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The main reason that the Eurozone saw a second dip in activity in 2011/12 
following the huge downturn in the global financial crisis (GFC) was of course its 
very own sovereign debt crunch. But the ECB’s painfully slow response to difficult 
circumstances also contributed. Moreover, their tardiness starkly revealed the 
critical fault-line in the single currency project – monetary union without fiscal 
(political) union is fundamentally flawed. This has not yet been fully resolved and 
could yet resurface as a major problem. But for the moment there has been an 
unusual breakout of calm and harmony within the Eurozone, helped significantly 
by improved economic outcomes. The region has now seen three consecutive years 
of growth at an annual average pace of 1.4%. (Figure 1) As this has comfortably 
exceeded the trend rate of perhaps 1.0%, unemployment has fallen steadily, 
although it is still unacceptably high in several countries.

Perhaps most importantly, the ECB has finally embraced activism. Political stresses 
still influence its thinking and its actions, but they can hardly be criticised for 
intransigence these days, something that has not always been true in the past. 
Policy interest rates are negative, QE has been underway for more than a year 
and, in a recent initiative, the programme has been extended to €80bn of asset 
purchases a month and to include non-financial corporate bonds. Whether such 
unconventional monetary policy will work or not (and we are optimistic that 
it is helping enormously), these actions have certainly boosted sentiment and 
encouraged greater belief that the Eurozone is playing an important part in the 
admittedly still fragile global economic recovery. And as we have stressed before, 
the longer the recovery continues, the greater the chance that it becomes self-
sustaining. Unusually for Europe, the recent revival has not relied heavily on exports 
– it has been domestic demand growth (of 1.6% annualised) that has underpinned 
growth since 2013. In these circumstances, the external shock from the Brexit vote 
is especially unwelcome.

EUROZONE: ECB TO STAY IN STIMULUS MODE FOR LONGER
 – Momentum has slowed a little, but the Eurozone is growing at a modestly above-trend pace

 – Inflation is still subdued, but we have probably seen the lows – it will move higher from here

 – Brexit impact should be contained unless there is political contagion

Source: MacrobondSource: Eurostat, FactSet

Figure 1: Eurozone quarterly GDP growth, 2000 - 2016 Figure 2: Eurozone average interest rates
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But it is still too soon to sound the victory salute. In addition to the likely long-
winded political wrangles related to “ever-closer integration”, economic success 
is not yet guaranteed. It would have been remarkable if the Eurozone economy 
had not reacted to the extreme levels of stimulus that have been provided 
with a worthwhile cyclical recovery. But the area has a history of providing 
disappointments – 2015 also began with a bumper first quarter (2.3% annualised), 
a pace that was repeated in Q1 2016. But growth then faded in the rest of the 
year. There are already some signs that the momentum from Q1 has slipped a little. 
Brexit worries can only add to that. We expect the ECB may now choose to extend 
their current QE programme beyond the previously-scheduled end date of March 
2017. And any rate rise is still a long, long way off. Meanwhile, low interest rates 
are having an impact: borrowing costs are at all-time lows and lending growth has 
moved back into positive territory for both households and, more importantly, for 
non-financial corporations (Figure 2). Monetary growth – the ultimate target of QE 
programmes – is strong on both the M1 and the M3 measures (Figure 3).

Moreover, fiscal policy is set to be less of a brake in 2016 and 2017 than it has been 
in earlier years. Fiscal aggregates (deficits compared to GDP) have improved in most 
countries – although not by as much as might have been hoped in some – and that 
has provided some room for a reduced squeeze, an outcome that would have been 
unthinkable if adherence to the Maastricht criteria was still strict (Figure 4). The 
policy backdrop will therefore continue to be helpful for growth. However, before 
leaving the policy arena, it is important to note that many Eurozone countries still 
require structural reform of rigidities in product and labour markets if they are to 
improve productivity and GDP growth rates in the future. With all countries facing 
inevitable demographic challenges associated with aging, it is vital to make some 
progress in this direction. Some have done so (following Germany’s lead a decade 
or more ago) – Ireland, Spain, even Italy – but others have further to go. Cyclically-
high unemployment rates can be tackled by better growth; structurally-high 
unemployment rates need something more fundamental.

Source: FactSetSource: FactSet

Figure 3: Eurozone M3 Growth Figure 4: Eurozone change in budget balance as % of GDP
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Little wonder then that ECB officials have been relentless in stressing how essential 
structural policies are: Governor Draghi ends every ECB press conference with a plea 
for greater reform, growth-friendly policies and progress on capital markets union. 
Part of the reason is that since the GFC, there has been a tendency for countries 
to back away from such reforms as soon as the ECB provides policy stimulus or, in 
extremis, a rescue package. This has been the playbook since 2008. Ultimately, the 
ECB’s mandate is to achieve the inflation target of “close to, but below, 2%” on the 
headline CPI measure. The last time it was there was in February 2013. Since then 
it has averaged 0.4% and it was still in negative territory – just – in May this year 
(-0.1%.) Given the bounce in oil prices this year, it is almost inevitable that inflation 
will rise from here – we envisage a rate of perhaps 0.5% by the end of 2016 and 
1.5% a year later. The ECB’s own projections are for annual averages of 0.2% and 
1.3% respectively, but those are entirely consistent with our end-year projections 
(Figure 5).

The bottom line is that while growth has returned to the Eurozone and been 
maintained for a decent length of time now, it is still struggling to pick up to pace 
that could really make a difference quickly (2% to 3%), even with the extreme level 
of stimulus (Figure 6). As Draghi stressed at this month’s ECB press conference, the 
risks to the growth outlook remain tilted to the downside, although recent policy 
actions have at least mitigated some of the domestic economy concerns; those that 
remain are concentrated in the international arena and in political developments 
both inside and out of the Eurozone. It is too easily forgotten that it was only a 
year ago that the Greece crisis was dominating headlines and threatening global 
macroeconomic stability. We do not expect another Eurozone crisis to erupt in 
the immediate future, but it would be naïve to expect the path to closer union to 
be a smooth or a quick one. As a result of the Brexit vote, growth in the Eurozone 
will be modestly lower because of trade linkages. But if there is significant political 
contagion, it could swiftly become far worse.

Source: MacrobondSource: Macrobond

Figure 5: Eurozone annual inflation rates Figure 6: Eurozone economic forecast
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