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1. Review of financial, economic and monetary developments and policy options

Financial market developments

Mr Cceuré reviewed the latest financial market developments. In the first few weeks of 2019 volatility had
remained elevated across different market segments, in particular in equity and commaodity markets. Brent oil
prices had declined further after the Governing Council's previous monetary policy meeting on 12-
13 December 2018 but had since recovered. The volatility in oil prices was evidence of the heightened
geopolitical uncertainty and its impact on oil supply, as well as concerns about the global growth outlook and

its impact on oil demand.

Volatility had also increased recently in some foreign exchange markets. In particular, following the rejection by
the British Parliament of the EU Withdrawal Agreement, the pound sterling had appreciated markedly against
both the euro and the US dollar. By contrast, volatility in emerging market currencies had come down from the
elevated levels observed in 2018.

As regards global bond market developments, yields had fallen measurably. Since the beginning of
October 2018 the yields on ten-year US Treasuries had fallen from around 3.2% to 2.75%, while ten-year
German government bond yields had fallen from around 0.60% to around 0.25%. The spread between the two
had thus narrowed, returning to the levels that had been observed over most of the summer of 2018.

A decomposition of euro area and US ten-year overnight index swap rates into the inflation and the real
components suggested that two countervailing factors had been driving yields over this period on both sides of
the Atlantic. First, the rise in real yields that had emerged in late summer had persisted and likely reflected a
rise in the real term premium. Second, there had been a fall in the inflation component, which had offset the
impact from the rise in real yields. A comparison between survey and market-based expectations for long-term
inflation suggested that the fall in the inflation component may have predominantly reflected a fall in the
inflation risk premium. It would hence be premature to conclude that market participants had materially
reappraised their medium-term inflation expectations.

Spreads of higher-yielding euro area sovereign bonds versus German bonds had broadly stabilised in recent
weeks. Ten-year sovereign bond spreads for Italy, Spain and Portugal against Germany had either been
stable or had fallen since early October 2018.

For the euro area, the forward money market curve was notably flatter than in October 2018, suggesting that
expectations of a first ECB deposit facility rate increase had shifted from September 2019 to April 2020.
Revisions to survey expectations had been more moderate and saw this occurring in the fourth quarter of
20109.

Looking at equities, overall valuation losses in the euro area were of the same order as in the United States,
amounting to some 8-9% since early October 2018. A model-based analysis showed that euro area equity
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price movements had also reflected lower earnings expectations, whereas in the United States they had, by

and large, been due to an increase in the equity risk premium.

Global corporate bond markets had experienced some broad-based repricing. Spreads of US high-yield bonds
had increased by around 120 basis points since early October 2018. In the euro area, the repricing had been
less pronounced, but spreads of high-yield bonds had nevertheless risen by around 90 basis points. Spreads

of euro area investment-grade corporate bonds had also increased measurably over this period.

Finally, turning to year-end developments in the euro area repo market, more orderly conditions had been
observed than in previous years. The smooth year-end had likely reflected better preparations by market
participants.

The global environment and economic and monetary developments in the euro area

Mr Praet reviewed the global environment and recent economic and monetary developments in the euro area.

Regarding the external environment, the global growth and trade momentum was slowing further. In particular,
the global composite output Purchasing Managers’ Index (PMI) had decreased in the fourth quarter of 2018
compared with the third quarter, on the back of a weaker manufacturing sector component, while the services
sector component had remained broadly unchanged. Trade indicators had also weakened towards the end of
2018, possibly reflecting growth headwinds as well as elevated policy uncertainty regarding US-China trade

relations.

Annual consumer price inflation in the OECD area had slowed to 2.7% in November, largely driven by lower
energy price inflation. Inflation excluding food and energy had decreased marginally, to 2.2%. At the same
time, wage dynamics had showed some stabilisation, with compensation per employee growing at a rate close
to 3% in the first three quarters of 2018. Brent crude oil prices had increased by around 3% since the
December monetary policy meeting. Over the same period, food prices had increased by 4%, while metal
prices had declined by 2%. The euro exchange rate had remained broadly stable, both in nominal effective

terms and in bilateral terms against the US dollar.

Turning to the euro area, incoming data had generally surprised on the downside and the near-term growth
momentum would likely be weaker than previously anticipated. The headline manufacturing PMI for the euro
area for December had stood at 51.1, down from 52.7 in November. The latest PMI survey data had pointed to
a further slowing of the growth momentum, in particular in more cyclically sensitive industries, such as capital
and intermediate goods. At the same time, domestic demand was being supported by favourable financing
conditions and labour market dynamics, rising wages and lower energy prices. In particular, private
consumption could be expected to remain resilient.

Employment had increased by 0.2%, quarter on quarter, in the third quarter of 2018, down from 0.4% in the
previous two quarters. The unemployment rate had fallen further in November to 7.9%, thereby reaching its
lowest level since October 2008. Survey indicators had signalled weaker but still positive employment growth
in the coming quarters. In particular, the PMI employment indicator had weakened notably since the summer,
but remained in expansionary territory, standing at 53.4 in December.
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Extra-euro area exports were expected to remain subdued on account of weakening foreign demand growth.
Growth in euro area goods exports had declined in the third quarter of 2018, by 0.4% in quarter-on-quarter
terms. The decline in the third quarter could be attributed to a drop in capital goods exports, and in particular in
motor vehicles. The latest trade data for October and November, together with the latest survey indicators with
leading properties, consistently pointed to a further deterioration in the euro area trade outlook in the fourth
quarter of 2018.

Turning to price developments, according to Eurostat’s flash estimate, euro area annual HICP inflation had
stood at 1.6% in December, down from 1.9% in November, while HICP inflation excluding food and energy
had remained unchanged at 1.0%. The decrease in HICP inflation had mainly reflected lower energy price
inflation. Overall, the December data had turned out weaker than expected, driven by energy and services
price inflation. Meanwhile, measures of underlying inflation had continued to move sideways. Domestic cost
pressures had increased, but had yet to translate into consumer price inflation. Along the supply chain, import
and producer price inflation for both goods and services were rising. The upward cost pressure stemming from
labour costs had intensified in the third quarter of 2018, with unit labour cost growth increasing to 2.2%, from
1.6% in the second quarter.

The results from the ECB Survey of Professional Forecasters for the first quarter of 2019 had pointed to
average inflation expectations of 1.5% for 2019, 1.6% for 2020 and 1.7% for 2021. Compared with the
previous survey for the fourth quarter of 2018, this represented downward revisions of 0.2 percentage point for
2019 and 0.1 percentage point for 2020. This implied a weaker profile than in the December 2018 Eurosystem
staff projections, which could largely be accounted for by different oil price assumptions. Market-based inflation
expectations had also been revised down somewhat, with the five-year forward break-even inflation rate five
years ahead standing at 1.54%.

Financial conditions had tightened somewhat in recent months in the context of heightened market volatility,
while being broadly unchanged compared with the December meeting. Overall, credit conditions remained
favourable. Compared with the situation at the time of the December meeting, euro area non-financial equities
had rebounded somewhat, although earnings expectations had been revised down. The expected timing of a
first ECB policy rate increase had shifted out further.

Turning to money and credit developments, broad money (M3) growth had moderated slightly further to 3.7%
in November. Money creation was increasingly driven by credit to the private sector. The annual growth rate of
loans to the private sector had stabilised in recent months, standing at 3.3% in November 2018, after
strengthening since early 2014. At the same time, euro area banks’ composite funding costs had been
increasing somewhat in recent months, mainly owing to increases in bank bond yields, and bank equity prices
had declined. Meanwhile, bank lending rates remained favourable, standing only marginally above their
historical lows.

As regards fiscal policy, the euro area fiscal stance — as measured by the change in the cyclically adjusted
primary balance — was expected to be mildly expansionary in 2019 and 2020.

Monetary policy considerations and policy options
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Summing up, Mr Praet remarked that financial conditions had tightened somewhat in recent months in a
context of heightened market volatility, but remained supportive. The ECB'’s monetary policy had contributed to
dampening the impact of prevailing uncertainties on financial conditions. Credit conditions for households and
firms remained accommodative.

Incoming data on growth had continued to be weaker than expected on account of softer external demand and
country and sector-specific factors, with the near-term growth momentum likely to be weaker than previously
anticipated.

The risks surrounding the euro area growth outlook had moved to the downside, as the persistence of
uncertainties related to geopolitical factors and the threat of protectionism, vulnerabilities in emerging markets
and financial market volatility was increasingly weighing on economic sentiment.

HICP inflation had fallen in December, reflecting mainly lower energy price inflation, and was likely to decline
further over the coming months. Measures of underlying inflation remained muted, but labour cost pressures
were continuing to strengthen and were expected to pass through to underlying inflation in the period ahead.

While the ongoing economic expansion continued to support confidence in the convergence of inflation to the
ECB's inflation aim, recent developments called for thorough analysis as regards their implications for the
medium-term outlook.

Against this background, Mr Praet proposed at this stage to confirm the Governing Council's enhanced
forward guidance, which — especially under the current circumstances — had contributed to more supportive
market interest rates.

External communication should: (a) stress that incoming information had continued to be weaker than
expected, signalling a slower near-term growth momentum; (b) acknowledge that the risks surrounding the
euro area growth outlook had moved to the downside on account of the persistence of uncertainties related to
geopolitical factors and the threat of protectionism, vulnerabilities in emerging markets and financial market
volatility; (c) underline that the ongoing euro area expansion and gradually rising inflation pressures continued
to support confidence in the sustained convergence of inflation to the Governing Council’s aim; (d) emphasise
that significant monetary policy stimulus remained essential to support the further build-up of domestic price
pressures and headline inflation developments over the medium term, and that this stimulus would be
provided by the Governing Council's forward guidance on the key ECB interest rates, reinforced by the
reinvestments of the sizeable stock of acquired assets; (e) reiterate that, in any event, the Governing Council
stood ready to adjust all of its instruments, as appropriate, to ensure that inflation continued to move towards
its aim in a sustained manner.

2. Governing Council’s discussion and monetary policy decisions

Economic and monetary analyses

With regard to the economic analysis, members broadly shared the assessment of the outlook for economic

activity in the euro area provided by Mr Praet in his introduction, and they discussed the balance of risks.
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Recent data and survey results had continued to be weaker than expected, on account of softer external
demand and some country and sector-specific factors affecting domestic activity. While the impact of some of
these factors was expected to fade, incoming data suggested that the near-term growth momentum was likely
to be weaker than previously anticipated. However, no clear-cut conclusions could be drawn regarding the
implications of slower growth in the short term for the outlook for activity in the medium term, in the light of
significant uncertainty about whether the country and sector-specific factors would be transitory or longer-
lasting. In this context, it was underlined that the outlook for activity would be reassessed in more depth by the

Governing Council at its meeting in early March, when the new ECB staff projections would be available.

In considering the outlook and risks for the external environment, members noted that global growth and trade
momentum had slowed further. In particular, there were concerns among members about an increasing
impact of trade protectionism, and an escalation of trade conflicts, on the global outlook over time. It was noted
that Chinese imports at the end of 2018 had been much lower than expected, which likely reflected the
negative impact of trade tensions between the United States and China. In addition, acute risks remained
surrounding the United Kingdom'’s withdrawal from the EU. It was widely agreed that uncertainties and risks
related to geopolitical factors, the threat of protectionism, vulnerabilities in emerging markets and financial
market volatility had remained prominent and appeared to be exacting an increasing toll on the world
economy. Against this background, the downside risks to global activity and trade were seen as having
increased.

Turning to euro area activity, members observed that the recent data had been weaker than expected. Real
GDP growth had slowed from 0.4% to 0.2%, quarter on quarter, in the third quarter of 2018. Some other hard
data had also disappointed, and more recent indicators based on the latest European Commission business
surveys and purchasing managers’ surveys had declined further. Altogether, the evidence pointed to the
likelihood of growth being at or even below potential for several quarters. It also had to be acknowledged that
the carry-over effect from slower growth in the second half of 2018 would in itself entail a lower projection for
growth in 2019. However, it was emphasised that growth remained positive, and that the probability of a
recession remained low. Nonetheless, the perception was widely shared that there was elevated uncertainty at
present regarding how persistent the current soft patch would be. At the same time, it was emphasised that
the euro area economic expansion continued to be supported by fundamental factors, and in particular by
favourable financing conditions, further employment gains and rising wages, lower energy prices and the

ongoing — albeit somewhat slower — expansion in global activity.

In their exchange of views about the interpretation of incoming data, members shared information on recent
developments in their respective national economies and sought to provide an assessment of the likely
persistence of the factors behind the recent weakening in activity. The impact of new emissions testing
standards on car production and registrations was again mentioned as a dampening factor in the largest euro
area economy. However, new car registrations were rising again. The slump had lasted longer than initially
expected and, while there were signs that it might now be ending, there was uncertainty about how quickly
activity in this sector would recover. It was also pointed out that, even in the absence of shocks, growth in the
euro area would have been expected to slow — given the maturity of the business cycle — from rates above

potential towards rates closer to potential.
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Members discussed in greater detail the risks to the euro area growth outlook. It was widely felt that it was not
yet possible to judge with any confidence how persistent the present soft patch would be and to what extent
slower growth in the short term could affect the medium-term growth outlook, as some factors were temporary
or sector or country-specific. However, members concurred with the assessment provided by Mr Praet that a
stronger case could now be made for assessing the risks as having moved to the downside. In large measure,
downside risks could be attributed to risks in the external environment, such as those related to heightened
protectionism and the United Kingdom’s withdrawal from the EU, which were increasingly weighing on
sentiment in the euro area. The cumulative impact from the persistence of a wide range of risks, both external
and domestic, was emphasised, with soft data in the euro area having declined more than hard data. Concern
was expressed that the persistence of the prevailing high level of uncertainty was affecting confidence, as

reflected in further falls in business surveys, which in turn could adversely affect domestic demand.

Arguments were put forward that an assessment of risks to growth as still being broadly balanced could be
supported by lower oil prices and the stimulus from fiscal measures. Moreover, the negative impact of a shock

to global growth could also be partially offset by policy responses in various jurisdictions.

At the same time, it was underlined that the observed slowdown in euro area growth appeared to be deeper
and more broad-based than previously anticipated, affecting not only the car sector, but also other
manufacturing sectors. Negative developments had become more widespread across the euro area, and
risked affecting several components of demand. Although the slowdown appeared to be mainly due to external
factors, pass-through and spillovers in the euro area explained why domestic demand had also slowed. While
the slowdown had previously been related primarily to trade, private consumption growth had been weaker in
the third quarter of 2018 and employment growth had decelerated. It was suggested that if exports and
consumption were both weaker, this was likely to be transmitted to investment in the period ahead.
Furthermore, it was reiterated that past revisions to growth in the staff projections had essentially reflected the
incorporation of new data regarding the short term, leaving the growth path for the remainder of the projection

horizon practically unchanged.

All in all, members concurred with the view that the risks to the euro area outlook had moved to the downside
on account of the persistence of uncertainties related to geopolitical factors and the threat of protectionism,

vulnerabilities in emerging markets and financial market volatility.

With regard to price developments, there was broad agreement with the assessment presented by Mr Praet in
his introduction. According to Eurostat, euro area annual HICP inflation had declined to 1.6% in December
from 1.9% in November, mainly reflecting a decline in energy price inflation. On the basis of current futures
prices for oil, headline inflation was likely to decrease further over the coming months. Measures of underlying
inflation remained generally muted, but domestic cost pressures were continuing to strengthen and broaden
amid high levels of capacity utilisation and tightening labour markets. Looking ahead, underlying inflation was
expected to increase over the medium term, supported by the ECB’s monetary policy measures, the ongoing

economic expansion and rising wage growth.

As regards the possible implications of weaker growth for the medium-term inflation outlook, it was argued that
more information was needed for a thorough assessment. In this context, it was noted that the labour market

had so far continued to improve, with labour shortages becoming more apparent in some Member States,
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although more broadly some deceleration in employment growth had been observed. Members considered
that recent developments in wage growth continued to provide some reassurance regarding the outlook for
underlying inflation. Compensation per employee in the euro area as a whole had risen by 2.5% in the third
quarter of 2018, having increased steadily since 2016, while the pick-up in wage growth had become broader-
based across countries and sectors. It was also argued that the relatively high level of headline inflation in

2018 would continue to affect wage negotiations, which often contained a backward-looking component.

It was widely emphasised that the transmission of higher wages to consumer price inflation was a key issue for
the medium-term outlook for inflation and an important source of uncertainty regarding the inflation outlook that
was seen to require close monitoring. It was noted that while the relationship between wages and
unemployment appeared to be intact, there had so far been little response in underlying inflation measures to
improving labour market conditions. This was illustrated by the fact that over the previous five years underlying
inflation had been stable at around 1%, while unemployment had fallen from around 12% to just below 8%.
Underlying inflation had not risen even in the period when the economy was growing very quickly.

Members also discussed the behaviour of profit margins and mark-ups. It was noted that higher wage growth
had not been passed through to price inflation because firms had absorbed it by lowering profit margins, and
attention was drawn to the drop in gross operating surplus growth to practically zero in the third quarter of
2018. However, it was argued that mark-ups could not be squeezed indefinitely, and that this effect would
serve only to delay the pass-through of higher wages to consumer prices. More generally, it was underlined
that the transmission to consumer price inflation was subject to time lags, and it appeared that more time and
patience were needed. However, it was also argued that more structural or longer-lasting factors might still be
at play, for example related to changes in the competitive environment and to pressures on margins from e-

commerce.

As regards recent developments in longer-term inflation expectations, members noted that both market-based
and survey-based measures had fallen since the previous monetary policy meeting of the Governing Council.
Expectations of inflation five years ahead in the Survey of Professional Forecasters for the first quarter of 2019
had been revised down to 1.8%, from 1.9% in the fourth quarter of 2018. Market-based inflation expectations,
as measured by the five-year forward inflation-linked swap rate five years ahead, stood at 1.54%, slightly
below the level prevailing at the time of the December 2018 Governing Council meeting and at their lowest
level since June 2017. While the risk of deflation had been negligible for some time, the short-term outlook for
inflation had weakened due to lower oil prices and weak developments in domestic services prices. Concern
was expressed that there might be a risk that this renewed weakness could start to weigh on inflation

expectations if it were to persist.

Regarding fiscal policies, the Governing Council reiterated the need to rebuild fiscal buffers. This was
particularly important in countries where government debt was high and for which full adherence to the

Stability and Growth Pact was critical for safeguarding sound fiscal positions.

With regard to the monetary analysis, members widely shared the assessment provided by Mr Praet in his
introduction. The annual growth rate of broad money (M3), which had moderated somewhat in November
2018, continued to be underpinned by bank credit creation. The narrow monetary aggregate M1 remained the

main contributor to broad money growth. Reference was made to the results of the euro area bank lending
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survey for the fourth quarter of 2018, which showed that overall bank lending conditions had remained
favourable in the euro area, following an extended period of net easing, while demand for bank credit had
continued to rise. Credit standards on loans to enterprises and households had tightened slightly, mostly on
account of developments in one large euro area economy that had been subject to financial market volatility,
and bank funding costs had also edged up. Looking ahead, it was felt that some consideration should be given
to the outlook for liquidity conditions in the banking sector, as the redemptions of outstanding targeted longer-

term refinancing operations were approaching, which might give rise to “cliff effects”.

Monetary policy stance and policy considerations

With regard to the monetary policy stance, members widely shared the assessment provided by Mr Praet in
his introduction. There was broad agreement that the stance remained highly expansionary overall and that it
had contributed to dampening the impact of prevailing uncertainties on financial conditions, which remained
favourable. It was remarked that, alongside uncertainty about the external environment, uncertainty regarding
the euro area economy had risen recently — pertaining to both the growth outlook and inflation — owing to not

only lower oil prices but also the slow pass-through from wages to prices.

There was broad agreement among members that supportive financing conditions, favourable labour market
dynamics and rising wage growth continued to underpin the euro area expansion, thus supporting confidence
in the convergence of inflation to the Governing Council's aim. While measures of underlying inflation
remained muted, labour cost pressures were strengthening further and were expected to pass through to
underlying inflation in the period ahead. In this regard, it was underlined that the euro area was still
experiencing growth momentum, with labour market conditions improving and lower oil prices supporting

consumption.

Looking ahead, a key question was seen to be the extent to which the weaker growth momentum might turn
out to be more persistent than currently envisaged. More information, including the March projections, was
needed to deepen the analysis and obtain greater clarity before conclusions could be drawn about the

medium-term inflation outlook.

Against this background, all members agreed with the monetary policy considerations put forward by Mr Praet
in his introduction. This entailed confirming the enhanced forward guidance on the path of the key ECB interest
rates and on the reinvestments of acquired assets while acknowledging that the risks surrounding the euro
area growth outlook had moved to the downside on account of the persistence of uncertainties related to
geopolitical factors and the threat of protectionism. Significant monetary policy stimulus would continue to be
provided by the forward guidance on the key ECB interest rates and on the reinvestments of the sizeable stock
of acquired assets. At the same time, the Governing Council would reiterate that it stood ready to adjust all of
its instruments, as appropriate, to ensure that inflation continued to move towards the Governing Council’s

inflation aim in a sustained manner.

Members underlined that specifying the forward guidance on the Governing Council's policy instruments in
terms of both a time-based leg and a state-contingent leg had served it well. The observation was made that,

in response to the recent weaker than expected data, some easing in financial conditions had taken place
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through an outward shift in market expectations for the timing of a first rise in key ECB interest rates. This
endogenous response was viewed as being consistent with the state-based elements of the Governing
Council's forward guidance and contributed to preserving the financial conditions on which the projected
inflation convergence remained contingent. The “chained” forward guidance on the key ECB interest rates and
the reinvestments was seen as functioning as a kind of automatic stabiliser, particularly in situations when

further easing was deemed desirable in reaction to weaker than expected data.

There was wide agreement that the continued convergence of inflation to the Governing Council's aim in the

period ahead still required an ample degree of monetary accommodation.

A number of remarks were made regarding available monetary policy tools in the domain of longer-term
liquidity provision. Any potential new operations should reflect the monetary policy objectives to be achieved.
While any decisions in this respect should not be taken too hastily, the technical analyses required to prepare

policy options for future liquidity operations needed to proceed swiftly.

On communication, members widely concurred with the elements proposed by Mr Praet in his introduction.
Accordingly, it was seen as appropriate to acknowledge that the incoming data had continued to be weaker
than expected but that supportive financing conditions, favourable labour market dynamics and rising wage
growth continued to underpin the expansion and gradually rising inflation pressures in the euro area. At the
same time, it had to be recognised that the risks surrounding the euro area growth outlook had moved to the
downside on account of the persistence of uncertainties related to geopolitical factors and the threat of
protectionism, vulnerabilities in emerging markets and financial market volatility. In this regard, the need to
communicate cautiously was stressed, in order to strike the right balance between credibility in acknowledging
the weaker than expected data and conveying confidence in the adjustment towards the Governing Council's

medium-term inflation aim.

Consequently, the Governing Council would reconfirm its forward guidance on the key ECB interest rates and
on the reinvestment of the principal payments from maturing securities purchased under the asset purchase

programme.

Members agreed that monetary policy needed to remain prudent, patient and persistent and to continue to
follow a data-driven approach in the period ahead. At the current juncture, a steady hand was seen as
warranted and discussions with regard to monetary policy operations or the forward guidance were deemed

premature. At the same time, the Governing Council needed to reiterate that it was prepared to act if needed.

Monetary policy decisions and communication

Taking into account the foregoing discussion among the members, on a proposal from the President, the
Governing Council decided that the interest rate on the main refinancing operations and the interest rates on
the marginal lending facility and the deposit facility would remain unchanged at 0.00%, 0.25% and -0.40%
respectively. The Governing Council reiterated that it expected the key ECB interest rates to remain at their
present levels at least through the summer of 2019, and in any case for as long as necessary to ensure the
continued sustained convergence of inflation to levels below, but close to, 2% over the medium term.
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With regard to non-standard monetary policy measures, the Governing Council intended to continue
reinvesting, in full, the principal payments from maturing securities purchased under the asset purchase
programme for an extended period of time past the date when it started raising the key ECB interest rates, and
in any case for as long as necessary to maintain favourable liquidity conditions and an ample degree of

monetary accommodation.

The members of the Governing Council subsequently finalised the introductory statement, which the President
and the Vice-President would, as usual, deliver at the press conference following the end of the current

Governing Council meeting.

Introductory statement

https://www.ecb.europa.eu/press/pressconf/2019/html/ecb.is190124~cd3821f8f5.en.html

Press release

https://www.ecb.europa.eu/press/pr/date/2019/html/ecb.mp190124~5c00d09d5d.en.html
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Release of the next monetary policy account foreseen on Thursday, 4 April 2019.
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