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This briefing paper provides a summary of key monetary policy developments and decisions taken by the ECB’s
Governing Council.

1. Keydevelopments

Current inflation dynamics Figure 1: Contributions to HICP inflation in euro area,
According to latest estimate by Eurostat, Percentagepoints
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https://ec.europa.eu/eurostat/web/products-euro-indicators/w/2-17072024-ap#:%7E:text=The%20euro%20area%20annual%20inflation,down%20from%202.7%25%20in%20May.
https://ec.europa.eu/eurostat/databrowser/view/PRC_HICP_MANR__custom_118059/bookmark/table?lang=en&bookmarkId=45a0a8c6-966f-43c6-9d30-9edb61e4af3b

IPOL | Economic Governance and EMU Scrutiny Unit

Although some measures of underlying
inflation increased in May due to one-off
factors, most measures either stabilised or

Figure 2: Underlying measuresofinflation,in %
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€ HICP excl. food lohol i ion’ oti i ; ; ici
excl.food energy, alcohol jnflation’ still remains high, driven by rising
and tobacco . .
——HICP excl. unprocessed food wages that compensate for past inflation,

——HICP excl frequentout of pocke although unit labour cost growth decelerated
——Supercore in Q12024. Labour cost growth will stay high in

the near term due to incremental wage
adjustments and one-off payments. Moreover,
in Q1 2024 decline of profits have helped
counteract the inflation caused by higher unit
labour costs, and this trend should continue in
the near term. Among euro area countries, the
trend of inflation convergence toward the ECB’s
2% target is increasing, with some countries
(e.g. IE, IT, LV, LT, S|, Fl) even falling below the
target.
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Note: Frequent-out-of pocket purchases represent purchases made by
consumers at leastonce a month, these are transactions that are paid
for directly and actively; supercore includes only those items from the

HICP inflation measure, excluding energy and food that are considered Figure 2 preéentS. an .OverVIeW of underlying
sensitive to economic slack, as indicated by the output gap. measures of inflation in the euro area. Please

Source: EGOV elaboration based on Eurostat and ECB Data Portal. refer to the Annex for headline (Table 4) and

core (Table 5) inflation rates by Member State
in thelast 12 months.

According to the ECB, inflation is expected to fluctuate around current levels through the rest of this
year, influenced in part by energy-related base effects. In the second half of the year, it is expected to
decrease towardsthe ECBtarget due to slower growthin labour costs, theeffects of therestrictive monetary
policy, and the fading impact of prior inflationary pressures. However, there remains a possibility of
inflation exceeding expectations should wages or profits increase beyond forecasts. Additional
inflation risks include heightened geopolitical tensions, potential impacts from extreme weather events,
and ongoing climate challenges that could drive up food prices. On the other hand, inflation could
unexpectedly decrease if monetary policy effectively dampens demand.

In a recent speech, ECB president Christine Lagarde reminded that the ECB has developed a
framework that integrates forecasts with current data on underlying inflation and monetary
transmission. President Lagarde underscored that the ECB continues to grapple uncertainty on the
trajectory of inflation, especially concerning how profits, wages, and productivity interact, and the
possibility of new shocks on the supply side.

Inflation forecasts

According to the Eurosystem staff macroeconomic projections (June 2024), the ECB expects the 2%
inflation target to be reached in the fourth quarter of 20254 one quarter later than the previous
forecast suggested. Headline inflation forecastsfor 2024 and 2025 have been revised up by 0.2 percentage
points (p.p.) mainly due to higher energy (commodity) prices and upward revisionin core inflation. For 2025,
food inflation is also expected to contribute to higher inflation, reflecting higher energy prices and labour
costs. Coreinflation has been slightly revised up mainly due to data surprises, in particular in services. The
June projections are broadly in line with most recent inflation forecasts by otherinstitutions (see Table 1).

'Domestic inflation includes goods and services intended for local consumption with minimal dependence on imports.
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The latest macroeconomic projections include a number of sensitivity and scenario analyses. The
alternative energy price path analysis suggests possible significant impactson inflation, with upside risks to
technical assumptions of the June projections on both oil and gas prices. The projections also include a
specific scenario analysison economic developments in China.

Table 1: Comparison of recent euroarea headline andcoreinflation forecasts

sowee | oo | s | oo

Headline 2.5% 2.2% 1.9%
ECB, 10.2p.p. 10.2p.p. =
June 2024
Revision from Mar-24 Core? 2.8% 2.2% 2.0%
10.2p.p. 10.1p.p. /
I Headli | 2.5% | 2.1% |
European Commission, eadline 10.2p.p. 10.1p.p.
May 2024
Revision from Feb-24 Core* 2.7% 2.1%
10.4p.p. 10.4p.p.
I | |
(v) 0,
Headline 3% 2.2%
OECD, 10.3p.p. B
T —_ 2.6% 2.1%
= 10.1p.p.

Sources: Eurosystem staff macroeconomic projections June 2024, European Commission Spring 2024 forecast, OECD Economic Outlook
May 2024.

Inflation expectations

The latest Survey of Professional Forecasters (SPF) for the second quarter of 2024 shows unchanged
expectations on headline and core inflation across all horizons. As shown in Figure 4 (left side), survey
respondentsare forecastinginflation to reach 2.4%in 2024 and 2% in 2025 and 2026.

Figure 3: SPF inflation forecasts, in %
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Source: EGOV elaboration based on ECB, SPF.

2 Upside and downside scenarios suggest a slightimpact on euro area inflation (from +0.1 p.p.to -0.15 p.p.), with a more pronounced impact with
China exporting disinflation in the adverse scenario (around -0.4 p.p.in 2025 and 2026). Finally, alterative scenarios in relation to productivity and
their impact on inflation were assessed. In the optimistic scenario, the expected impact on inflation is minimal, while in the pessimistic scenario the
impact is more pronounced, with +0.1 p.p.and +0.2 p. p. deviations from baseline in 2025 and 2026, respectively. For more information see ECB
website.

3The ECB's measure of core inflation excludes all food and energy.

*The European Commission’s measure of core inflation excludes unprocessed food and energy. Variations are presented between estimates from
May 2024 and November 2023.

®HICP excluding food, energy, alcohol and tobacco.
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Core inflation (Figure 4, right side) was also unrevised for 2024 at 2.6%, while for 2025 and 2026 it is
forecasted toreach 2.1% and 2%, respectively. Measureduncertainty remains high,and the balance of risks
is to the upside and increased compared to the previous round. The main uncertainties and upside risks
relate to labour market and wage developments and geopolitical factors. On the other hand, some
respondents saw weak growth as a downside risk. Longer-term inflation expectations (five year ahead)
appear anchored at the 2%target.

The Consumer Expectations Survey (CES) for
May 2024 shows a gradual downward
revision of inflation perceptions across
horizons. Consumer inflation perceptions
continue on a downward path since 2023. For
most of 2022 and first quarter of 2023, the
forward-looking, 12-month ahead consumer
inflation expectations hovered around 5%, then
started before a short-lived increase between
July and September 2023. Since then,
consumers’ expectations have been steadily
decreasing, but stillremaining noticeably above
Source: EGOV elaboration based on ECB, CES. 2%, even in the 3-year horizon, in line with the
systematic “upward bias” observed.® For an
overview of thelast 3 CES surveys, see Figure 5.

Figure 4: CES inflation expectations, median, in %
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Monetary policy transmission: latest bank lending survey (BLS)

The ECB’s latest euro area bank lending survey (BLS) (July 2024) shows a broadly unchanged tight
level of credit standards in the second quarter of 2024. While the demand for loans from enterprises
continue to decline, for thefirst time since Q12022 the BLS reports anincrease in households’ demandfor
mortgages. The BLS assesses the tightening in credit standardsacross different categories of loans: credit to
enterprises, householdsand consumer credit.

At headlinelevel:

¢ Creditstandards forloans to enterprises tightened only marginally in the second quarter
of 2024. Thisis mostly driven by the banks' risk tolerance and shows that banks’ risk perception
is less relevantnow than duringthe hiking cycle.

¢ Credit standards to households for house purchases eased further. Net demand for
housing loans increased for thefirst time since the beginning of 2022. Though unexpected,
this is the second consecutive quarter of net easing in credit standards. The increase in the
demand for mortgages is however weaker than expected. Banksforecastdemand to continue
growing in the coming quarter. The BLS reports the first decrease in rejected application for
mortgagessince the beginningof 2021.

e Credit standards for consumer loans tightened moderately while net demand for
consumer credit also increased for the first time since 2022.Banks continue to forecast credit
standards to remain broadly unchanged in the next quarter. Should this be the case, it would
be the first quarter without any additional tightening since mid-2022. Overall, the BLS records
the lowest increase in rejected loans to consumer creditsince Q2 2022.

¢ See D'Acunto, F., Charalambakis, E., Georgarakos, D., Kenny, G., Meyer, J. and Weber, M. (2024). “Household inflation expectations: an overview of
recent insights for monetary policy”, ECB Discussion Paper No 24.
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This edition of the BLS also contained some ad hoc questionsfinding that:

e Access to funding for debt securities and money markets has improved, whereas it
deteriorated for short-term funding. For the next quarter, banks expecta deterioration across
all segments of funding.

¢ Perceived creditrisks seems to have driven amoderate tightening of credit standards for
loans to enterprise and consumer credit, as well as their terms and conditions, in thefirst
half of 2024. Banks expect furthertightening oncreditstandards for loans in H2 2024.

¢ Lending conditions for firms have tightened further in all economic sectors, though to a
varying degree, e.g. small tightening in services and manufacturing and bigin commercial real
estate. Demand for enterprise loans has declined in most sectors. Credit conditions are expected
to furthertightenin the H2 2024 despite a moderate recovery in loandemandin mostsectors.

e Thewithdrawal of excess liquidity in the first half of 2024 had only a smallimpact on bank
lending conditions. Banks expecta similarly limited impact in the second half of 2024.

The BLS also assessed how climate risks of euro area corporates and measures to tackle climate
change contributed to a tightening (easing) on credit standards for brown (green and in-transition)
firmsin the past year. This net tightening is less than expected. The recorded higher netdemandfor loans
togreenorin-transitionfirms seemsto have also benefited from theissuance of green corporatebonds for
the ECB’s monetary policy asset portfolio. Looking ahead, banks expect a slightly stronger net tightening
(easing) impact on credit standards for loans to brown (green and transition) firms in the next twelve
months.

2. Governing Council’s monetary policy decisions

Interestrates and forward guidance

In its last meeting on 18 July 2024, the Governing Council decided to keep key interest rates
unchanged. The recent incoming data largely confirms the ECB’s earlier assessment of the medium-term
inflation outlook. Theinterest rate on the deposit facility (DFR), main refinancing operations (MRO) and on
the marginallending facility (MLF) will remain unchanged at 3.75 %, 4.25% and 4.50%, respectively.

Regarding president Lagarde's comments during the press conference, there was minimal new
information. So far, the ECB appears committed to its strategy of refraining from providing forward
guidance, which aligns with the focus on data-dependency and a meeting-by-meeting approach. Lagarde
mentioned that the discussion on possible rate cuts in September remains wide open. Thus, following last
month's significant rate cut for the first time since July 2022, the ECB has offered minimal information about
the direction of future discussions, leaving market participants to speculate about another potential move
in early September.

Minutes from the June meeting reveal differing perspectives on rate cuts. It appears that analysts were
correctin predicting that the ECB's rate cut decisionin June was primarilyinfluenced by priorcommitments
and the view that a cut was feasible but not pressing. The released minutes thussuggest that last month's
rate cut does not necessarily indicate the start of a series of cuts. While most members supported the
proposalto cutinterestrates by 25 basis points (bps), giventhe expectation of reaching 2% inflationin 2026
and some room to lower rates while keeping a restrictive monetary policy stance, still some Governing
Council members disagreed. Namely, members of the Council considered therisks to the inflation outlook
as skewed to the upside, partly because of the ongoing economic recovery and heightened geopoalitical
risks since the last meeting.They argued that slightly missing the inflationtarget would be less problematic
than persistently exceeding it. They also noted that cutting interest rates was not entirely consistent with
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data-dependency, and there was a case for maintaining interest rates at their current level during June

meeting.

Overall, the future direction of the ECB monetary policy stance remains uncertain and complex as
balancing data dependency with reputational risks has become increasingly delicate. The next major debate

at the Governing Council tableis scheduled for early September.

Figure 5: ECB and Fed, actual and market-expected interest rate
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Source: EGOV elaboration based on ECB’s Survey of Monetary Analysts, June 2024,
Federal Reserve Bank of New York’s Survey of Market Participants, April/May 2024.

Notes: Dotted lines represent forecasts.

Balance sheetreduction

Figure 6: Eurosystemand Federal Reserve,balance sheetreduction
by week since July 2022
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Concerning market expectations,
the June 2024 Survey of Monetary
Analysts (SMA) suggests two
further interest rate cuts (of 25
bps each) by the end of the year.
From there, the DFR is expected to
be further cut four times in 2025,
arriving to 2.25% at end-2025,
where it is expected to remain until
theend-2027 and beyond. Figure 6
shows the expected path of the DFR
and, for comparison, the Fed’s
federal funds target range, as
projected by market participants.

The reduction of the
Eurosystem’s balance sheet is
underway and implemented
through quantitative tightening
(QT, reduction of APP and PEPP
holdings) and the repayments
under TLTRO Ill. The reduction so
far has been primarily driven by the
latter. As shownin Figure 7, TLTRO
Il repayments and the launch of
the Fed’s Bank Term Funding
Program in March are two principal
reasons why the Eurosystem’s
balance sheet has so far been
reduced relatively more than that
oftheFed.
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Asset purchase programmes

Figure 8: Eurosystem planned QT by APP programme, EUR The ECB is continuing with QT through
million a gradual unwinding of APP holdings,

by stopping reinvestments of
maturing assets and letting them “run
off” the Eurosystem’s balance sheet. In
a first phase, between March and June
2023, the run-off was limited to EUR 15
billion per month. Then, from July 2023
onwards, the limits were removed and
principal repayments are no longer
reinvested. This means that the stock of
assets held by the Eurosystem is reduced
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Source: EGOV elaboration based on ECB (APP holdings; APP redemptions). 2024 and May 2025, the monthly

expected average is EUR 28 billion, with
large variations fromEUR 11.6 billion in August 2024 to EUR 41.6 billion in March 2025. These variations are
driven by differences in monthly redemption amountsin the largest component of the APP, the public
sector purchase programme (PSPP).

In December 2023, the Governing Council decided to change the approach with the PEPP and include
itinto the QT operation. According to the previousforward guidance, PEPP reinvestmentswere supposed
to continuein fulluntil at least the end of 2024. The December 2023 decision marks a shift, asfrom July 2024,
PEPP reinvestments will be reduced by EUR 7.5 billion on average per month, and from January 2025
reinvestments will be discontinued altogether. Until then, reinvestments will continue to be conducted
flexibly across Member States.

PEPP reinvestments, therefore, will continue to act as a “first line of defence against fragmentation”,
only until the end of 2024. After that, the ECB will rely on the TPI (and Outright Monetary Transactions,
OMT, which remains part of the toolkit,as stated in the TPlannouncement)to deal with fragmentation risks.
Using the ECB'’s bi-monthly reporting, Figure 9 shows the latest (as of May 2024) deviation of PEPP public
sector holdings from the capital key, with a comparison with the previous reporting period (March 2024)
and with thelast full period before the monetary policy tightening cycle began (May 2022).

PE 760.232 7


https://www.ecb.europa.eu/press/pr/date/2022/html/ecb.pr220721%7E973e6e7273.en.html
https://www.ecb.europa.eu/mopo/pdf/APP_breakdown_history.csv?3b6d1e2bb24d7e94884b36d72ae4ebbe
https://www.ecb.europa.eu/mopo/pdf/APP_redemptions_history.csv?8a96c3ec602c05f08c779965ff986e37

IPOL | Economic Governance and EMU Scrutiny Unit

Figure 9: PEPP public sector holdings, deviation from the capital key, in %
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Notes: Croatia joined the euro area after the net purchases under the PEPP had stopped. The deviation from the capital key takes into
account PEPP cumulative net purchases of public sector securities (excluding supranational) and uses the share of paid-up capital of
Eurosystem NCBs (excluding the Croatian National Bank).

Current market expectations suggest QT continuing in parallel with interest rate cuts. Market
expectations of the future unwinding of the APP and PEPP portfolios suggest a moderate and stable

Figure 10: Market expectations for Eurosystem asset

holdings under APP and PEPP, median, EUR billion
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reduction over the next 10 years, with an
expected amount of over EUR 1 trillion on
the Eurosystem balance sheet in 2033.
Figure 10 shows expected future APP and
PEPP holdings, based on the June 2024
SMA.Respondents’ APPindications suggest
an average monthly reduction of EUR 27
billion untilthe end of 2027. Concerning the
PEPP, modest reductions of about EUR 15
billion average per month on average are
expected from 2025, when the ECB will stop
reinvestments. Unlike the APP, the ECB
currently does not publish the monthly
redemption amounts for the PEPP, making
it impossible to estimate the pace of
unwinding. The weighted average maturity
of public sector asset holdings under the
PEPP is 7.33 years.
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Targeted longer-term refinancing operations (TLTROs)

Through TLTROs, the ECB provides longer-term financing to euro area credit institutions at

favourable terms, with incentives to encourage lending to the real economy’. With the steep and
successiveincreases in the deposit facility rate, i.e. the rate that banks receive for overnightdeposits at the

ECB, that started in July 2022, the existing TLTRO lll conditions became no longer tenable.

In October 2022, the Governing Council decided to update the TLTROs lll conditions to complement
the current tightening environment. From 23 November 2022 and until the operations maturity or the
early repayment, the interest rate should be indexed to the average applicable key ECB interest rates over
this period, thus incentivising banks to repay early. Three additional early repayment dates were made
available.

The TLTRO Ill repayments have contributed most significantly to the reduction of the Eurosystem’s
balance sheet, with more than EUR 2.26 trillion repaid by euro area banks. Since the Governing
Council’'s October 2022 decision, banks made voluntary early repayments amounting to more than EUR 1.1
trillion. The largest tranche of TLTROs (TLTRO lll.4) of EUR 477 billion matured on 28 June 2023. As of July
2024, the outstanding amount underTLTRO lllis EUR 76 billion, with the remaining two operations maturing
in September and December 2024 (Table 2). The Governing Council maintains that that it will continue
assessing how this contributes to its monetary policy stance.

Table 2: Overview of TLTRO llloutstanding amounts, EUR billion

TLTRO 1l . Alloted |Outstanding
. Maturity date
operation amount amount

1 28-Sep-2022 3.40 0.00
2 21-Dec-2022 97.72 0.00
3 29-Mar-2023 114.98 0.00
4 28-Jun-2023 1308.40 0.00
B 27-Sep-2023 174.46 0.00
6 20-Dec-2023 50.41 0.00
7 27-Mar-2024 330.50 0.00
8 26-Jun-2024 109.83 0.00
9 25-Sep-2024 97.57 42.24
10 18-Dec-2024 51.97 34.21

TOTAL 2,339.24 76.45

Notes: Figures may not add up due to rounding. Source: EGOV elaboration based on ECB, open market operations.

3. Monetary policy in other jurisdictions

United States

Throughout the four meetings held so farin 2024, the Federal Open Market Committee (FOMC) of the

US Federal Reserve (Fed) has kept its target range for the federal funds rate between 5.25% and 5.5%.
The decision was unanimous. This target was first set in July 2023 and confirmed since then, representing
the highestlevelin USinterestratesin 23 years.

Recent signals of cooling of the labour market and an easing of price pressures are now pushing
expectations of a cut in interest rates during the upcoming meeting. While a cut seems unlikely to take

7 The TLTRO Ill programme started in September 2019 with 10 quarterly operations having a maturity of three years. Initial conditions applicable
under TLTRO Il were eased on several occasions: in September 2019, and then in response to the COVID-19 pandemic in March, April and
December 2020. Banks achieving certain lending benchmarks could benefit from interest rates as low as -1%.
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place in the FOMCmeeting of 30 and 31 July, market participants are confident it might happenduring the
17-18 September meeting.

In early July, the Chair of the Fed, Jerome Powell, indicated that “considerable progress” had been
made in the fight against inflation and that the US labour marketis showing signals of cooling. In this
respect, it is important for the Fed to avoid restraining the economy excessively by keeping interest rates
too high but reiterated that “more good data” would be needed before lowering the general interest rate
level, reiterating the adoption of a “meeting by meeting” approach.

Recent data from the US Bureau of Labour Statistics show an increase in the unemployment rate in
June to 4.1% from 4% in May, despite expectations that it would have remained unchanged. This s a
level that was last recorded in November 2021. This slight increase in the unemployment rate was
accompanied by a slowdown in jobs growth. The data are particularly relevant as the minutes of the June
FOMC meeting suggest that the Fed is particularly focused on later labour market developments,
suggesting thatthe materialisation of downside risks could prompt action on the interestrate levels.

In June 2024, the headline inflation, as measured by the Consumer Price Index for All Urban
Consumers (CPI-U), has fallen more than expected to 3.0% from 3.3% in May 2024. This is the third
consecutive month in which inflation has slowed down (on an annual basis)and it is the first time since June
2023 that inflation reached the level of 3.0%. In June, headline inflation fell by 0.1% on a monthly basis, in
spite of expectations ofan increase. For thefirst time since 2020, the Bureau of Labour Statistics recorded a
fallin monthly consumer prices basis. Core CPlinstead rose by 3.3%in June, though less thanthe expected
3.4%.

While these data seem to point to a likely cut in the target range for the federal funds rate by the end
of September, political headwinds might however constrain the actions of the Fed. In what could be
seen as an interference with the Fed’s independence, former US President and frontrunner for the
Republican Party for the presidential elections Donald Trump has in fact warned Powell not to cut interest
rates before the vote in November. The September meetingof the Fed would in fact be the last one before
thevoteon 5 November.

United Kingdom

In 2024, the Monetary Policy Committee (MPC) of Bank of England (BoE) held its Bank Rate at the level
of 5.25%. This is the highest level in 16 years and was originally set in August 2023. In the latest MPC
meeting of 20 June 2024, Members voted by a majority of 7to 2 to keep the policy rate at5.25% in what was
called a “finely balanced” decision.This seems to be paving the way for potential cuts in the future, though
it remains uncertainwhetherthe MPC will decide to lower rates already at its next meeting on 1 August. The
decision came despite headline inflation, as measured by the Consumer Price Index (CPI) reached its 2%
targetin May 2024 for the first time since July 2021.

The latest figures from the Office of National Statistics indicate that CPI headline inflation in June
2024 remained at the 2% target unchanged from May 2024.This remains slightlyabove the 1.9% forecast
of market analysts, thusmaking it harder to foresee a cutininterest ratesin August.The MPC has indicated
that it is getting closer to lower rates but uncertainty remains on underlying price pressures. Services
inflation remains higher than expected and steady at 5.7% in June 2024. It was expected to fall to 5.6%. The
chief economist of the BoE, Huw Pill, suggested that while the bank has made “substantial progress”, key
drivers of UK inflation were displaying “uncomfortable strength”. Figures on the UK economy show a
potential overheating with growth figures above expectations. This might further compound challenges for
the MPCto lower rates in August. Already before the June meeting, the BoE had forecasted that CPlinflation
could furtherrise later in the year sitting at 2.6% by the end of 2024.

10 PE760.232


https://www.federalreserve.gov/newsevents/testimony/powell20240709a.htm
https://www.bls.gov/charts/employment-situation/civilian-unemployment-rate.htm
https://www.federalreserve.gov/monetarypolicy/files/fomcminutes20230614.pdf
https://www.federalreserve.gov/monetarypolicy/files/fomcminutes20230614.pdf
https://www.bls.gov/news.release/cpi.nr0.htm
https://www.bloomberg.com/features/2024-trump-interview/
https://www.bankofengland.co.uk/monetary-policy-summary-and-minutes/2024/june-2024
https://www.bankofengland.co.uk/monetary-policy-summary-and-minutes/2024/june-2024
https://www.ons.gov.uk/economy/inflationandpriceindices/bulletins/consumerpriceinflation/june2024
https://www.bankofengland.co.uk/speech/2024/july/huw-pill-speech-at-asia-house

Euro area monetary policy: quarterly overview, February 2024

4. Fiscal challenges for monetary policy

In the latest edition of its bi-annual Financial Stability Review (May 2024 FSR)?, the ECB focuses on the
relation between financial stability and fiscal policy, which can have notable implicationsfor the conduct of
monetary policy, e.g. putting upward pressureon inflation or restraining the room for a Transmission Policy
Instrument (TPI) intervention. Failing to bring publicfinancesto sustainable levels could, on the one hand,
drive inflationary pressure upward and challenge the actions of the central bank and, on the other,
bring back fragmentation on sovereign debt markets. This would challenge the effective transmission
of the monetary policy stance. Fora furtherdiscussion, pleasesee Box 1.

The FSR highlights that fiscal vulnerabilities remain in case of unexpected lower growth levels and
warns of risks of fiscal slippages as debt is rolled over at higher interest rates. Therisk of fiscal slippage,
the ECB warns, is further increased by the electoralagendaof 2024 and 2025 as well as by uncertainties on
how the new EU budgetary framework will be implemented, potentially leading to repricing of sovereign
debt. While interest costs are set to rise across the board, this becomes particularly pressing for those
countries with higher short-term refinancing needs. Overall, the ECB notes that some Member States have
missed targetsin 2023 and that the overall weak productivity matched by high debtand deficit levels could
further push risk premia on the grounds of concernsfor higher sovereignrisk, with adverse macro-financial
stability surprises.

Box 1: Monetary policy and the new economic governance framework

The revision to the Stabilityand Growth Pactenteredinto force at the end of April 2024 and brought forward
a number of changes to promote a country-specific approach forfiscal consolidation (where needed). The reform
requires Member States to present multi-annual fiscal plans detailing how to achieve reduction of public debtand
deficit ratios as well as commitment to potential reforms and investments necessary to extend the period over
which the fiscal adjustment takes place.

The ECB seems to be supporting fiscal consolidation efforts as this would contribute to price stability by
reinforcing the transmission of monetary policy and prevent theriskof fiscal dominance in presence of high
debt levels. The objectives of the new governance framework could therefore contribute to safeguarding ECB's
independence.The incentive for structural reforms embedded in the framework could raise the growth potential,
reducing longer-term inflationary pressures. Nevertheless, fiscal consolidation efforts might clash with the need to
investin key EU priorities forcing the ECB to balance its price stability mandate with broader economic concerns.

The reform also sought to strengthen the applicability of the excessive deficit procedure (EDP). As 7 Member
States are likely to become subjectto an EDP to rein in excessive deficit levels, this could restrict the scope for the
ECB to temporarily intervene in sovereign debt markets through the potential activation of the Transmission
Protection Instrument (TPI). The TPl was announced as a tool to prevent self-fulfilling debt spirals and address
potential fragmentation in the euro area due to market speculation. Among its eligibility criteria, the ECB indicated
compliance with the EU economic governance framework, including “not being subject an excessive deficit
procedure”. While the ECB suggested that the activation of the TPl would be based on a holistic assessment of its
criteria, itremains uncertain whether the absence of an EDP is a critical precondition for ECB action.

The FSR also displays some scepticism on recent decline of public debt ratios in the euro area from
the peaks of the COVID-19 pandemic. The ECB indicates thatthis is mostly driven by a recoveryin nominal
GDP that has “more than offset the impact of higher debt service costs on debt levels”. Yet, in the new
macroeconomic environment, with “little changes expected to structural primary balances” and weaker
income growth expected, the fall in debt ratios is taking place at slower paces, implying higher debt levels
in the short/medium term in most countries relative to the pre-pandemic period. Structural concerns on

8The ECB publishes the FSR twice a yearin May and November.
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growth and productivity in the euro area also compound the vulnerability of public finances to future
shocks, furtherthreatening the financial stability outlook.

Beyond sovereigns, the FSR notes that households and firms are exposed to rising debt servicing as
previously contracted low interest rate debt is repricing at higher rates. In turns, this increases their
vulnerabilities and further restrain the capabilities to service their debt. This especially threatens largerreal
estate firms and lower income households that might find it harder to repay their debts. The
materialisation of risks to economic growth, including geopolitical risks, could lead could lead to
disorderly adjustments in financial markets, increased debt servicing challenges and worsening asset
quality of euro area banks. While so far banks display strong liquidity positions, including despite a
repayment of over 90% of funds borrowed under TLTROs, profitability margins might be impacted in the
longterm.

The reaction of financial markets to the French election

. The unexpectedly announced French elections in early
Figure 11: French government 10-year ) R R
bond yields, in % June, brought fresh uncertainty to the financial markets,
prompting investors to pivot their focus towards debt
management (Figure 11). The turmoil, which resulted in the
largest weekly increase on record in the spread between

French and German 10-year bond yields (83 bps) and a USD

4,00

3,50

300 / 200 billion declinein the value of French stocks, was viewed as
manageable by (some) policymakers. Yields on 10-year French
250 government bondsrose by as much as 10 bps to 3.2%, an

unprecedented level since the 2012 euro area sovereign debt
crisis. The market response has evenextended beyond France,
150 widening the spreads in other euro area countries like Italy.
ECB officials, according to Bloomberg, atthe time perceived no
urgent need to take over the recent market turbulence
affecting France.
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Source: ECB Data Portal.
Notes: Last observation is June 2024. Monthlydata. ~ While market conditions have now stabilised, concerns

about French debt sustainability persist post-elections,
keeping the threat of a sovereign debt crisis on the horizon. Investors remain cautious about the
potential market impact, warning of possible volatility in coming months, although they believe the worst-
casescenariois behind France.Investors are likely to demand higher interest rates on French government
borrowing for years due to ongoing fiscal challenges. France's deficit exceeds the 3% of GDP Treaty limit
and is expected to remain wellabove the threshold until 2027.
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ANNEXES

Table 3: Headline HICP inflation rates by euro area Member State, %
Jul-23 | Aug-23 | Sep-23 | Oct-23 | Nov-23 | Dec-23 | Jan-24 | Feb-24 | Mar-24 | Apr-24 | May-24 | Jun-24

I I BE 1,7 24 0,7 =1,7 -0,8 0,5 1,5 3,6 38 49 49 54
B o 6,5 6,4 43 3,0 2,3 38 3,1 2,7 2,3 24 2,8 2,5
. e 6,2 43 39 5,0 4,1 43 5,0 44 4,1 3,1 3,1 2,8
BNE 4,6 4,9 5,0 3,6 2,5 3,2 2,7 23 1.7 1,6 2,0 1,5
E EL 3,5 3,5 24 38 2,9 3,7 3,2 3,1 34 3,2 24 2,5
E ES 2,1 24 33 3,5 33 33 3,5 2,9 33 34 3,8 3,6
l FR 51 57 57 4,5 39 4,1 34 3,2 24 24 2,6 2,5
e HR 74 6,7 55 54 4.8 4.8 49 4,7 43 35
I I IT 6,3 55 56 1,8 0,6 0,5 0,9 0,8 1,2 0,9 0,8 0,9

= CY 24 3,1 43 3,6 24 1,9 2,1 2,1 1,6 2,1 3,0 3,0
LV 6,6 5,6 3,6 2,3 1.1 0,9 1.1 0,6 1,0 1.1 0,0 1,5
LT 7,2 6,4 4,1 3,1 2,3 1,6 1.1 1.1 0,4 0,4 0,9 1,0
= LU 2,0 3,5 34 2,1 2,1 3,2 3,0 3,2 3,2 3,0 3,2 2,8
_ . MT 56 50 49 4,2 39 3,7 3,7 3,0 2,7 24 23 2,2
E NL 53 34 -0,3 -1,0 1,4 1,0 3,1 2,7 3,1 2,6 2,7 34
r— AT 7,0 7,5 58 49 49 57 43 4,0 4,1 34 33 3,1

3 PT 4,3 53 48 3,2 2,2 1,9 2,5 2,3 2,6 2,3 38 3,1
. S 57 6,1 7,1 6,6 4,5 3,8 34 34 34 3,0 2,5 1,6
E_ 7,8 6,9 6,6 44 38 2,7 24 2,6 24
+ FI 4,2 3,1 3,0 24 0,7 13 1.1 1.1 0,6 0,6 0,4 0,5
- EA 53 5,2 4,3 2,9 24 2,9 2,8 2,6 24 24 2,6 2,5

Source: ECB Data Portal.
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Table 4: Core (excl. energy and food) HICP inflation rates by euro area Member State, %

Jul-23

Aug-23

Sep-23

Oct-23

Nov-23

Dec-23

Jan-24

Feb-24 | Mar-24

Apr-24 | May-24

= LU 43 39 3.8 39 3.6 38 3,6 33 3,4 24 2,5 31
; . MT 50 41 4,2 3,6 3,2 2,7 2,5 24 2,2 1,8 1,9 2,2
E NL 7,2 7,0 5,1 47 39 33 34 2,8 3.1 2,3 2,5 34
|z AT 7,6 74 6,9 6,1 6,0 59 53 50 48 4,1 4,0 37
n PT 5,8 6,2 5,1 47 3.7 33 29 2,6 3,2 24 3,5 2,7
N S 7,3 6,9 6,6 59 51 44 3,9 4,2 4,0 33 3,0 24
E_ 7,7 7,1 6,8 54 4,8 3,9 3,6 3,7 3,5
+ FI 4,5 37 3,6 3,6 2,7 2,7 29 2,7 2,1 1,7 1,5 1,8
- EA 5,5 53 4,5 4,2 3,6 3,4 3,3 3,1 2,9 2,7 2,9 2,8
Source: ECB Data Portal.
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Euro area monetary policy: quarterly overview, November 2023

Table 5: Composite cost of borrowing, households for house purchase, %

Jun-23 | Jul-23 | Aug-23 | Sep-23 | Oct-23 | Nov-23 | Dec-23 | Jan-24 | Feb-24 | Mar-24 | Apr-24 | May-24

Source: ECB Data Portal.
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Table 6: Composite cost of borrowing, non-financial corporations, %

Jun-23 Jul-23 | Aug-23 | Sep-23 | Oct-23 | Nov-23 | Dec-23 | Jan-24 | Feb-24 | Mar-24 | Apr-24 | May-24

4.8

Source: ECB Data Portal.
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