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For the final 2023 edition of our Essential Economics Newsletter, we asked each S&P Global 
Ratings chief economist to share insights on following questions: 

• What was the biggest surprise for you in 2023 and what are the takeaways? 

• What will you be watching most closely in 2024, and why? 

2023: The ECB Moves Camps On Inflation 
In 2023, the surprise is neither growth nor inflation--the surprise is the European Central Bank's 
(ECB's) policy stance. The gap in our forecasts tells the story. Twelve months ago, we thought the 
ECB would stop raising rates before spring was out, and that its deposit facility rate (DFR) would 
not exceed 2.75%. In the event, the ECB raised rates right up to the end of summer and as high as 
4%. Markets were just as surprised as we were; they had expected the ECB to raise the DFR to 
3% and to keep it unchanged from spring (see chart 1). 

How has the ECB taken everyone by surprise? Because it moved to the opposing camp on 
inflation. Until the very end of 2022, the ECB was firmly in "camp transitory", assuming that rising 
inflation would be short-lived; notably, this was after Federal Reserve head Jerome Powell had 
abandoned this stance. In December 2022, supply-side bottlenecks and commodity prices were 
still the ECB's main explanations for rising inflation. Most agreed that there was little the central 
bank could do and that rates did not have to go much higher. Then things started to change. 
Before spring 2023, the ECB recognized that soaring energy costs were spreading with unusual 
force throughout the economy. In the early summer, the ECB said that higher wages and profit 
margins were driving up inflation. Within less than six months, the ECB had moved into "camp 
permanent", assuming that inflation was here to stay, and it raised rates by another 200 basis 
points (bps) in 2023, after 250 bps in 2022. 

Takeaways: Although starting from a different situation, the ECB followed the same line of 
thought as the Fed on inflation and came to the same conclusion on rates. Today, it faces a 
similar problem to that of the Fed: how to restore price stability when the labor market is tight 
without crashing it. It's a question of bringing down job openings without pushing up the 
unemployment rate--which is no easy task! Clearly, the resilience of the European labor market 
will serve as a litmus test for ECB monetary policy calibration next year. 
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2024: The Labor Market Will Test The Policy Shift's Success 
Core inflation is undoubtedly the reason behind the ECB's U-turn on rates. The ECB changed 
course just as core inflation outpaced headline inflation, in a repeat of the Fed's inflation 
experience (see chart 2).  

Labor costs are the main driver of core inflation and they have soared. The eurozone economy 
has added 4 million jobs in 2023, breaking its previous record of 163 million in 2022. The labor 
market remains tight, with only two job seekers left per job opening. Meanwhile, wage growth has 
accelerated significantly, above 5%.  

That said, some cracks are showing in the eurozone labor market. As the economy stagnated this 
year, the higher number of hours worked translates into lower productivity (see "Economic 
Outlook Eurozone Q1 2024: Headed For A Soft Landing," published Nov. 27, 2023). A fall in 
productivity at a time when wages are rising sharply is rather unusual. This could come at a cost 
to employers, which have already seen their financing costs rise. A trade-off between a further 
increase in selling prices (that is, inflation) and a reduction in the workforce to maintain profit 
margins could be on the cards in 2024. If companies choose to retain their workforce, inflation 
could remain stiffer than markets currently expect, particularly since inflation eased to 2.4% in 
November and the ECB may hesitate to cut rates anytime soon. Either way, the direction of the 
labor market will be a key factor in 2024 in terms of growth, inflation, and monetary policy. 

What to watch: Employment is traditionally a lagging indicator of the cycle. Relying on changes in 
the unemployment rate may prove too late. We prefer to look at trends in unit labor costs to see 
how quickly the labor market is turning around. New indicators have also become popular since 
the pandemic. We can now monitor wage-setting and job openings in real time. 

Chart 1 

The ECB's shift in policy stance came as a surprise 

Main policy rate and three-months OIS forward curve 

 
OIS--Overnight Index Swap. Source: ECB, Refinitiv, S&P Global Ratings. 

 
Chart 2 

Core inflation was the trigger for the ECB's about-face 

Eurozone inflation 

 
HICP--Harmonized Index of Consumer Prices. YoY--year over year.  
Source: S&P Global Ratings. 
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