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KEey TAKE-AWAYS

1.

We have revised our euro area GDP growth forecast upward to 0.8% for 2024, mainly due to expecta-
tions for stronger GDP growth in Spain and France this year, whereas Germany's economic output will likely
more or less stagnate in 2024. Spain has continued to outperform the other three major euro area econo-
mies in terms of growth lately. The French GDP could experience some boost from the Paris Olympics in
Q3-2024.

For 2025, we continue to expect an acceleration of euro area annual GDP growth, to 1.3%, backed by

continued gradual monetary policy easing and the associated improvement in domestic demand.

Following its first rate cut this June, we expect the ECB to pursue a gradual easing path, with the main
refinancing rate expected to stand at 2.90% and the deposit rate at 2.75% by the middle of 2025. The
respective rates currently stand at 4.25% and 3.75%, and the spread between the main refinancing rate and

the deposit rate is to be narrowed from currently 0.50 to 0.15 percentage points in September 2024,

With the focus shifting back to fiscal discipline amid the new EU fiscal governance framework in force
since April 2024, eight EU members are currently in an excessive deficit procedure under the new govern-

ance framework, including France and Italy.

We continue to forecast Germany’s real GDP to stay largely flat this year, increasing by just 0.1% com-
pared with 2023, with expectations of a recovery pushed back yet again. Recent business and consumer
surveys point to a deteriorating near-term outlook, while there seems to be some light at the end of the

tunnel for the construction sector.

For 2025, we expect Germany's economic output to increase by 1.1%, slightly less than previously forecast,
amid further interest rate cuts and some impulses from foreign demand, with downside risks currently
prevailing. Corporate defaults remain on the up, while pressure on businesses should moderate in

the course of next year amid a more positive growth environment.

The UK’s economic recovery in the first half of 2024 was stronger than we had expected, leading us to lift
our GDP growth forecast for 2024 to 1.1%. In 2025, we expect a slightly higher growth rate of 1.5%, partly
on the back of robust private consumption. We think that the Bank of England will cut its policy rate fur-
ther, but at a somewhat slower than pace than previously assumed, with the Bank rate likely to stand at
4.25% in summer 2025. Following its landslide victory in July's snap election, the Labour party is governing
with a comfortable majority. Stepping up efforts towards fiscal consolidation is likely to remain high on the

agenda, as will efforts towards close cooperation with the EU in major areas of common interest.

The US economy stays on course for a soft landing, with the labor market showing more signs of cooling
lately. Following an expected first rate cut in September, somewhat later than previously assumed amid
sticky inflation, we think the Fed funds rate will stand at 4.00-4.25% by the middle of 2025.
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1. World

Persistent obstacles to significant growth acceleration

As the year 2024 progresses, geopolitical fragmenta-
tion remains high on the list of risks to the global
economy. In addition to persisting uncertainty linked
to the ongoing wars in Ukraine and the Middle East,
including the risk of renewed commodity price
spikes and/or disruptions to key international trans-
portation routes, protectionist tendencies could ex-
ert downward pressure on global economic growth
(see Figure 1). Partly judging by the rhetoric in the
current US election campaign, as well as develop-
ments in e-mobility in China and the EU, these dy-
namics could change for the worse going forward.

Figure 1: Beggar-thy-neighbor policies remain on a
high level

Total number of implemented interventions, adjusted, as
of 29 August 2024
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Ratcheting up of defense spending in light of resurg-
ing aggression looks set to weigh on fiscal policy for
the foreseeable future. Meanwhile, with the pace of
disinflation slowing, expectations with regard to in-
terest rate cuts by major central banks have been
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scaled back in recent months, whilst a measured cy-
cle of rate cuts remains the most likely scenario over
the next 12 months, thus adding a more constructive
element to the global growth outlook.

In its recently updated World Economic Outlook (July
2024), the IMF maintained its forecast for global GDP
growth in 2024 at 3.2% year-on-year. For 2025, the
forecast was lifted slightly, by 0.1 percentage points,
to 3.3%, still representing moderate growth rates
compared to the longer-term average.

US on course for soft landing, despite recent recession
fears

US GDP growth continued at a higher pace in the sec-
ond quarter of 2024, posting at 0.7% quarter-on-
quarter, driven by domestic demand. Sentiment in-
dicators such as the Purchasing Manager Indices
(PMlIs) would support expectations of a moderation
in economic activity going forward, as in particular
the PMI for the manufacturing sector fell relatively
sharply, to 46.8 points in July. With that, it added to
emerging recession fears on financial markets along-
side weaker labor market data. At the same time, the
PMI for the service sector returned to expansionary
territory in July.

While consumer confidence has ticked up in the
same month, the labor market showed signs of a
more pronounced cooling. Compared with June,
non-farm payrolls rose by 114,000 persons, well be-
low the average of 209,000 per month registered
since August 2023 (see Figure 2). Concurrently, the
unemployment rate, while still low, climbed to 4.3%.
Moreover, preliminary results related to an annual
revision of the employment data suggest that the
number of net newly created employment up until
March 2023 was lower than previously reported.

Recent IMF forecasts for the US economy suggest a
robust GDP growth rate of 2.6% for the current year
as a whole, following an expansion of 2.5% in 2023.
For 2025, the IMF expects a deceleration to 1.9%.

The US CPI inflation rate moderated to 2.9% in July
2024, while the CPI excluding food and energy re-
mained at an even higher level, decreasing to 3.2%.
Whilst the Federal Open Market Committee (FOMC)
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unanimously kept the federal funds rate stable at
5.25-5.50% at its latest meeting ending on 31 July,
Fed Chairman Powell hinted at a rate cut in Septem-
ber, a view he seemed to reinforce in his speech at
the annual Jackson Hole Policy Symposium in Au-
gust.

Figure 2: Clearer signs of a slowing US labor market
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The FOMC's most recent inflation projections (June
2024) were slightly upgraded for 2024 and 2025
compared to the March 2024 projections, reflecting
the assumption that inflation will trend downwards
and average around its 2% target by 2026. While
FOMC members discussed a rate cut at the July
meeting, the statement accompanying July’s policy
rate decision reiterated the need for greater confi-
dence that inflation will move toward the target rate
on a sustained basis, underscoring data dependency
of any decision. Labor market data and the pace of
any further weakening thereof are likely to play a
major role.

Our main scenario, in the absence of any major com-
modity price shocks and major adverse geopolitical
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developments, is now that the Fed will lower its pol-
icy rate by a total of 50 basis points by the end of the
year and a further 75 basis points by mid-2025. The
federal funds rate should thus stand at 4.00-4.25% at
the end of June 2025.

Depending on the outcome of the US presidential
election on 5 November, for which current polls sug-
gest a tight race between the Republican and the
Democratic candidates, potentially intensifying pro-
tectionist policies such as (further) increases in im-
port tariffs could exert an inflationary effect, which
may slow down the pace of monetary policy easing.
Similarly, policies involving higher government
spending could, ceteris paribus, fuel inflationary
tendencies, as could cutting taxes or extending tax
relief.

China: Strengthening domestic demand high on the
agenda

The Chinese economy remains broadly on track to
meet the official GDP growth target of ‘around 5%’
for the current year, with the real estate sector con-
tinuing to pose downside risks to economic develop-
ment. Following growth of 5.3% year-on-year in Q1-
2024, the annual rate slowed to 4.7% in the second
quarter.

In its July 2024 update of its World Economic Out-
look, the IMF raised its forecast for China’s GDP
growth in 2024 to 5.0%, on the back of increasing pri-
vate consumption and exports at the beginning of
the year. For 2025, the IMF now expects an output
expansion of 4.5% for 2025.

Monetary policy was further loosened this July, with
key short-term and longer-term interest rates being
cut, in a bid to strengthen domestic demand. In part,
the latter also featured among key messages con-
veyed by the Third Plenum held by the Central Com-
mittee of the Communist Party in July, which is held
about every five years and usually focuses on longer-
term economic and social strategies.

The communique accompanying the conclusion of
the Third Plenum broadly seems to reflect China’s
ambitions for modernization, and the balancing of
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these ambitions with the desire for control and reg-
ulation, among other things touching on nurturing
the science and technology ecosystem, fostering in-
tegrated rural-urban developments, the role of local
governments and the balance between the public
and private sectors.

The mentioned prevention and control of trade risks
may indicate that the Chinese leadership expects
protectionist trade policies to continue. Given the
China'’s weight in global trade, which is not reflected
in its currency's share in trade invoices due to its lim-
ited convertibility, this could have negative implica-
tions in the medium term (see Figure 3). Moreover,
the authorities' emphasis on the importance of na-
tional security on the modernization path will likely
have to be read in the context of currently height-
ened geopolitical tensions and important ramifica-
tions for China’s Taiwan policy.

Figure 3: China exhibits a very low currency share
regarding trade invoices

Creditreform

2. Euro area

Economic recovery without Germany

Having stagnated in the second half of 2023, the
euro area GDP resumed growth in 2024, posting a
quarter-on-quarter expansion of 0.3% both in Q1
and Q2-2024. Looking at the four largest euro area
economies, Spain’s economic performance remains
significantly stronger than that of its peers, boasting
g-0-q growth rates of 0.8% in Q1 and Q2, respectively
(see Figure 4). Germany continued to underperform
versus the other three major economies, posting an-
other GDP contraction in the second quarter, on the
heels of a feeble expansion in Q1.

Figure 4: Spain in a league of its own
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Survey data such as the euro area PMIs continue to
point to a two-speed economy, with the services sec-
tor outperforming the manufacturing sector. In Au-
gust, the Composite PMI climbed to a three-month
high of 51.2 points, driven by stronger growth in ser-
vices, with the French services PMI gaining markedly,
possibly pushed by the Olympics.
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Even though the Olympic event in Paris may have led
to some crowding-out effects, the French GDP could
still receive a boost in Q3. As suggested by the French
statistical institute INSEE, the 2024 Olympics may
have lifted quarter-on-quarter French GDP growth
by about 0.3 percentage points in Q3, with e.g. ticket
sales, broadcasting rights, but also transport ser-
vices, likely constituting important drivers.

Spain upgraded to “A” from “A-"

We have raised Spain’s long-term sovereign rating to

“A” from "A-". The rating upgrade is firstly a result of
Spain’s robust growth trajectory following the pan-
demic recovery, as well as its continued outperfor-
mance of euro area growth lately (see Figure 4),
partly boosted by tourism and other services ex-
ports. We expect Spanish GDP growth to continue to
exceed the economic expansion rate in the euro area
this year and next. Second, we view a positive me-
dium-term growth outlook as buttressed by ongoing
tangible improvements in the labor market, and
strengthening economic resilience on the back of re-
cent and ongoing initiatives related to the Spanish
Recovery, Transformation and Resilience Plan, which
draws on significant EU funding, as well as by dimin-
ishing external vulnerabilities. Third, based on the
above, prospects for a strengthening government
revenue base and a continued favorable debt trend
after the recent stronger-than-expected decline in
the public debt ratio have improved - notwithstand-
ing weakening debt affordability.

Favorable macroeconomic and fiscal outlook exerts up-
ward pressure on Portugal’s rating

In August, we have raised the outlook on Portugal to

positive from stable and affirmed the long-term sov-

ereign rating of “A-". The outlook revision reflects the

recent sharp reduction in the general government
debt-to-GDP ratio (see Figure 5), accompanied by
budgetary outperformance, and our expectation of
a continued decline in the public debt ratio. These
developments are flanked by a strengthened resili-
ence of the banking sector, contributing to diminish-
ing risks to fiscal sustainability. The positive outlook
also reflects our expectation that favorable pro-
spects for the solid economic growth trend persist,
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bolstered by progressing implementation of Portu-
gal's Recovery and Resilience Plan, as well as steps
towards structural improvements regarding the la-
bor market. Moreover, private debt ratios have de-
creased, which should add to economic resilience,
alongside some reduced vulnerability with regard to
external risks.

Figure 5: Portuguese debt-to-GDP ratio approaching
euro area level

Above: percentage point change in general government
debt 2023 vs. 2019, below: general government debt in %
of GDP in 2023
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Outlook for Estonia revised to ‘negative’

We have lowered the outlook on Estonia to negative

from stable and affirmed the long-term sovereign

rating of “AA-“. The main reason for the downward
revision of the outlook is the prolonged adverse im-
pact of geopolitical tensions on the Estonian econ-
omy, which has extended a phase of real GDP con-
traction and dampened expectations for a timely re-
sumption of the currently interrupted convergence
process towards EU income levels. In this context,
ongoing pressure on export competitiveness and
weakening productivity contribute to clouding me-
dium-term economic growth prospects. The nega-
tive outlook also reflects our expectation of an ongo-
ing adverse debt trend, albeit from a low level, on the
back of protracted economic slack and persistent
spending pressures.

GDP growth rate in 2024 held back by the largest econ-
omy, higher growth rate expected for 2025

Lower inflation and the overall robust labor market
should lend support to households’ purchasing
power, strengthening private consumption in the
euro area this year. The unemployment rate stood at
6.5% in June 2024, in line with the previous year's av-
erage rate. Labor shortages continue to represent a
factor limiting economic activity, although easing
somewhat from recent peaks. Partly related to skill
shortages, we observe that labor hoarding is a more
widespread phenomenon across sectors than it was
immediately before the outbreak of the pandemic
(see Figure 6).

Although the ECB has started to ease monetary pol-
icy in June, the lagged effect of the previous aggres-
sive hiking cycle is still weighing on private invest-
ment in the current year. Public investment, on the
other hand, remains supported by the funds pro-
vided via the EU’s Recovery and Resilience Facility,
contingent on the fulfillment of reforms and invest-
ments under the respective national Recovery and
Resilience Plans.

Net external trade could exert a slightly negative im-
pact on euro area real GDP growth in 2024 as a
whole, as higher private spending is set to increase
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import demand, while foreign demand remains sub-
dued. That said, given the expected prospective im-
petus to foreign demand from lower monetary pol-
icy rates in the US and elsewhere, the ground should
be prepared for a more positive contribution to
growth from foreign demand next year.

Figure 6: Labor hoarding still more pronounced
than in the months leading up to the pandemic

Percentage of firms expecting output to decrease, but em-
ployment to increase or remain the same
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Overall, we forecast only moderate euro area GDP
growth of 0.8% in 2024, dragged down by Germany.
However, this represents a slight upward revision
compared to the last edition of our Economic Briefs
(March 2024), partly driven by the recent outperfor-
mance of the Spanish economy. For 2025, we expect
real GDP growth in the euro area to accelerate to
1.3%, supported by some relief via the monetary pol-
icy channel and the associated strengthening of do-
mestic demand. Downside risks to these forecasts
continue to arise from the wars in Ukraine and the
Middle East.

With the new EU fiscal governance rules in force
since the end of April 2024, the focus is shifting to
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fiscal consolidation and sound public finances fol-
lowing the exceptional period of the past few years
shaped by the global pandemic and the energy price
shock. Eight EU countries are currently undergoing
an ‘excessive deficit procedure’ under these new
rules, monitored by the European Commission, in-
cluding Italy and France. Their respective budget def-
icits are exceeding the 3% of GDP reference value,
which the European Commission does not expect to
be temporary and not due to exceptional economic
circumstances.

Inflation moving down slowly

HICP Inflation in the euro area as a whole has proved
somewhat sticky of late, posting at 2.6% in July 2024,
after hovering around 2.5% between February and
June 2024. The core rate remains even higher at 2.9%
inJuly. Different approaches among the EU countries
as regards measures to mitigate high energy prices
had led to a relatively wide range among the national
HICPs over the last two years, but as these measures
are largely being wound down now, this spread has
narrowed (see Figure 7). At 5.4%, Belgium'’s inflation
rate was the highest in July, where significant base
effects linked to energy prices were at play, whilst
Finland stood at the bottom of the range with an in-
flation rate of only 0.5%. At 2.6%, Germany's HICP in-
flation was in line with the overall euro area inflation
rate in July.

Vivid wage growth and energy-related base effects
are likely to prevent headline inflation from falling
much further this year. However, there are tentative
signs that pressures from higher labor costs are be-
ginning to ease. Negotiated wage growth slowed to
3.6% year-on-year in Q2-2024, after increasing to
4.7% in the preceding quarter, with the latter being
driven by wage agreements in Germany's wholesale,
retail, chemical and construction sectors. The wage
tracker compiled by Indeed Hiring Lab, reflecting
wages advertised in job postings, hints at a slowing
trend over the course of 2024. More recently, it
pointed to stabilization, with the year-on-year per-
cent change in wages edging up to 3.8% in July.
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Figure 7: Inflation remains slightly off target as cor-
ridor narrows

HICP inflation rates, in %; ‘range’ refers to HICP levels
among EU member states (highest/lowest)
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More policy rate cuts to come, but likely at a gradual
pace

Given the recent slowdown in disinflation, the ECB's
monetary policy stance remains highly data depend-
ent, and the ECB continues to emphasize a meeting-
by-meeting approach to its interest rate decisions,
gathering evidence from economic and financial
data that underpins a clearer downward trend in un-
derlying inflation. Following its rate cut by 25 basis
points this June, the first cut since halting its aggres-
sive tightening cycle, the ECB thus left its key policy
rates unchanged at its July meeting. The marginal
lending facility, the main refinancing rate and the de-
posit rate continue to stand at 4.50%, 4.25% and
3.75%, respectively.

While not a foregone conclusion, we expect another
rate cut at the upcoming September meeting, when
a new set of inflation projections will also be availa-
ble. According to its latest macroeconomic projec-
tions, dating from June 2024, the ECB forecasts infla-
tion to average 2.5% in 2024 and to decline to 2.2%
in 2025. The core rate is expected to be slightly

www.creditreform-rating.de



Creditreform Economic Briefs

higher this year, but to average 2.2% next year as
well.

As regards the further rate path, we believe that the
ECB will lower interest rates two more times this
year, also bearing in mind that the difference be-
tween the main refinancing rate and the deposit rate
will be narrowed to 15 basis points from September
2024. More specifically, we expect the main refinanc-
ing rate to stand at 3.4% at the end of 2024. Beyond
this year, we expect a similarly gradual pace of mon-
etary policy easing at this stage, with the main refi-
nancing rate expected to stand at 2.9% by the middle
of 2025.

Meanwhile, the winding down of the Asset Purchase
Portfolio proceeds as planned, with no reinvestment
of principal payments from maturing securities. As
part of the July meeting, the Governing Council reaf-
firmed its intention to also discontinue reinvest-
ments under the PEPP at the end of this year.

With a view to credit developments in the second
quarter of 2024, the July 2024 ECB bank lending sur-
vey points to mixed signals, with more tangible signs
of easing financial conditions and recovering loan
demand from private households. Credit standards
for loans to households for house purchases saw
some further net easing in Q2-2024. Moreover, net
demand for housing loans registered its first in-
crease since 2022. By contrast, credit standards for
loans to businesses tightened slightly further in the
second quarter of 2024, although only to a small ex-
tent, hinting at underlying easing tendencies. High
interest rates and lower fixed investment continued
to weigh on firms' loan demand in Q2-2024. That
said, with regard to the third quarter 2024, respond-
ing banks anticipated a moderate increase in loan
demand both from enterprises and private house-
holds.

Challenging government formation in France

France’s legislative election, held in two rounds on 30
June and 7 July, resulted in a fragmented parliament,
with no alliance obtaining a majority (289 seats),
complicating government formation, as party poli-
cies and preferences seem very divided. Following
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the election outcome, Prime Minister Attal submitted
his resignation, but he and his administration con-
tinue to serve in a caretaker role during the transi-
tion period. The snap election was triggered by pres-
ident Macron'’s dissolution of the National Assembly
as a consequence of the far-right National Rally (RN)
becoming France's strongest force in the European
Parliament elections, while Macron’s alliance saw sig-
nificant losses.

Ultimately, the left-wing alliance New Popular Front
(NFP) won the most seats in the national elections
(182 seats), followed by Macron’s alliance Ensemble
with 168 seats and the RN with 143 seats. At the time
of writing, no prime minister has been appointed,
with president Macron recently refusing to appoint a
prime minister from NFP. Depending on the compo-
sition of the new government, we see some fiscal risk
if the recent pension reform is rolled back. Moreo-
ver, with parts of the left-wing spectrum calling for
strike action, a potentially extended political dead-
lock could have adverse consequences on the imple-
mentation of growth-enhancing reforms and fiscal
consolidation.

3. Germany

Mired in misery

The German economy continues its weak streak. Fol-
lowing a moderate GDP increase by 0.2% g-o-q in
this year’s first quarter, economic output shrank by
0.1% g-o-q in Q2, with the decline being broad-
based. Apart from private consumption, investment
in machinery and equipment, as well as investment
in construction, contracted in the second quarter, as
did exports (see Figure 8).

Expectations for more vivid economic activity pushed
back again

Worse still, business sentiment indicators are cur-
rently not pointing to a faster economic pace. On the
contrary, the ifo business climate deteriorated for a
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third consecutive month in August, with the compo-
nent capturing expectations for the coming six
months likewise falling for the third time in a row.
Even among businesses in the service sector, which
had held up relatively well, optimism seems to be
waning of late. The mood among companies in the
construction sector remains gloomy, while the busi-
ness climate in the manufacturing sector has sharply
worsened over the last two months.

Figure 8: Sluggish domestic demand weighs on
overall economic activity

Creditreform

spending (see Figure 9). The German HICP inflation
rate stood at 2.6% in July, compared with an average
rate of 6.0% in 2023.

In Q3, private consumption may even have received
a small boost from Germany's hosting of the Euro-
pean Football Championship this June/July. The num-
ber of overnight stays by guests from abroad rose by
15.7% to 8.7 million in June 2024, the highest June
figure ever recorded for foreign guests.

Figure 9: Positive signals for household spending
from rising real wages

Change in real GDP, quarter-on-quarter, in %, and contribu-
tion by main expenditure components in percentage points
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Following a brightening tendency over recent
months, consumer confidence as captured by
GfK/NIM reflected a souring mood in August, partly
on the back of receding income expectations and
willingness to buy. As a result, prospects for private
consumption to post an increase this year appear to
be somewhat diminished. However, the relatively
stable labor market situation, with an unemploy-
ment rate close to record lows, strong wage growth,
as well as significantly lower inflation rates com-
pared with the same period last year in our view still
provide fertile ground for a recovery of household
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In June, Germany's unemployment rate remained
stable at 3.4% (Eurostat data), compared with 6.5%
in the euro area as a whole. However, employment
growth has been weak over the last few quarters (Eu-
rostat data). Willingness to hire among firms remains
more muted than at the same time last year, as sug-
gested by the ifo employment barometer in August,
which fell for a third consecutive month.
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Construction: Light at the end of the tunnel?

While construction investment remains impacted by
the high interest rate environment and higher costs
for commodities, materials and energy, light at the
end of the tunnel may be coming in sight, despite the
renewed decline in Q2-2024, which followed an in-
crease in construction investment in the first quar-
ter. With a first step of monetary easing by the ECB
and expectations of more to come, albeit at a grad-
ual pace, there are some green shoots for the con-
struction sector. In addition, cost pressure is easing
(see Figure 10). Adding to a slightly improving out-
look, (price-adjusted) new orders for construction in-
creased by 1.9% year-on-year in the first half of 2024
compared with the first half of 2023. To be sure, this
was driven by civil engineering rather than building
construction.

Figure 10: Some relief underway for the construc-
tion sector

Year-on-year change in construction prices in %, lending
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Meanwhile, clear signals of an improving situation in
the manufacturing sector remain largely absent.
While new orders posted a strong month-on-month
increase in June, they were 1.4% lower in Q2-2024
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than in Q1-2024. Excluding big-ticket orders, which
tend to distort underlying developments, new orders
were 1.4% higher in Q2-2024, which may be seen as
a silver lining.

Similarly, industrial production increased month-on-
month in June 2024, whereas the less volatile three-
month comparison showed that production in Q2-
2024 was 1.3% lower than in Q1-2024. However,
hinting at fading negative effects on energy-intensive
branches, the respective three-month on three-
month comparison for these industries, which in-
clude the chemical and metal industries, showed
that production was 1.3% higher in Q2-2024.

Prospects for a growth acceleration in 2025 becoming
shakier

We continue to expect investment in machinery and
equipment to expand moderately this year, while
construction investment is likely to post another de-
cline, despite an assumed stabilization in the second
half of 2024. Government spending on defense
equipment remains set to contribute positively to in-
vestment, with the challenging geopolitical context
remaining a strong driver.

Even though export expectations derived from the
respective ifo survey in August dampen the near-
term outlook, German real exports could see a mod-
erate increase this year, as economic growth in the
euro area and other major export destinations ap-
pears relatively robust. EU funding linked to the Re-
covery and Resilience Facility is likely to continue to
act as support to demand from EU member states.
Moreover, interest rate cuts by other major central
banks lend some support to the respective local eco-
nomic developments, probably more so in the com-
ing year.

While there is little reason to expect more than
broad stagnation of Germany's real GDP in 2024,
given the weak first half of the current year, we stick
with our expectation for stronger growth dynamics
in 2025. Having said that, prospects for a growth ac-
celeration in 2025 are becoming more uncertain, and
a protracted weak streak in the second half of 2024
would lead to a more marked downward revision to
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our current GDP growth forecast for 2025. With
monetary policy easing likely to continue and the
broadly stable labor market situation, we still expect
more impulses from domestic demand next year,
alongside rising exports. At this stage, we forecast
real GDP to increase by 0.1% in 2024 and by 1.1% in
2025.

Notwithstanding further adjustment to geopolitical
challenges, unpredictable developments linked to
the wars in Ukraine and the Middle East continue to
pose downside risks, including renewed commodity
price spikes and possible disruptions to important
international transport routes.

Corporate defaults remain on the up

Our expectations of an increasing number of de-
faults this year have so far materialized. Applying a
Basel-compliant definition of a corporate default,
which not only includes corporate bankruptcies but
also payment arrears of more than 90 days, defaults
among German enterprises have continued torise in
the first half of 2024 (see Figure 11). The results are
empirical default rates rather than extrapolations or
estimates, due to our comprehensive database of
roughly 2.5 million economically active companies,
equivalent to a complete survey of the German cor-
porate sector.

By July 2024, a total of 28,773 firms has defaulted ac-
cording to the above definition, corresponding to an
increase of 15.9% compared to the first seven
months of 2023. With that, the number of cumulative
defaults remains markedly higher than the average
for the same periods in the years 2017-2019, a phase
that initially saw relatively strong economic growth
and was not characterized by severe global shocks.
Compared with this average, defaults from January
to July 2024 are up by 22.1%.

Drawing on this year's cumulative default rate up un-
til July 2024, the construction sector remains among
the hardest-hit sectors, exhibiting a default rate of
1.55% as of July 2024. This compares with the sec-
tor's average default rate of 1.21% through July in
2017-2019, and 1.15% across all sectors.
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We maintain our view that defaults will continue
their unfavorable trend this year and likely so in
2025. However, the expected further monetary pol-
icy easing should gradually be conducive to an im-
provement, with pressure on businesses likely mod-
erating more visibly over the course of next year.

Figure 11: Corporate sector remains under pressure
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4. United Kingdom

Economic rebound in the first half of 2024

After a technical recession in the second half of 2023,
UK economic activity recovered in the first half of
2024, recording stronger quarter-on-quarter growth
rates than we had expected at the time of our last
Economic Briefs. On the heels of a quarterly expan-
sion of 0.7% in Q1-2024, preliminary estimates point
to quarterly GDP growth of 0.6% in the second quar-
ter, chiefly driven by domestic demand, whereas net
trade posed a drag.

Focusing on the production side, services recorded a
broad-based increase in Q2-2024, with 11 out of 14
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sub-sectors adding positively, according to the Office
for National Statistics (ONS). Production and con-
struction both decreased by 0.1% in the second
quarter. While construction output fell for a third
consecutive quarter, the decline was less pro-
nounced than in the preceding two quarters.

Positive signals for GDP growth ahead

Drawing on the monthly GDP Tracker by the National
Institute of Economic and Social Research, quarter-
on-quarter GDP growth could be in the vicinity of
0.4% in Q3-2024. Sentiment indicators gauging the
mood among businesses and consumers back ex-
pectations for ongoing growth in the second half of
2024. With tailwind from new orders, the flash PMI
for the manufacturing sector rose to 52.5 in August,
its highest level in 26 months. The service PMI moves
at a similar level, while the respective indicator for
the construction sector hints at an accelerating eco-
nomic pace.

Figure 12: Service inflation finally on the decline
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Consumer sentiment, as captured by the respective
GfK indicator, has also improved, partly reflecting
easing inflationary pressures. Overall CPI inflation
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stood at 2.0% in June, with service inflation by and
large retreating as well by now, although it remains
generally higher than the headline CPI inflation rate,
in part to due wage pressures (see Figure 12). We ex-
pect rising real incomes on the back of fading infla-
tion and sustained pay growth to support household
spending.

That said, the labor market appears less tight by
now. To be sure, the unemployment rate remains
relatively low, standing at 4.2% in the three months
to June 2024. However, the number of vacancies re-
mains on the decline, and finding suitable candi-
dates to fill vacancies appears to have become less
difficult (see Figure 13). At the same time, the August
Report on Jobs by KPMG and REC showed that the
number of permanent staff appointments declined
in July. The report also highlighted that permanent
salaries had risen again. Overall, though, growth in
average weekly earnings slowed down significantly
in June.

Figure 13: Recruiting appears to become an easier
job
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Notwithstanding the turning tide in monetary policy,

gross fixed capital formation is unlikely to provide a
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significant boost to economic growth this year. Busi-
ness investment remains adversely affected by tight
financing conditions, although it should gradually
gain momentum, as we expect more rate cuts to fol-
low. Housing investment should likewise benefit
over time from loosening monetary policy. Accord-
ing to the monthly Decision Maker Panel, average an-
nual growth in capital expenditure could be positive
over the next year. Subdued foreign demand should
continue to pose a drag on net exports this year.

We now forecast UK real GDP to expand by 1.1% in
2024, marking a pronounced upward revision com-
pared to our last Economic Briefs, primarily due to
the better-than-expected first half of the year. As-
suming further monetary policy rate cuts, also
among important trade partners, the effects of
which should be increasingly felt next year, we con-
tinue to forecast UK GDP growth to be around 1.5%
next year. Uncertainty pertaining to these forecasts
remains high, not least due to geopolitical tensions
in Ukraine and the Middle East. With the new govern-
ment currently hinting at possible fiscal measures to
step up consolidation efforts, we see some poten-
tially offsetting effect to the expected relief from in-
terest rate cuts via the fiscal channel.

First rate cut since early 2020

Given that the CPl inflation rate had decreased to the
2% target in May and June, the Bank of England’s
Monetary Policy Committee (MPC) decided to cut the
Bank rate by 0.25 percentage points at its July meet-
ing, although in a narrow vote. Five members advo-
cated a rate cut by 25 basis points, while four mem-
bers opted for maintaining the rate at 5.25%.

Nevertheless, the MPC expects inflation to rise again
to around 2.75% in the second half of the year, due
to fading favorable base effects related to energy
prices. Although the MPC anticipates domestic infla-
tionary pressures to abate gradually going forward,
second-round effects continue to pose a risk over
the medium term. We expect the MPC to tread care-
fully in this environment, and the key policy rate only
to be lowered one more time this year, to 4.75% at
the end of 2024. We expect the Bank rate to be at
4.25% by the middle of 2025.
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The portfolio size of the Asset Purchase Facility is to
be reduced further to GBP 658bn in September. A
vote concerning the intended reduction of the gilt
stock over the 12-month period from October 2024
to September 2025 will take place at the Bank of Eng-
land’'s September meeting.

In light of the turnaround in monetary policy, the
housing market may also have turned the corner,
with risks of a major correction on the housing mar-
ket appearing diminished. That said, the assumed
gradual approach to monetary policy easing does
not entirely remove the risks via the housing market.
Following a limited phase of house price declines,
the HM Land Registry’'s UK house price index for all
types of property has risen recently, with the annual
rate of change standing at 2.2% in May 2024. Resi-
dential property transactions rose by 11.3% y-o0-y in
Q2-2024.

Labour secures a comfortable majority

The UK parliamentary snap election held in July saw
a landslide victory for the opposition Labour Party,
bringing it to power for the first time since the 2005
general election. Led by Keir Starmer, Labour ob-
tained a comfortable majority of 412 out of 650
seats, which should facilitate the implementation of
government policies.

Looking at domestic policies, Labour had expressed
its commitment to fiscal consolidation efforts during
the electoral campaign. While the Prime Minister re-
affirmed his commitment not to raise income tax or
national insurance contributions in a speech deliv-
ered in August, he seemed to hint at possible fiscal
decisions nevertheless affecting the private sector in
the upcoming Autumn Budget. According to the new
government, there is an estimated GBP 22bn short-
fall in public finances with regard to the fiscal year
2024-2025.

Looking at the relation with the EU in the aftermath
of Brexit, we expect further rapprochement and
strengthening cooperation, which could tend to
strengthen underlying GDP growth in the UK over
the coming years, e.g. via closer collaboration re-
garding R&D.
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Figure 14: We have revised our forecasts for the euro area excluding Germany upward for 2024

In percent, IMF forecasts for World, China, US

2010-19 2021 2022 2023 2024e 2025e
World 3.7 6.5 3.5 3.3 3.2 33
Euro area 1.4 6.1 3.5 0.4 0.8 1.3
Germany 2.0 3.2 1.8 -0.2 0.1 1.1
France 1.4 6.9 2.6 0.9 1.2 1.3
Italy 0.3 8.3 4.0 0.9 0.9 1.1
Spain 1.1 6.4 5.8 2.5 2.7 1.9
UK 2.0 8.7 43 0.1 1.1 1.5
us 2.4 5.8 1.9 2.5 2.6 1.9
China 7.7 8.5 3.0 5.2 5.0 45

Sources: Creditreform Rating, IMF
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