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* A slew of (significantly) weaker-than-expected PMI surveys in the Eurozone in the past two
Elwin de Groot months has injected fresh uncertainty about the strength of the economic recovery.

Head of Macro Strategy * The services sector seems to be ‘catching down’ to the struggling industrial sector.

¢ Is industrial weakness spilling over or is the services sector facing challenges of its own?
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—'—J—gﬂ;"’;:&l\j\r’;ﬁl‘aears » Our analysis does not point towards negative spillover effects from industry to services, but to
economist underlying weakness in consumer demand.

 Although near-term risks to growth appear to be to the downside, we retain a (mildly)
optimistic outlook on consumer demand.

Uncertainty creeping in - again

A slew of (significantly) weaker-than-expected PMI surveys in the Eurozone in the past several
months has injected fresh uncertainty about the strength of the economic recovery. Instead of just
pointing the finger at the industrial sector, which is not only suffering from headwinds due to a
lack of structural competitiveness but also from slower global growth, it is the unexpected
weakness in the services sector that has highlighted the possibility of deeper issues. This could be
a case of weaker industrial activity spilling over to other sectors. But it could also be due to a
situation where domestic demand is depressed by high interest rates, inflation, and/or
(geopolitical) uncertainty. In this latter case the risk of persistent weakness is higher.

To zoom in on this we asked ourselves whether the EC business confidence survey, which has a
broad range of sectors across industry and services, shows such spillover effects. But, for starters,
we note that the PMI surveys — which tend to signal a trend change in activity a few months
earlier than the European Commission'’s survey — have been quite ‘erratic’ in recent years. In fact,
since the Covid-19 shock, a repeating pattern seems to have crept in'. From peak (April/May) to
trough (Dec/Jan) this effect may be as large as 6 points on the level of the PMI Services index
(figure 1). For September, we estimate it at around -2.5 points and — if we are correct — we could
see levels as low as 48/49 for the services PMI over the next few months without any real change
in underlying activity. This implies that the market, reacting sharply to September’'s much weaker
PMils (the 2y swap rate fell by nearly 15bp in two days), was, to some extent, misled.

Since early October, markets have largely pared those moves, pricing in fewer and slower ECB cuts
than at the end of September. This, however, appears to be driven mostly by US interest rate
curve shifts on the back of a strong labor market report for September followed by a stronger-
than-expected uptick in US (core inflation) inflation rather than better data from the Eurozone.

" Figure 1 shows the residual of a regression analysis of the PMI survey on the EC services balance. One interesting
observation to make is that the index of services sector production, as published by Eurostat, also shows similar
repeating patterns in several sub sectors since 2021. Rather than this just being the result of a Covid-19 distortion
to the seasonal adjustment method, it could also point at a true shift in seasonal patterns, which the seasonal
adjustment algorithm hasn't fully picked up yet as that there is only a few years of reliable data since 2021.
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Figure 1: A repeat pattern to the Services PMI Figure 2: EC survey: sectors improving and

has crept in (pts. deviation from model) deteriorating compared to 2024H1
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The EC services sector survey fell from an average level of around 6.7 in the first half of 2024 to
5.1 in July, but then crept up to 6.7 again in September. When we zoom in on the sub-sectors it is
hard to discern a clear pattern. Security and broadcasting services, food and beverages and
tourism-related activities have weakened a bit, whereas selected professional business, real estate
services and water (+air) transport saw an improvement (shown in figure 2 are the differences in
normalized z-scores for each sector in September compared to the average z-score for 2024H1).
A similar analysis of industrial sectors points to more weakness in downstream activities but a
(relative) improvement in upstream activities (not shown here).

If anything, these observations do not point to negative spillover effects from industry-related
weakness, but underlying weakness in consumer demand. The latter has — indeed - remained
surprisingly subdued since 2023.

Consumption outlook improves

Taking a forward-looking approach, we would argue that the prospects for a modest
(consumer/domestic) demand recovery remain in place. The recent fall in inflation supports a
further improvement in real wages, even though nominal wage growth has been slowing down
gradually. Growth of compensation per employee stood at 4.3% y/y in June, versus 1.8% for
headline inflation in September. Unemployment fell to a fresh record low in July and although
vacancy rates have eased back to 2.6%, that is still slightly above pre-pandemic peak levels.

Figure 3: Real compensation growth should Figure 4: Record-low unemployment combined
support consumption in the coming year with falling but still quite high vacancy rate
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In a recent publication, we explained that we expect employment growth to stagnate, more or

less, in the coming years. In other words, while we don't expect an employment boom that would
result in large gross income growth, we do not expect a substantial increase in unemployment
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and hence a decline in wage income either. Stagnating employment combined with positive real
wage growth should underpin positive real disposable income growth on balance.

Confidence up, saving rate down?

Meanwhile, consumers are still more pessimistic than before the pandemic and arguably in no
hurry to spend on big-ticket items (figure 5). But, consumer confidence has continued to recover
since the energy crisis and currently stands at a post-energy crisis high. What's interesting is that
households are becoming less pessimistic about their financial outlook.

From the onset of the cost-of-living crisis, consumers have been very pessimistic about the
outlook for their financial situation. At the same time, however, the share of consumers indicating
that they have had to draw on savings or run into debt to get by has been small from a historical
perspective. Excluding the pandemic period, when people couldn’t spend but did receive income
(support), households have never indicated more strongly that they were able to get by or save
than it this moment.

The trajectory in the surveys matches well with past years' increase in the household saving rate
(figure 6). Significant — and probably faster and more than expected - real disposable income
growth has likely been an important driver thereof. Uncertainty about the outlook has probably
also done its part. With households becoming less pessimistic, there is scope for the above-
average saving rates to come down. In other words, there is scope for higher consumption
spending out of income. Especially now interest rates, and hence remuneration of interest-bearing
savings, are coming down again.

Figure 5: Consumer confidence is steadily Figure 6: Consumption would be supported if
improving saving rates move back to historical averages
57 27,5
e =
S 25,0 -
s 7
3 -10 22,5
s g -20 4 é 20,0
g -25 - & 475
é -30 4
5 .35 15,0
0 T T T T T 12,5 4
2019 2020 2021 2022 2023 2024
10,0 A

Statement on Financial Situation of Household T T T T T T T T T T
. s . 2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024
= Economic conditions for major purchases at present

= Financial situation expectations === Consumer confidence total = Eurozone, household saving rate

Source: Macrobond, RaboResearch Source: Macrobond, RaboResearch

Looking at financial conditions, we note that although the ECB’s policy rate still finds itself in
restrictive territory, market rates, especially at the front-end of the curve have declined
considerably in anticipation of further rate cuts. The 2y swap rate now stands at 2.3%, down from
3.4% in May. This should lower interest costs on both outstanding and new loans, increasing
discretionary income of indebted households, and slowly start supporting investment. Especially

housing investment is expected to benefit rather quickly — business investment is still being held
back by low capacity utilization rates in industry. Indeed, our credit impulse indicator returned to
positive territory in August, suggesting that credit is no longer a drag on the economy. Last but,
not least, the Eurostoxx 50 share price index remains close to its all-time high. Hence reason to
caution against pessimism.

Of course this does not rule out that ongoing weakness in China — which announced a slew of
support measures over the past two weeks to address this — and slower growth in the US
economy could be spilling over to the Eurozone.
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Figure 7: Credit impulse has turned positive Figure 8: September HICP finally signalling room

again; no longer a drag on economy for decline in domestic inflation pressures?
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Altogether, the risks to our Q3/Q4 growth projections are tilted to the downside, but the hard
evidence for a more persistent cyclical slowdown in the services sector is missing.

The problems in the manufacturing sector, meanwhile, are likely to be more of a structural nature.
High energy and regulatory costs, a lack of innovation and R&D, an unlevel international playing
field, etc. Those issues were also highlighted in the recent Draghi report. As our ECB watcher Bas
van Geffen notes, “The ECB is clearly growing more concerned about the growth outlook, but much
of the sluggish growth is due to structural issues. That's not something monetary policy can fix, and
the ECB should only act on the cyclical weakness.”

Inflation revision

We see good reasons for a downward revision in our inflation forecast, though. The latest data for
September point to a significant and unexpectedly sharp decline in core inflation (in particular
seasonally adjusted monthly change in services prices). Lower services sector inflation could be
stemming from the forementioned weakness in consumer demand. Secondly, our energy analysts
are more bearish on energy prices, particularly of oil. Although it goes without saying that the
geopolitical situation in the world is only pointing at elevated risk of commodity price shocks and
supply-chain disruptions, in absence of such shocks the inflation trend is clearly pointing
downward. We reduced our inflation projection for both 2024 and 2025 by 0.2%-points, but we
add that our forecasts are still somewhat above the consensus (notably in 2026) because we still
assume a ‘Trump victory' in our baseline projections. This is expected to lead to more
protectionism and some spillover effects from higher US inflation on Eurozone inflation.

Table 1: Economic forecast

2024 2025 2026 Q3/24 Q4/24 Q1.25 Q2/25

GDP 0.7 13 1.2 0.2 0.3 0.4 0.4
Consumption 0.6 14 1.2 0.2 0.2 0.4 0.4
Investment -2.5 0.9 1.7 03 0.4 0.4 0.4
Government 1.5 0.8 0.9 -0.1 0.1 0.3 0.2
Trade (net contrib.) 1.2 0.1 -0.1 0.1 0.1 0.0 -0.1
Inventories -0.6 0.1 0.1 0.0 0.0 0.0 0.0
CPI (%y-o0-y) 2.3 2.2 2.3 2.2 2.1 19 2.1
Unemployment (%) 6.5 6.4 6.3 6.4 6.5 6.5 6.4

Source: Rabobank
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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

© Rabobank London, Thames Court, One Queenhithe, London EC4V 3RL  +44(0) 207 809 3000

RaboResearch | Not as bad as it looks? | 11-10-2024 14:18
Please note the disclaimer at the end of this document.


https://research.rabobank.com/markets/en/aboutus/rm/index.html

