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The start of a recession?

one economy contracts modestly in Q3
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Summary

* The Eurozone economy contracted by 0.1% in the second quarter, with a wide variation
among member states.

* A sizeable share of companies still indicates that the tight labour market hinders their
production. On balance, companies don’t expect their headcount to shrink soon.

* We expect some loosening of the labour market going forward, but don't expect a steep rise
in unemployment. This will put a floor under the economic contraction, especially since we
expect real wages to rise soon, but will also continue to hinder activity in several sectors.

* We expect another modest decline in GDP in Q4 followed by a slow recovery. The war in the
Middle-East is a clear downside risk to our outlook, however.

The start of a recession?

In the third quarter the Eurozone economy contracted by 0.1% compared to the second quarter,
in line with our projections. There is wide dispersion in the growth figures published so far for
individual member states, ranging from -2.5% g/q in Lithuania to +0.5% q/q in Belgium. Among
the largest member states, Spain (+0.3% qg/q) and France (+0.1 g/q) managed to grow, while
Germany and ltaly posted a minor contraction of 0.1% q/q.

The breakdown of the Eurozone figures is still unknown, and country data available so far
presents a rather mixed picture. Household consumption, for example, declined in Germany and
Austria, but grew in both France and Spain. Exports seem to have acted as a drag and also
developments in the construction sector were mostly weak, especially on behalf of housing
investment. On an upbeat note, business investment in machinery and equipment seems to have
increased, despite increased interest rates. We believe that it will take longer before the pain of
higher interest fully materializes, as indicated by the ECB's bank lending survey for example.
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Figure 1: A modest recession is on the horizon Figure 2: Weak growth ahead for France and
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This morning, Eurostat also published a preliminary estimate for inflation in the euro area in
October. As expected, inflation dropped substantially, from 4.3% in September to 2.9%. The
slowdown was broad based, though unsurprisingly, energy inflation came down the sharpest
falling to -11.1% y/y. This reflects downward pressures in the 'pipeline' and favourable base
effects. Meanwhile, food and non-energy industrial goods also saw inflation decrease in October —
to 7.5% y/y and 3.5% y/y respectively. Services inflation fell just a touch (0.1%-pts to 4.6% y/y),
highlighting that labour-intensive sectors are unlikely to change course as quickly as commodity-
intensive sectors have been doing in recent months. Core inflation slowed to 4.2% from 4.5%,
which was a sharper drop than we had pencilled in. The combination of falling yet still high core
inflation underscores our view that, barring any shocks, the ECB is done hiking but won't start
cutting rates anytime soon — not before the second half of next year that is.

The labour market is finally loosening. Minimally.

Along with economic growth, the labour market is cooling. The vacancy rate has peaked at a
historic high early 2022, and the number of unemployed people is slowly rising in some European
countries, including Germany -which has arguably one of the tightest labour markets. Forward-
looking indicators, such as the purchase managers indices, also indicate that European firms cut
employment in September, the first drop in headcount since the early 2021 lockdowns.

Given the economic headwinds, the consensus is that the labour market will loosen. However, the
real question is, by how much? Will businesses hoard labour as they have done over the past 1.5
years because they expect the downturn to be short-lived and labour markets to remain
structurally tight? Or will falling profits ultimately force them they lay people off?

Even though we expect hiring will become somewhat easier, a sizeable share of companies,
particularly in Northern and Western Europe, still indicate that they struggle to find skilled
workers, after reaching a record-high in the summer of 2022 (Figure 3). Since then, the issue has
faded only slightly and is still far larger than the historical average.

Figure 3: Many companies still indicate that the Figure 4: The employment outlook is still mildly
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Moreover, businesses do not yet indicate a willingness to let go of their employees (Figure 4).
Even in the manufacturing sector, companies indicated that they intended to retain staff over the
past months, despite the steep fall in production. Going forward, manufacturing companies
expect the headcount to fall slightly. The majority of companies in the services and construction
sectors on the contrary, expect their headcount to grow. We can explain this from the fact that
expectations for demand are positive, but there's also a degree of labour hoarding included.

To some extent, this isn't an uncommon phenomena in this stage of business cycle. As long as
companies don't have the expectation that the economic downturn will be especially long or
painful, they have a clear incentive to retain workers. Still, we expect that the effect will be
stronger this time around because of the exceptionally tight labour market conditions.
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As a result, we do not expect the unemployment rate to rise rapidly. This is further supported by
the fact that the current high level of vacancies serves as a buffer. The vacancy rate is currently
slightly above 3%, which is significantly higher than the pre-pandemic average. This can be
explained by several factors. For example, demographics are becoming an ever more constraining
factor. For one because the working age population is shrinking in many European countries, plus
older people also tend to work less hours. Furthermore, the higher vacancy rate may also indicate
that there is a greater mismatch between the skills that employers seek and the skills that workers
possess and are willing to put to use. We suspect that this is true to some extent because, for
example, the pandemic has changed workers' preferences. Additionally, the demand for labour to
facilitate the energy transition has increased much faster than the supply. Yet likely the most
important factor is that it is a cyclical effect. If this is true, the vacancy stock serves as a buffer, as
firms will likely cut vacancies before they lay off employees.

The buffer varies greatly between countries, however. The vacancy rate is particularly high in
countries with a tight labour market, such as the Netherlands and Germany (even though it has
already started to fall). In countries such as Spain, the vacancy rate has barely changed compared
to the pre-pandemic average. As a result, we anticipate that an economic slowdown in these
countries will have a greater impact on employment — note, however, that for Spain, we project a
much smaller downturn than in most of its peers.

Figure 5: Is this what a buffer looks like? Figure 6: The buffer differs from country to
country
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Outlook

We expect that the Eurozone will enter a mild recession, followed by a period of sluggish growth.
Although it is rather difficult to precisely estimate the exact effect, undoubtedly, higher interest
costs should put a lid on growth. Meanwhile, the labour market will likely loosen somewhat, but
we expect that it remains structurally tight. This both puts a floor under an economic contraction
(since consumers can uphold their consumption) and a lid on economic growth as companies
struggle to find qualified workers. Foreign demand is unlikely to be able to substantially lift the
Eurozone growth figure, as we expect a struggling Chinese economy and a US recession in 23Q4-
24Q1.

We do see some serious risks to this rather benign outlook however. The most obvious one being
a further escalation of the war in the Middle-East, which could lead to seriously higher energy
prices (as we argued in an earlier piece). The economic impact of higher energy prices could be
bigger than it was last time around. Governments no longer have the same fiscal firepower to
cushion the blow, due to the increased cost of borrowing, whilst at the same time most
consumers can't rely anymore on a glut of pandemic savings. Indeed, in most countries,
household savings adjusted for inflation are close to their pre-pandemic level.
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Meanwhile, companies are also in a worse position to handle a new energy price shock. They
already face (or are about to face) significantly higher financing costs and increasing labour costs,
whilst the slowing economy likely means that they can't fully charge those higher costs to their
customers. The economic price of a renewed energy shock could therefore be larger.
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Disclaimer

Non Independent Research

This document is issued by Codperatieve Rabobank U.A. incorporated in the Netherlands, trading as “Rabobank”
("Rabobank”) a cooperative with excluded liability. The liability of its members is limited. Authorised by De
Nederlandsche Bank in the Netherlands and regulated by the Authoriteit Financiéle Markten. Rabobank London
Branch (RL) is authorised by De Nederlandsche Bank, the Netherlands and the Prudential Regulation Authority, and
subject to regulation by the Financial Conduct Authority and limited regulation by the Prudential Regulation
Authority. Further details are available on request. RL is registered in England and Wales under Company no. FC
11780 and under Branch No. BR002630. This document is directed exclusively to Eligible Counterparties and
Professional Clients. It is not directed at Retail Clients.

This document does not purport to be impartial research and has not been prepared in accordance with legal
requirements designed to promote the independence of Investment Research and is not subject to any prohibition
on dealing ahead of the dissemination of Investment Research. This document does NOT purport to be an impartial
assessment of the value or prospects of its subject matter and it must not be relied upon by any recipient as an
impartial assessment of the value or prospects of its subject matter. No reliance may be placed by a recipient on
any representations or statements made outside this document (oral or written) by any person which state or imply
(or may be reasonably viewed as stating or implying) any such impartiality.

This document is for information purposes only and is not, and should not be construed as, an offer or a
commitment by RL or any of its affiliates to enter into a transaction. This document does not constitute investment
advice and nor is any information provided intended to offer sufficient information such that is should be relied
upon for the purposes of making a decision in relation to whether to acquire any financial products. The
information and opinions contained in this document have been compiled or arrived at from sources believed to be
reliable, but no representation or warranty, express or implied, is made as to their accuracy, completeness or
correctness.

The information contained in this document is not to be relied upon by the recipient as authoritative or taken in
substitution for the exercise of judgement by any recipient. Any opinions, forecasts or estimates herein constitute a
judgement of RL as at the date of this document, and there can be no assurance that future results or events will be
consistent with any such opinions, forecasts or estimates. All opinions expressed in this document are subject to
change without notice.

To the extent permitted by law, neither RL, nor other legal entities in the group to which it belongs accept any
liability whatsoever for any direct or consequential loss howsoever arising from any use of this document or its
contents or otherwise arising in connection therewith.

Insofar as permitted by applicable laws and regulations, RL or other legal entities in the group to which it belongs,
their directors, officers and/or employees may have had or have a long or short position or act as a market maker
and may have traded or acted as principal in the securities described within this document (or related investments)
or may otherwise have conflicting interests. This may include hedging transactions carried out by RL or other legal
entities in the group, and such hedging transactions may affect the value and/or liquidity of the securities described
in this document. Further it may have or have had a relationship with or may provide or have provided corporate
finance or other services to companies whose securities (or related investments) are described in this document.
Further, internal and external publications may have been issued prior to this publication where strategies may
conflict according to market conditions at the time of each publication.

This document may not be reproduced, distributed or published, in whole or in part, for any purpose, except with
the prior written consent of RL. By accepting this document you agree to be bound by the foregoing restrictions.
The distribution of this document in other jurisdictions may be restricted by law and recipients of this document
should inform themselves about, and observe any such restrictions.

A summary of the methodology can be found on our website
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