of optimism into the economic outlook. However,
this optimism proved to be short-lived as the
European bloc was unable to unshackle itself from

the negative spiral shaped by stringent monetary
conditions, weak external demand, geopolitical
uncertainty, and the energy crisis. In our view, the
current context will lead to a more aggressive
monetary easing cycle than what is currently
expected by the markets. In this article, we discuss
the three main factors that support our views.

First, with prices already under control, there is how
an increasing risk that inflation drops too far below
the objective of the ECB. Furthermore, a deflation
spiral is now becoming a conceivable, even if still not
highly likely, threat on the horizon. A deflation
environment is deeply detrimental to the economy,
as households and firms delay expenditures and
investment to benefit from lower prices in the future,
generating a negative economic feedback loop.
Additionally, low inflation makes monetary policy
ineffective, by limiting the ability of central banks to
use interest rates to estimulate the economy. The last
release for consumer prices showed that headline
inflation was 1.7%, displaying a downward trend that
could drive it further below the 2% target. In fact,
some measures of inflation expectations computed
by the ECB are also already below target. The
dangers represented by low inflation, and even the
possibility of a deflation spiral, should press the ECB
to a more rapid reduction of its policy rates.

Second, financial conditions remain highly
restrictive on the back of still-elevated interest rates
and the steady retrenchment of the central bank
balance sheet. The current deposit facility interest
rate of 3.25% still implies a restrictive level for the
real interest rate, which adjusts the cost of credit
according to inflation. Similarly, although overall
financial conditions have come down since their
peak restrictive heights in October last year, they
remain at levels previously seen only during the
Global Financial Crisis and the European Sovereign
Debt Crisis. Furthermore, the ECB continues to
revert the balance sheet expansion that was put in
place during the pandemic, which is limiting the
availability of credit. Lower liquidity and higher
credit costs have an impact on the volumes of credit,
which are contracting in real terms, signalling to the
ECB that monetary conditions are excessively
restrictive.
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Third, the Euro Area has remained on the verge of a
recession during the last couple of years, and its

lacklustre. The most recent prints of the Purchasing
Managers Index (PMI) signal a stagnant economic
outlook. The PMI is a survey-based indicator that
provides a measurement of improvement or
deterioration in the economic outlook. The
composite PMI, which tracks the joint evolution of
the services and manufacturing sectors, has remained
below or close to the 50-point threshold that
separates contraction and expansion. Additionally,
despite the resilence of labor markets, the number of
job openings is pointing to softening job creation,
while real GDP growth in 2024 and 2025 is expected
to remain below the long-term average of 1.4%.
Hence, weak economic growth is another factor in
favour of faster interest rate cuts by the ECB.

All in all, the downside risks to economic growth in
a context of low inflation, restrictive monetary
conditions and stagnant activity will press the ECB
to cut interest rates by 150 bp by mid-2025, taking
the benchmark deposit rate to 1.75%.

economic growth performance is expected to remain

QNB Economics Team:

Luiz Pinto Bernabe Lopez-Martin*
Assistant Vice President - Economics Senior Manager - Economics
+974-4453-4642 +974-4453-4643

* Corresponding author

Aisha Khalid Al-Thani
Senior Associate - Economics
+974-4453-4647

DISCLAIMER: The information in this publication (“Information”) has been prepared by Qatar National Bank (Q.P.S.C.) (“QNB”) which term includes
its branches and affiliated companies. The Information is believed to be, and has been obtained from, sources deemed to be reliable; however, QNB makes
no guarantee, representation or warranty of any kind, express or implied, as to the Information’s accuracy, completeness or reliability and shall not be held
responsible in any way (including in respect of negligence) for any errors in, or omissions from, the Information. QNB expressly disclaims all warranties or
merchantability or fitness for a particular purpose with respect to the Information. Any hyperlinks to third party websites are provided for reader convenience
only and QNB does not endorse the content of, is not responsible for, nor does it offer the reader any reliance with respect to the accuracy or security
controls of these websites. QNB is not acting as a financial adviser, consultant or fiduciary with respect to the Information and is not providing investment,
legal, tax or accounting advice. The Information presented is general in nature: it is not advice, an offer, promotion, solicitation or recommendation in
respect of any information or products presented in this publication. This publication is provided solely on the basis that the recipient will make an
independent evaluation of the Information at the recipient’s sole risk and responsibility. It may not be relied upon to make any investment decision. QNB
recommends that the recipient obtains investment, legal, tax or accounting advise from independent professional advisors before making any investment
decision. Any opinions expressed in this publication are the opinions of the author as at the date of publication. They do not necessarily reflect the opinions
of QNB who reserves the right to amend any Information at any time without notice. QNB, its directors, officers, employees, representatives or agents do
not assume any liability for any loss, injury, damages or expenses that may result from or be related in any way to the reliance by any person upon the
Information. The publication is distributed on a complementary basis and may not be distributed, modified, published, re-posted, reused, sold, transmitted
or reproduced in whole or in part without the permission of QNB. The Information has not, to the best of ONB'’s knowledge, been reviewed by Qatar Central
Bank, the Qatar Financial Markets Authority, nor any governmental, quasi-governmental, regulatory or advisory authority either in or outside Qatar and
no approval has been either solicited or received by QNB in respect of the Information.

Page 2 of 2


mailto:economics@qnb.com

