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Economic, financial and monetary
developments

Overview

The Governing Council decided at its meeting on 14 December 2023 to keep the
three key ECB interest rates unchanged. While inflation has dropped in recent
months, it is likely to pick up again temporarily in the near term.* According to the
December 2023 Eurosystem staff macroeconomic projections for the euro area,
inflation is expected to decline gradually over the course of 2024, before
approaching the Governing Council’s 2% target in 2025. Overall, Eurosystem staff
expect headline inflation to average 5.4% in 2023, 2.7% in 2024, 2.1% in 2025 and
1.9% in 2026. Compared with the September 2023 ECB staff macroeconomic
projections for the euro area, this amounts to a downward revision for 2023 and
especially for 2024.

Underlying inflation has eased further. But domestic price pressures remain
elevated, primarily owing to strong growth in unit labour costs. Eurosystem staff
expect inflation excluding energy and food to average 5.0% in 2023, 2.7% in 2024,
2.3% in 2025 and 2.1% in 2026.

The past interest rate increases continue to be transmitted forcefully to the economy.
Tighter financing conditions are dampening demand, and this is helping to push
down inflation. Eurosystem staff expect economic growth to remain subdued in the
near term. Beyond that, the economy is expected to recover because of rising real
incomes — as people benefit from falling inflation and growing wages — and
improving foreign demand. Eurosystem staff therefore see growth picking up from an
average of 0.6% for 2023 to 0.8% for 2024, and to 1.5% for both 2025 and 2026.

The Governing Council is determined to ensure that inflation returns to its 2%
medium-term target in a timely manner. Based on its current assessment, the
Governing Council considers that the key ECB interest rates are at levels that,
maintained for a sufficiently long duration, will make a substantial contribution to this
goal. The Governing Council’s future decisions will ensure that its policy rates will be
set at sufficiently restrictive levels for as long as necessary.

The Governing Council will continue to follow a data-dependent approach to
determining the appropriate level and duration of restriction. In particular, its interest
rate decisions will be based on its assessment of the inflation outlook in light of the
incoming economic and financial data, the dynamics of underlying inflation and the
strength of monetary policy transmission.

The key ECB interest rates are the primary tool for setting the monetary policy
stance. At its meeting on 14 December 2023, the Governing Council also decided to

1 The cut-off date for data included in this issue of the Economic Bulletin was 13 December 2023.
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advance the normalisation of the Eurosystem’s balance sheet. It intends to continue
to reinvest, in full, the principal payments from maturing securities purchased under
the pandemic emergency purchase programme (PEPP) during the first half of 2024.
Over the second half of the year, it intends to reduce the PEPP portfolio by

€7.5 billion per month on average. The Governing Council intends to discontinue
reinvestments under the PEPP at the end of 2024.

Economic activity

The euro area economy contracted slightly in the third quarter of 2023, mostly owing
to a decline in inventories. Tighter financing conditions and subdued foreign demand
are likely to continue weighing on economic activity in the near term. Prospects are
especially weak for construction and manufacturing, the two sectors most affected by
higher interest rates. Services activity is also set to soften in the coming months.
This is due to spillovers from weaker industrial activity, fading effects from the
reopening of the economy and the broadening impact of tighter financing conditions.

The labour market continues to support the economy. The unemployment rate stood
at 6.5% in October and employment grew by 0.2% over the third quarter. At the
same time, the weaker economy is dampening the demand for workers, with firms
advertising fewer vacancies in recent months. Moreover, even though more people
are in work, the total number of hours worked edged down by 0.1% in the third
quarter.

According to the December 2023 projections, available short-term indicators suggest
that economic activity will remain weak in the fourth quarter of 2023. However,
growth is expected to strengthen from early 2024 onwards, as real disposable
income rises — supported by declining inflation, robust wage growth and resilient
employment — and export growth catches up with improvements in foreign demand.
The impact of the ECB’s monetary policy tightening and adverse credit supply
conditions continues to feed through to the economy, affecting the near-term growth
outlook. These dampening effects are expected to fade later in the projection
horizon, supporting growth. Overall, annual average real GDP growth is expected to
slow down from 3.4% in 2022 to 0.6% in 2023, before recovering to 0.8% in 2024
and stabilising at 1.5% in 2025 and 2026. Compared with the September 2023
projections, the outlook for GDP growth has been slightly revised down for 2023-24,
on the back of the recent data releases and weak survey data, whereas it is
unrevised for 2025.

As the energy crisis fades, governments should continue to roll back the related
support measures. This is essential to avoid driving up medium-term inflationary
pressures, which would otherwise call for even tighter monetary policy. Fiscal
policies should be designed to make the euro area economy more productive and to
gradually bring down high public debt. Structural reforms and investments to
enhance the euro area’s supply capacity — which would be supported by the full
implementation of the Next Generation EU programme — can help reduce price
pressures in the medium term, while supporting the green and digital transitions. To
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that end, it is important to swiftly agree on the reform of the EU’s economic
governance framework. Moreover, it is imperative that progress towards capital
markets union and the completion of banking union be accelerated.

Inflation

Inflation dropped over October and November 2023, falling to an annual rate of 2.4%
in November according to Eurostat’s flash release. This decline was broad-based.
Energy price inflation fell further and food price inflation also came down, despite
remaining relatively high overall. In December 2023 inflation is likely to pick up on
account of an upward base effect for the cost of energy. In 2024 Eurosystem staff
expect inflation to decline more slowly because of further upward base effects and
the phasing-out of past fiscal measures aimed at limiting the repercussions of the
energy price shock.

Inflation excluding energy and food dropped by almost a full percentage point over
October and November 2023, falling to 3.6% in November. This reflects improving
supply conditions, the fading effects of the past energy shock and the impact of
tighter monetary policy on demand and on the pricing power of firms. The inflation
rates for goods and services fell to 2.9% and 4.0% respectively.

All measures of underlying inflation declined in October, but domestic price
pressures remained elevated, chiefly because of strong wage growth together with
falling productivity. Measures of longer-term inflation expectations mostly stand
around 2%, with some market-based indicators of inflation compensation declining
from elevated levels.

According to the December 2023 projections, the expected temporary pick-up in
inflation notwithstanding, the underlying disinflationary process is expected to
continue. Despite some cooling, the labour market is projected to remain tight which,
together with compensation effects from past high inflation, should keep nominal
wage growth high. Nevertheless, wage growth is expected to ease over the
projection horizon as the upward impacts from inflation compensation gradually fade.
Profits expanded notably in 2022, but are set to weaken over the projection horizon
and provide a buffer to the pass-through of labour costs. Overall, with medium-term
inflation expectations assessed to remain anchored at the ECB’s 2% inflation target,
headline HICP inflation is expected to decrease from 5.4% in 2023 to an average of
2.7% in 2024, 2.1% in 2025 and 1.9% in 2026. Compared with the September 2023
projections, HICP inflation has been revised down for 2023 and 2024, mainly owing
to lower than expected recent data outturns and lower assumptions for energy
commodity prices, whereas it is unrevised for 2025.

Risk assessment

The risks to economic growth remain tilted to the downside. Growth could be lower if
the effects of monetary policy turn out stronger than expected. A weaker world
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economy or a further slowdown in global trade would also weigh on euro area
growth. Russia’s unjustified war against Ukraine and the tragic conflict in the Middle
East are key sources of geopolitical risk. This may result in firms and households
becoming less confident about the future. Growth could be higher if rising real
incomes raise spending by more than anticipated, or the world economy grows more
strongly than expected.

Upside risks to inflation include the heightened geopolitical tensions, which could
raise energy prices in the near term, and extreme weather events, which could drive
up food prices. Inflation could also turn out higher than anticipated if inflation
expectations were to move above the Governing Council’s target, or if wages or
profit margins increased by more than expected. By contrast, inflation may surprise
on the downside if monetary policy dampens demand by more than expected or the
economic environment in the rest of the world worsens unexpectedly, potentially
owing in part to the recent rise in geopolitical risks.

Financial and monetary conditions

Market interest rates have fallen markedly since the Governing Council’'s monetary
policy meeting on 26 October 2023 and lie below the rates embedded in the staff
projections. The Governing Council’s restrictive monetary policy continues to
transmit strongly into broader financing conditions. Lending rates rose again in
October, to 5.3% for business loans and 3.9% for mortgages.

Higher borrowing rates, subdued loan demand and tighter loan supply have further
weakened credit dynamics. Loans to firms declined at an annual rate of 0.3% in
October and loans to households also remained subdued, growing at an annual rate
of 0.6%. With weaker lending and the reduction in the Eurosystem’s balance sheet,
broad money — as measured by M3 — has continued to contract. In October it fell at
an annual rate of 1.0%.

In line with its monetary policy strategy, the Governing Council thoroughly assessed
the links between monetary policy and financial stability. Euro area banks have
demonstrated their resilience. They have high capital ratios and have become
significantly more profitable over the past year. But the financial stability outlook
remains fragile in the current environment of tightening financing conditions, weak
growth and geopolitical tensions. In particular, the situation could worsen if banks’
funding costs were to increase by more than expected and if more borrowers were to
struggle to repay their loans. At the same time, the overall impact of such a scenario
on the economy should be contained if financial markets react in an orderly fashion.
Macroprudential policy remains the first line of defence against the build-up of
financial vulnerabilities, and the measures in place contribute to preserving the
financial system’s resilience.
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Monetary policy decisions

The interest rate on the main refinancing operations and the interest rates on the
marginal lending facility and the deposit facility remain unchanged at 4.50%, 4.75%
and 4.00% respectively.

The asset purchase programme portfolio is declining at a measured and predictable
pace, as the Eurosystem no longer reinvests the principal payments from maturing
securities.

The Governing Council intends to continue to reinvest, in full, the principal payments
from maturing securities purchased under the PEPP during the first half of 2024.
Over the second half of the year, it intends to reduce the PEPP portfolio by

€7.5 billion per month on average. The Governing Council intends to discontinue
reinvestments under the PEPP at the end of 2024.

The Governing Council will continue applying flexibility in reinvesting redemptions
coming due in the PEPP portfolio, with a view to countering risks to the monetary
policy transmission mechanism related to the pandemic.

As banks are repaying the amounts borrowed under the targeted longer-term
refinancing operations, the Governing Council will regularly assess how targeted
lending operations and their ongoing repayment are contributing to its monetary
policy stance.

Conclusion

The Governing Council decided at its meeting on 14 December 2023 to keep the
three key ECB interest rates unchanged. The Governing Council is determined to
ensure that inflation returns to its 2% medium-term target in a timely manner. Based
on its current assessment, the Governing Council considers that rates are at levels
that, maintained for a sufficiently long duration, will make a substantial contribution to
the timely return of inflation to the target. The Governing Council’s future decisions
will ensure that the key ECB interest rates will be set at sufficiently restrictive levels
for as long as necessary to ensure such a timely return. The Governing Council will
continue to follow a data-dependent approach to determining the appropriate level
and duration of restriction.

The Governing Council intends to reduce the PEPP portfolio over the second half of
2024 and to discontinue its reinvestments under the PEPP at the end of 2024.

In any case, the Governing Council stands ready to adjust all of its instruments within
its mandate to ensure that inflation returns to its medium-term target and to preserve
the smooth functioning of monetary policy transmission.
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External environment

The global economy is estimated to have expanded at a moderate but steady pace
in 2023 reflecting strong private consumption and the support of resilient labour
markets. Global growth is projected to decrease slightly in 2024, mainly reflecting the
impact of monetary policy tightening across advanced economies. Compared with
the September 2023 ECB staff macroeconomic projections, the outlook for global
growth in the December 2023 Eurosystem staff macroeconomic projections remains
broadly unchanged, with the global economy still projected to expand at a rate below
the historical average over the projection horizon. After a weak performance in 2023,
global trade growth is expected to pick up again over the rest of the projection
horizon and increase broadly in line with global activity. Compared with the
September projections, growth in both global imports and euro area foreign demand
has been revised upwards for 2023, largely on account of better than estimated
outturns in the second and third quarter. However, foreign demand growth over the
rest of the projection horizon has been revised downwards compared with the
September projections. Export prices of euro area competitors (in national
currencies) are estimated to have declined sharply in the second quarter of 2023, as
commodity prices continued to fall and domestic and foreign pipeline pressures
eased. They are projected to rebound gradually and converge towards their long-
term average growth rate over the projection horizon.

In 2023 global economic growth was moderate but steady amid strong private
consumption and resilient labour markets. Global economic activity has been
underpinned by emerging market economies including China, and, among advanced
economies, by the United States.? Solid domestic demand and a strong labour
market in the United States resulted in robust growth despite significant monetary
policy tightening. In China, the lifting of coronavirus (COVID-19) restrictions at the
start of the year and a broader recovery in private consumption compensated for
weakness in the residential sector. Most recent data provide mixed signals across
large economies. While real GDP growth strengthened in both China and the United
States in the third quarter, it remained flat in the United Kingdom and contracted in
Japan as a result of high inflation weighing on activity and consumption in both.
Global real GDP is expected to decelerate slightly in the fourth quarter as previous
tailwinds dissipate, which is in line with the latest global composite output Purchasing
Managers’ Index (PMI). After declining for six consecutive months, the composite
PMI broadly stabilised in November and remains in expansionary territory. Across
sectors, PMI data suggest that manufacturing activity remains subdued, with the
index still hovering around the neutral threshold. At the same time, post-COVID-19
growth momentum seems to be waning for services, with the related PMI declining
steadily during the second half of the year before stabilising slightly above the
neutral threshold in November (Chart 1).

2 Given the focus of this section on developments in the global environment, all references to world
and/or global aggregate economic indicators exclude the euro area.
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Chart 1
Global PMI output (excluding the euro area)
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Sources: S&P Global Market Intelligence and ECB staff calculations.
Note: The latest observations are for November 2023.

The global economy is projected to expand at a rate below the historical
average over the projection horizon. Global growth is projected to slow down
slightly in 2024 (3.1% compared with 3.3% in 2023), which mainly reflects the
delayed impact of monetary policy tightening across advanced economies. At the
same time, growth prospects in advanced economies have been reassessed. In the
United States, real GDP growth has been revised upwards, with recent economic
resilience suggesting a softer landing and a smoother disinflationary process. In the
United Kingdom, the economy is expected to avoid a recession, but growth has been
revised downwards in 2024 and 2025 to reflect weaker data and the impact of
monetary policy tightening amid high inflation. The growth outlook remains broadly
unrevised in emerging Asia and China. In China, economic growth is projected to
gradually decrease over the projection horizon owing to structural factors, such as
population ageing. The global economy is projected to continue growing at a rate of
3.2% in both 2025 and 2026, which remains below the 2012-19 historical average of
3.6%. Compared with the September 2023 projections, global real GDP growth has
been revised up by 0.1 percentage point for both 2023 and 2024.

As consumption patterns return to normal after the pandemic, world trade
growth is expected to remain weak in 2023 and to recover thereafter. Annual
trade growth in 2023 is estimated at 1.1% owing to a negative carryover effect, but
had already shown signs of improvement as early as the second quarter of 2023.
The weak trade performance in annual terms is explained by global growth having a
less trade-friendly composition as a result of consumption making up a bigger share
of domestic demand and the larger contribution made by emerging countries, which
have a lower trade elasticity. Trade growth this year was also hindered by the
rebound in services consumption owing to the complete lifting of COVID-19
restrictions. Over the projection horizon, global trade is projected to recover
gradually and start growing more in line with global activity, as firms start to restock
and private consumption patterns turn back towards goods. This is in line with the
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latest data for global merchandise trade, which returned to positive growth in
September after remaining broadly flat in the previous two months (Chart 2). Global
trade is projected to grow by 3.0% in 2024 and 2025 and by 3.2% in 2026, a
downward revision compared with the September projections (by -0.2 percentage
points in 2024 and -0.3 percentage points in 2025), reflecting our reassessment of
the speed at which global trade elasticity will return to its expected long-term value.
Euro area foreign demand is projected to grow by 2.6% in 2024, 2.9% in 2025 and
3.1% in 2026 and it has also been revised downwards compared with the previous
round of projections in both 2024 and 2025 (by -0.4 and -0.1 percentage points
respectively).

Chart 2
Global merchandise import growth (excluding the euro area)

(index contributions, December 2019=100)
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Sources: CPB and ECB staff calculations.
Note: The latest observations are for September 2023.

Global headline consumer price index (CPI) inflation remains on a downward
path, supported by lower energy and food prices, although core inflation
remains high. Headline CPI inflation across the member countries of the
Organisation for Economic Co-operation and Development (OECD) decreased in
October to 5.6% (from 6.2% in September), reflecting a fall in the contribution of
energy and, to a lesser extent, food components. Core (excluding food and energy)
inflation declined by a smaller margin to 6.5% (from 6.6% in September). Annual
inflation remains very high in Tirkiye, although it did moderate somewhat in October
to 72% (down from 75% in September). Excluding Turkiye, headline inflation
declined to 3.6% from 4.2% in September and core inflation declined from 4.4% to
4.2% (Chart 3). Euro area competitors’ export prices are estimated to have dropped
below their long-term average growth rate in the second quarter of 2023, as
commodity prices continued to fall and domestic and foreign pipeline pressures
eased. They are projected to rebound at the turn of the year as the decline in
commodity prices exerts less of a drag.
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Chart 3
OECD consumer price inflation
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Notes: The OECD aggregate excludes Tirkiye and is calculated using OECD consumer price index annual weights. Core inflation
refers to inflation for all items excluding food and energy. The latest observations are for October 2023.

Crude oil prices have declined since the September 2023 projections amid
weakening global demand. According to the International Energy Agency, oil
demand in Europe weakened by around 0.8 million barrels per day during the third
quarter, while US oil demand has also started to decline more recently. Weakening
demand in advanced economies outweighed upward price pressures stemming from
continuously strong oil demand from China, the decision by OPEC+ to extend
existing voluntary production cuts to the first quarter of 2024 and to raise them by an
additional 0.9% of global supply, and supply risks resulting from the conflict in the
Middle East. European gas prices also declined as demand remained below
historical averages at the beginning of the heating season. Recent supply risks from
the closure of an Israeli gas field, disruptions in the gas pipeline between Finland
and Estonia and the possibility of further strikes at liquified natural gas terminals in
Australia were also resolved and priced out by financial markets. However, further
volatility in the gas market cannot be completely ruled out because prices remain
sensitive to supply shocks similar to those experienced throughout 2023.

Compared with the September 2023 projections, global financial conditions
fluctuated but ultimately eased slightly across advanced economies. At the
start of the review period (from 14 September to 13 December 2023), they tightened
considerably across advanced economies as long-term sovereign bond yields were
driven up, mainly as a result of higher risk compensation owing to greater uncertainty
about future short-term interest rates. However, this tightening was more than
reversed after inflation came in slightly below expectations in several jurisdictions,
while some central banks also softened their communication on whether additional
interest rate increases would be necessary. In the United States, market
expectations that inflation would soften further amid resilient but slowing growth
fostered a downward shift in monetary policy expectations and supported risk
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sentiment. In general, the price of riskier assets moved in tandem with interest rate
fluctuations to end the period slightly higher.

US economic growth in 2023 has been more resilient than previously
anticipated but is expected to moderate in the near term as tighter monetary
policy restrains spending and the labour market loosens. Real GDP in the third
quarter of 2023 grew by 1.3% quarter on quarter (5.2% on an annualised basis) on
the back of buoyant private consumption, a rebound in private inventory investment
and strong government spending. High frequency indicators, such as credit card
spending and retail sales, suggest a deceleration in consumer spending in the fourth
quarter. In addition, the resumption of student loan repayments in October and the
steep reduction in excess savings will exert additional pressure on household
balance sheets. Economic growth is expected to recover from the second half of
2024 onwards. In October, annual headline CPI inflation fell to 3.2% (0.5 percentage
points lower than in September), mainly owing to falling energy prices, while annual
core inflation ticked down slightly to 4.0% (0.1 percentage point lower than in
September). Although it has fallen since the start of this year, services inflation
(excluding housing) remained high at just below 4% in October, while both core
goods and services inflation are on a downward path.

In China, recent indicators point to a stabilisation in economic activity despite
weakness in the real estate sector. In the third quarter of 2023 real GDP growth
rebounded to 1.3% quarter on quarter, above market expectations. This upturn was
primarily driven by stronger consumer spending, while the contraction in property
investment continued to deepen, albeit at a slower pace compared with previous
months. Monthly indicators on industrial production and retail sales consolidated
their recovery in October. Household spending surprised to the upside in October,
particularly for car purchases and travel, coinciding with the Chinese Golden Week
holiday. At the same time, the production and consumption of goods and services
closely related to the property market continued to show subdued growth, suggesting
an ongoing two-speed recovery within the Chinese economy. Annual headline CPI
inflation returned to negative territory again in October. Headline CPI inflation fell by
0.2% year on year after remaining unchanged in September. The downturn was
primarily attributed to a sharper decline in food prices, led by a 30.1% year-on-year
contraction in pork prices, which are expected to continue falling owing to an
oversupply of pork. Food price developments and weak domestic and external
demand are likely to ensure inflationary pressures remain subdued.

In Japan, the economic recovery stalled in the third quarter of 2023, but growth
is expected to return to positive territory in the fourth quarter of the same year.
Real GDP in the third quarter of 2023 contracted by a stronger-than-expected 0.7%
guarter on quarter, mainly reflecting the negative contribution from inventories and
weak domestic demand and to some extent the impact of high inflation on real
incomes. Real GDP is expected to return to positive but modest growth in the fourth
guarter amid signs of a moderate rebound in real consumption levels. Both headline
and core inflation rates picked up in October amid firm underlying price momentum.
Annual headline inflation rose from 3.0% to 3.3%, mostly reflecting lower annual
energy price declines, notwithstanding some moderation in still high food inflation.
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Annual core inflation (excluding food and energy) stood at 2.7% in October (0.1
percentage point higher compared with September), echoing a slight pick-up in core
goods inflation and firm services inflation.

In the United Kingdom, previous monetary policy tightening is increasingly
weighing on household spending and private investment. Real economic growth
flatlined in the third quarter of 2023 as weaker domestic demand offset a particularly
positive contribution from services exports. Weakening domestic demand suggests
that past monetary policy tightening is increasingly affecting the economy. The flow
of data continues to be mixed, as retail sales have declined and the composite PMI
has generally been subdued (although it did rise back above the neutral threshold in
November), while other business confidence measures have long been improving
and real household income is increasing. Activity is set to remain modest in the
coming quarters amid restrictive fiscal and monetary policy. It is expected to pick up
towards the end of the year supported by the ongoing recovery in real wages.
Annual headline CPI inflation declined markedly in October to 4.6% from 6.7% in
September as the contribution from energy prices turned negative. Core inflation fell
to 5.7% from 6.1% in September reflecting a fall in both core goods and services
inflation. Inflation is nevertheless expected to decline more gradually from here on,
as services inflation is set to remain elevated against a background of still high wage
growth.
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Economic activity

The euro area economy has weakened further in the second half of 2023, as
subdued confidence, earlier competitiveness losses, renewed geopolitical tensions
and tighter financing conditions all weighed on activity. Having grown only minimally
over the first half of the year, real GDP contracted slightly in the third quarter, mostly
owing to a decline in inventories. At the sectoral level, industrial output has been in
contractionary territory since the fourth quarter of 2022 — despite some support in
manufacturing from the unwinding of earlier order backlogs — while services activity
continued to contribute positively to growth into the third quarter. Meanwhile,
employment expanded further in the third quarter, although total hours worked edged
down slightly, amid persistent labour hoarding. Incoming data for the fourth quarter
of 2023 suggest growth is likely to remain muted, while the labour market is
expected to slow. Growth momentum is expected to start picking up early in 2024,
barring further shocks, and despite continued headwinds from adverse financing
conditions on activity that are expected, however, to fade over time. Moreover, falling
inflation should help push up real incomes, and export growth should catch up with
improvements in foreign demand.

This outlook is broadly reflected in the December 2023 Eurosystem staff
macroeconomic projections for the euro area, which foresee annual real GDP growth
slowing to 0.6% in 2023, before picking up to 0.8% in 2024 and rising to 1.5% in
2025 and 2026. Compared with the September 2023 ECB staff macroeconomic
projections for the euro area, the outlook for GDP growth has been revised down
slightly for 2023 and 2024, but it is unrevised for 2025.

The euro area economy contracted slightly in the third quarter of 2023. Real
GDP fell by 0.1% quarter on quarter in the third quarter, as changes in inventories —
in part reflecting the unwinding of the strong inventory build-up in the second quarter
— dragged on growth (Chart 4). After two quarters of stagnation, private consumption
grew moderately in the third quarter, with government consumption also contributing
positively to GDP growth, albeit to a lesser extent. The marginally positive
contribution of investment masks a clear contrast between the continuing contraction
in construction investment, but still positive growth in non-construction investment.
The contributions from exports and imports largely offset each another. The
breakdown of value added highlights the ongoing divergence across sectors into the
third quarter, with modest growth in services activity, while all other sectors,
particularly manufacturing, declined.
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Chart 4
Euro area real GDP and its components
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Sources: Eurostat and ECB calculations.
Note: The latest observations are for the third quarter of 2023.

Activity is expected to remain weak in the final quarter of 2023. Industrial
production data for October suggest an ongoing contraction in manufacturing output
in the fourth quarter. Incoming survey data — available for the period to November —
point to a broader-based weakening of activity in the fourth quarter. This reflects both
the continued weakness in manufacturing activity and a greater deceleration in
services, which had previously shown resilience. The composite output Purchasing
Managers’ Index (PMI) continued to fall further below the growth threshold of 50 and
below its third-quarter average, despite a small uptick in November on the October
reading, possibly suggesting a bottoming out of the negative trend. The PMI for
manufacturing output remains deep in contractionary territory, as earlier support from
improved supply chain conditions looks to have run its course and backlogs of work
are drying up, while new orders continue to contract (Chart 5, panel a). The
weakness in activity is also evident — although less pronounced — in the services
sector, where the PMI indicators for both business activity and new business have
remained below the growth threshold since August (Chart 5, panel b). The European
Commission’s Economic Sentiment Indicator declined somewhat further below its
third-quarter average in October and November, reflecting lower confidence among
consumers and firms alike, albeit with some tentative signs of the weakness in
confidence bottoming out in November. At the same time, firms across services and
particularly manufacturing reported weaker demand and tightening financing
conditions as increasing limits to production in the fourth quarter of the year.®

3 See also the box entitled “Monetary policy and the recent slowdown in manufacturing and services” in

this issue of the Economic Bulletin.
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Chart 5
PMI indicators across sectors of the economy
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Source: S&P Global Market Intelligence.
Note: The latest observations are for November 2023.

Overall, the labour market remained resilient to weakening economic activity
in the third quarter of 2023. Employment increased by 0.2% in the third quarter,
while total hours worked declined by 0.1% (Chart 6, panel a). Employment has
increased by 3.5% since the fourth quarter of 2019 and the total number of hours
worked has risen by 2.1%. This implies a 1.3% decline in average hours worked,
related to ongoing labour hoarding (the part of labour input which is not fully utilised
by a company during its production process at any given point in time), as well as to
other factors such as an increase in sick leave. The labour force edged up once
again, by 0.1% in the third quarter of 2023 and an additional 0.2% in October. It is
estimated to have increased by about 1.5 million people since December 2022. The
unemployment rate was 6.5% in October, broadly unchanged compared with
September and remaining close to its lowest level since the euro was introduced.
Labour demand is gradually declining but remains at high levels, with the job
vacancy rate falling marginally to 2.9%, 0.1 percentage points lower than in the
previous quarter.
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Chart 6
Euro area employment, the PMI assessment of employment and the unemployment
rate, and sectoral employment PMIs

a) Employment, PMI assessment of employment and unemployment rate
(left-hand scale: quarter-on-quarter percentage changes, diffusion index; right-hand scale: percentages of the labour force)
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Sources: Eurostat, S&P Global Market Intelligence and ECB calculations.

Notes: In panel a), the two lines indicate monthly developments, while the bars show quarterly data. The PMI is expressed in terms of
the deviation from 50, then divided by 10. The latest observations are for the third quarter of 2023 for employment, November 2023 for
the PMI assessment of employment and October 2023 for the unemployment rate. In panel b), the PMIs are expressed in terms of the
deviation from 50, divided by 10.

Short-term labour market indicators suggest a slowdown in employment
growth in the fourth quarter of 2023. The monthly composite PMI employment
indicator declined from 50.0 in October to 49.7 in November; a value below the
threshold of 50 indicates a decrease in employment. This indicator has declined
substantially from its peak of 54.5 in April. The recent fall has been broad-based
across sectors (Chart 6, panel b). Sectoral PMIs indicate downside risks to
employment growth in manufacturing and construction, where the indices are below
50. While still in slightly expansionary territory, the PMI services indicator also
declined and is now close to the threshold of 50.
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Private consumption increased by 0.3% in the third quarter of 2023, after
stagnating in the first half of the year (Chart 7, panel a). The increase in the third
quarter was largely driven by households’ consumption of services, which is still
benefiting from lingering reopening effects. Following a strong fall in the second
quarter, spending on durable goods rebounded in the third quarter, largely reflecting
delayed deliveries of previously purchased electric and hybrid vehicles. After a
strong recovery, new passenger car registrations declined marginally in October to
stand 0.8% below their third quarter level. By contrast, spending on non-durable (and
semi-durable) goods continued to fall in the third quarter. This was reflected in the
ongoing weakness in retail sales volumes, which, despite having increased
marginally in October compared with the previous month, were 0.2% below their
third-quarter average.

Chart 7
Real private consumption and expectations

a) Private consumption and components b) Private consumption and retail trade,
savings and services expectations

(indices: fourth quarter of 2019 = 100) (quarter-on-quarter percentage changes; standardised
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Sources: Eurostat, European Commission and ECB calculations.

Notes: In panel a), the levels of consumption components (domestic concept) are scaled to match the level of total private
consumption (national concept). “Non-durable goods” include semi-durables. In panel b), savings expectations for the next 12 months
and retail trade business expectations for the next three months are standardised over the period 1985-2019. Expected demand for
contact-intensive services in the next three months is standardised over the period 2005-19 (in line with the respective length of each
series); “contact-intensive services” refers to accommodation, travel and food services. The latest observations are for the third quarter
of 2023 for panel a) and for the third quarter of 2023 and November 2023 for panel b).

Incoming survey data continue to point to overall weakness in spending on
goods at the turn of the year. The European Commission’s consumer confidence
indicator picked up in November after declining for three consecutive months, but
continued to stand below its long-term average. The November outcome reflects
improving expectations about the general economic outlook and households’ own
financial situations. At the same time, the Commission’s indicators for expected
major purchases by consumers and expected retail trade business remained
subdued, despite a small improvement in the latter (Chart 7, panel b). By contrast,
there was no strong downward correction in expected demand for contact-intensive
services, which remained resilient in November and above its historical average.
Similarly, the ECB’s Consumer Expectations Survey (CES) of October indicates
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resilient expected demand for holiday bookings. The transmission of tighter financing
conditions to the real economy is likely to curb household borrowing, maintain high
savings expectations and keep consumer spending growth subdued in the near
term.* At the same time, consumer spending should benefit from improving
purchasing power on the back of falling inflation and a still resilient labour market.

Business investment grew in the third quarter of 2023 but is expected to
contract in the fourth quarter. Non-construction investment excluding Irish
intangibles grew by 0.5% quarter on quarter in the third quarter of 2023, driven by
rises in investment both in intangibles and in machinery and equipment (Chart 8,
panel a). In the fourth quarter the continued weakness reflected in the European
Commission’s confidence survey and in the PMIs for output and new orders
suggests a fall in investment. Firms are also being affected by negative corporate net
interest income and the support from backlogs continues to wane.® The
Commission’s survey on limits to the production of capital goods in the fourth quarter
confirmed weakening demand along with increasingly fewer impediments caused by
shortages of equipment and capacity. The latter is in line with a decline in capacity
utilisation in the wider economy, suggesting little need for investment to extend
production capacity in the near term. Nevertheless, investment is expected to
gradually recover in 2024 and beyond as demand picks up again, uncertainty
recedes and as the current dampening effect of monetary policy tightening and
adverse credit supply conditions fades over the medium term. In addition, the
implementation of the Next Generation EU programme should crowd in private
investment.

4 The subdued outlook for private consumption may also reflect consumers’ pessimistic assessment of
recent developments in real income. See the box entitled “A primer on measuring household income” in
this issue of the Economic Bulletin.

5 See the box entitled “Net interest income of households and firms” in this issue of the Economic
Bulletin.
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Chart 8
Real investment dynamics and survey data

a) Business investment b) Housing investment
(quarter-on-quarter percentage changes; percentage balances and (quarter-on-quarter percentage changes; percentage balances
diffusion indices) and diffusion index)
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Sources: Eurostat, European Commission, S&P Global Market Intelligence and ECB calculations.

Notes: Lines indicate monthly developments, while bars refer to quarterly data. The PMIs are expressed in terms of the deviation from
50. In panel a), business investment is measured by non-construction investment excluding intangibles in Ireland. The lines refer to
responses from the capital goods sector, with confidence taken from the European Commission survey. In panel b), the lines refer to
the building construction sector. “Activity trend” refers to the trend in activity compared with the preceding three months, as measured
by the European Commission survey. The latest observations are for the third quarter of 2023 for business and housing investment
and November 2023 for all other items.

Housing investment fell again in the third quarter of 2023 and is likely to fall
further in the near future. Housing investment decreased by 0.6% quarter on
quarter in the third quarter of 2023, following a decline of 1.5% in the second quarter
(Chart 8, panel b). Short-term indicators point to a further decline in the fourth
quarter. In October and November the European Commission’s indicator of building
construction activity in the past three months fell below its average for the third
quarter, and the PMI for housing output remained well below the no-growth threshold
of 50. Housing sentiment, as measured by the Commission’s quarterly survey of
households’ short-term intentions to renovate, buy or build a house, has also fallen
slightly in the fourth quarter of 2023. Similarly, according to the CES, households’
perceptions of housing as a good investment declined in October. The weak short-
term outlook for housing investment is consistent with the generally significant
downward trend in residential building permits and is caused by the considerable
tightening of financial conditions which is weighing on housing demand. Household
borrowing for housing loans was once again muted in October, suggesting that a
recovery in housing demand is not yet in sight.

Export growth remained subdued in the third quarter of 2023, reflecting weak
global demand, the lagged impact of the appreciation of the euro and high
energy prices. The third quarter once again saw negative quarterly growth in export
volumes as weak global trade dampened foreign demand for euro area goods. In
addition, the lagged impact of the trade-weighted appreciation of the euro since late
2022 has weakened euro area competitiveness, and high energy prices further
contributed to export weakness, especially in energy-intensive sectors. The
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contraction in imports of goods in the third quarter was consistent with the weakness
in domestic demand and shrinking inventories. As a result, the contribution of net
trade to GDP growth was marginally positive in the third quarter. Looking ahead,
survey-based indicators point to continued near-term weakness in euro area exports
as new export orders for both manufactured goods and services remain in
contractionary territory.

Beyond the near term euro area activity is expected gradually to recover,
supported by increases in real incomes, the waning drag from adverse
financing conditions and improvements in foreign demand. Barring further
shocks, GDP growth is expected to gradually strengthen as consumption is
increasingly supported by receding inflationary pressures and resilient labour income
growth, on the back of continued strong wage growth. Furthermore, the dampening
effects of recent adverse financing conditions on investment will fade, and
improvements in foreign demand should support a recovery of euro area export
growth.

The December 2023 Eurosystem staff projections for the euro area foresee
annual real GDP growth slowing to 0.6% in 2023, before picking up to 0.8% in
2024, before rising to 1.5% in 2025 and 2026. Compared with the September 2023
ECB staff projections, the outlook for GDP growth has been revised down slightly for
2023 and 2024, but it is unrevised for 2025.

6 See “Eurosystem staff macroeconomic projections for the euro area, December 2023”".
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Prices and costs

Euro area headline inflation stood at 2.4% in November 2023, down from 2.9% in
October, but is likely to pick up again temporarily in the near term on account of
upward base effects from energy prices. Inflation excluding energy and food dropped
to 3.6% in November, and all indicators of underlying inflation continued to decline in
October. However, domestic price pressures remained elevated, primarily owing to
strong growth in unit labour costs. Most measures of longer-term inflation
expectations stand at around 2%, with some market-based indicators of inflation
compensation dropping from elevated levels, mainly on account of lower inflation risk
premia. The December 2023 Eurosystem staff macroeconomic projections for the
euro area foresee that headline inflation will decline gradually, averaging 2.7% in
2024, 2.1% in 2025 and 1.9% in 2026.

According to Eurostat’s flash estimate, HICP inflation fell further to 2.4% in
November, down from 2.9% in October (Chart 9).” This decline resulted from
lower inflation rates for all main subcomponents, namely energy, food, non-energy
industrial goods (NEIG