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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 since the Governing Council’s previous

monetary policy meeting on 25-26 July 2018.

Heightened volatility had been observed in the currencies of some emerging market economies, especially
Argentina and Turkey, but also Brazil and South Africa. In fixed income markets, Argentina’s and Turkey’s
sovereign bond spreads had widened proportionately more than those of other emerging markets, with only

limited signs of spillovers.

In advanced economies, the euro/US dollar exchange rate had exhibited some volatility, with the euro first
falling to its lowest level in more than a year after the Governing Council’s July monetary policy meeting, only
to reverse most of this movement thereafter. From around mid-April, and increasingly since mid-June, there
had been a reduction in net long speculative positions in euro to broadly neutral levels, which might have
contributed to amplifying movements in the euro/US dollar exchange rate.

Turning to bond markets in the United States, domestic demand and monetary policy could be expected to
continue putting upward pressure on the ten-year government bond yield. At the same time, increasing global
risk and safe haven flows into US Treasuries had likely exerted downward pressure on yields, which roughly
offset the upward pressure. Similarly, global risk aversion had likely amplified the upward pressure on the US
dollar, exerted as a result of improved economic prospects and tighter monetary policy in the United States.

In the euro area bond markets, prices in the Italian sovereign bond market had been quite volatile over
the previous few weeks. Of late there had been some stabilisation, but at notably higher levels than prior
to the formation of the new Italian government. Spillovers from the Italian sovereign bond market to the
rest of the European bond markets had, however, been very limited.

In equity markets, the EURO STOXX 50 index had fallen by around 5% since the Governing Council’'s
July monetary policy meeting and was down by more than 10% from its peak in January 2018. One of the
drivers of this decline had been European banks, as evidenced by the underperformance of the EURO
STOXX Banks index. By contrast, US equity prices had increased continuously since the correction in
spring 2018, with the Standard & Poor’s 500 index presently 8% above its level at the beginning of 2018.

Finally, with regard to monetary policy expectations, the overnight indexed swap (OIS) curve had shown
various episodes of flattening after the Governing Council’s monetary policy meeting on 13-14 June 2018,
which indicated that markets expected a slower pace of rate normalisation. The expected date of a first
increase in policy rates had, however, not changed materially since 25-26 July. A first 10-basis point
increase in the ECB’s deposit facility rate was currently priced in for the fourth quarter of 2019, while
survey-based information suggested a somewhat earlier timing, which might in part reflect the presence

of negative term premia in OIS rates.
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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 economic expansion was continuing at a steady pace, at rates
close to potential but with substantial cross-country divergences. Inflation and wage dynamics had gained
some momentum. At the same time, global trade had decelerated, while protectionist threats persisted. Brent
crude oil prices had risen by 8% (in US dollar terms) since the Governing Council’s July monetary policy
meeting, and non-oil commodity prices had fallen by 2.3%. The euro had appreciated somewhat in nhominal
effective terms but had depreciated slightly against the US dollar.

Turning to the euro area, recent data indicated that the moderation in the first half of 2018 had reflected a pull-
back from very high growth in the previous quarters, mainly on account of weaker export demand. Since the
Governing Council’s July meeting, high-frequency indicators had stabilised and remained at elevated levels,
underlining the overall robustness of economic activity. Private consumption had continued to grow at a robust
pace in the second quarter of 2018, supported by the ongoing rise in labour income. Strong demand and
earnings remained supportive of business investment. Surveys showed that capacity utilisation in the capital
goods-producing sector had remained at all-time highs. At the same time, euro area trade momentum had
continued to moderate in May. This weakening in momentum reflected mainly a deceleration in extra-euro
area trade, especially with Asia, and was concentrated in the trade of intermediate goods.

These developments were also reflected in the September 2018 ECB staff macroeconomic projections for the
euro area, which projected real GDP growth at 2.0% in 2018, 1.8% in 2019 and 1.7% in 2020, with real GDP
growth revised down by 0.1 percentage point for both 2018 and 2019. The revisions were mostly attributable
to a weaker than previously expected contribution from net trade, reflecting downward revisions to foreign
demand and a stronger effective exchange rate of the euro. These effects offset the upward impact on
domestic demand stemming from lower lending rates and some fiscal stimulus. The ECB staff projections
stood at the lower end of other available forecasts for 2018 and 2019, and at the upper end of the range for
2020.

Turning to price developments, according to Eurostat’s flash estimate, annual HICP inflation was 2.0% in
August, down from 2.1% in July, with HICP inflation excluding energy and food edging down to 1.0%, from
1.1%, over the same period. Measures of underlying inflation remained muted but were on a gradually
improving path. Incoming data supported the assessment that domestic cost pressures were strengthening
and broadening. In the domestic supply chain, producer price inflation for both goods and services was
increasing, and prices of imported consumer goods were again rising. As regards wage developments, the
annual growth in compensation per employee had increased to 2.3% in the second quarter of 2018, up from

1.9% in the first quarter.

In the September ECB staff projections, headline inflation was expected to stand at 1.7% in each year of the
projection horizon, unchanged from the June Eurosystem staff projections. The stable path of annual average
inflation rates continued to mask a decline in the annual growth rate of the energy component — as the impact
of the past increases in oil prices faded — which was offset by gradually rising underlying inflation as supply
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constraints became increasingly binding. The September projections were in line with the forecasts of other
international and private sector institutions.

Market-based inflation expectations were largely unchanged since the Governing Council’s July monetary

policy meeting.

Financial conditions had tightened to some degree, while the cost of financing for non-financial corporations
(NFCs) and households remained favourable. The expected timing of a first increase in ECB policy rates was
largely unchanged. Euro area equity markets had declined since the Governing Council’s July meeting, with
earnings expectations broadly unchanged. The overall cost of financing for euro area firms had remained very
favourable by historical standards.

Turning to money and credit developments, M3 growth had moderated in July to 4.0%, partly reflecting
volatility and base effects. At the same time, the sources of money creation had continued to shift from the
asset purchase programme (APP) towards private credit. Euro area bank lending rates remained favourable
and stood close to historical lows. The composite cost of borrowing for NFCs had decreased to 1.6% in July,
while the composite rate on loans to households for house purchase had remained stable at 1.8%.

Regarding fiscal policy, the euro area fiscal stance, as measured by the change in the cyclically adjusted
primary balance, was projected to move from broadly neutral to mildly expansionary in 2019.

Monetary policy considerations and policy options

Summing up, Mr Praet concluded that, since the Governing Council’s July monetary policy meeting, financial
conditions had tightened somewhat, while borrowing conditions for households and firms remained very
favourable.

The incoming information, including the September 2018 ECB staff projections, confirmed the previous
assessment of an ongoing broad-based expansion of the euro area economy at growth rates above potential.
Growth projections for 2018 and 2019 had been revised down slightly, mainly reflecting weaker foreign
demand.

Risks to the growth outlook could still be assessed as broadly balanced. At the same time, risks relating to the
threat of protectionism, vulnerabilities in emerging markets and financial market volatility had gained more

prominence recently.

While measures of underlying inflation remained generally muted, they had been increasing from earlier lows.
Domestic cost pressures were strengthening and broadening, supported by the ongoing economic expansion,
high levels of capacity utilisation and increasing labour market tightness. The September 2018 ECB staff
projections foresaw inflation at 1.7% throughout the projection period, unrevised from the June 2018

Eurosystem staff projections.

On this basis, and in line with the anticipation expressed at the Governing Council’s June monetary policy
meeting, Mr Praet proposed, first, to reduce, as of October, the monthly pace of the net asset purchases to

€15 billion until the end of December 2018; second, to reiterate the anticipation that — subject to incoming data
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confirming the medium-term inflation outlook — the Governing Council would end its net purchases at the end
of December 2018; and, third, to reassert all remaining elements of the forward guidance pertaining to the key
ECB interest rates, including the expectation that they would 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, and the forward guidance on APP

reinvestments.

Accordingly, the external communication should: (a) emphasise that the incoming information confirmed the
ongoing broad-based expansion in the euro area; (b) stress that risks to the growth outlook could still be
assessed as broadly balanced, and acknowledge that risks relating to the threat of protectionism,
vulnerabilities in emerging markets and financial market volatility had gained more prominence recently; (c)
underline that the strength of the euro area economy supported confidence that the sustained convergence of
inflation to the Governing Council’'s aim would proceed and be maintained even after a gradual winding-down
of its net asset purchases; and (d) reiterate that significant monetary policy stimulus was still needed for a
continued and durable convergence of inflation to the Governing Council's aim and that this support would
continue to be provided by the net asset purchases until the end of the year, by the sizeable stock of acquired
assets and the associated reinvestment, and by the enhanced forward guidance on the key ECB interest
rates.

2. Governing Council’s discussion and monetary policy decisions

Economic and monetary analyses

With regard to the economic analysis, members generally shared the assessment of the outlook and risks for
economic activity in the euro area provided by Mr Praet in his introduction. Real GDP growth had moderated in
the first half of 2018, a pull-back from the strong growth in 2017 that was mainly related to weaker foreign
demand. However, the latest indicators and survey results broadly confirmed the previous assessment of an
ongoing broad-based expansion of economic activity in the euro area, at growth rates which were above
potential, as broadly reflected in the September 2018 ECB staff projections.

Considering the outlook and the risks for the external environment, members agreed that global activity
continued to expand at a steady pace. The picture of a continued economic expansion was reflected in the
September projections, which foresaw global activity excluding the euro area growing at 3.9% in 2018, before
decelerating to 3.7% in 2020, with slight downward revisions in 2018 and 2019 compared with the June
Eurosystem staff projections. At the same time, there had been some weakening in trade momentum, and
members considered that uncertainties related to global factors had become more prominent, with risks to the

external environment generally assessed to be tilted to the downside.

Members discussed in greater detail the impact of trade protectionism on the global outlook. In addition to any
direct effects arising from the imposition of tariffs, concerns were expressed about the possibility that trade

tensions could generate a more general decline in confidence throughout the global economy. At the same
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time, it was underlined that adverse confidence effects on trade and investment arising from trade tensions
had hitherto been limited and that such effects were subject to considerable uncertainty. Attention was drawn

to recent declines in global orders and export orders reported in purchasing managers’ surveys.

Members also exchanged views about the implications of recent developments in emerging market
economies. It was noted that the depreciation of these economies’ currencies had so far been relatively
contained and was primarily focused on countries that had weak fundamentals, relatively high foreign debt
levels and, in particular, exposure to the US dollar. More generally, the point was made that growth in
emerging market economies had made a sizeable positive contribution to global activity in the past decade,
and that a natural adjustment was taking place. At the same time, there were indications that the euro area
was moving away from reliance on external demand towards more domestic sources of expenditure, which

should increase its resilience.

Turning to the euro area, members generally concurred with the outlook in the September ECB staff
projections, noting that the current projections contained slight downward revisions but no significant change to
the growth outlook from the June Eurosystem staff projections. Together with the latest economic indicators
and survey results, this provided further confirmation that the ongoing economic expansion in the euro area
remained broad-based, proceeding at a pace above that of potential growth. While the pull-back in euro area
growth in the first half of the year could largely be attributed to weaker external demand, after exceptionally
strong external trade in 2017, the point was made that the moderation in annual rates of growth over the
projection horizon reflected convergence towards growth in line with potential. It was underlined that the latest
survey outcomes, including those from the European Commission and the Purchasing Managers’ Index,

remained at high levels from a historical perspective.

At the same time, some recent hard data had been less positive than soft indicators. Industrial production
figures in July, for example, were down, especially for several large euro area countries. In part this related to
lower orders from abroad, while in some cases it could be explained partly by sector-specific factors.

On the whole, the euro area economy was seen to have shown a considerable degree of domestic resilience
so far and to have become more robust in recent years, in the context of higher capacity utilisation rates and
partly as a result of significant reforms undertaken by many euro area countries since the financial crisis.
However, at the same time, caution was seen as warranted since heightened uncertainty in the global

environment might yet impact the euro area more significantly over time.

A number of points were raised regarding the latest ECB staff projections for euro area activity, which had
maintained a robust outlook, with only small revisions to the projections for growth. It was recalled that there
had now been two consecutive downward corrections to growth, with the outlook for 2018 having been revised
down from 2.4% in the March 2018 projection exercise to 2.1% and to 2.0% in the June and September
exercises respectively, largely reflecting the less favourable data on the current quarter, while quarter-on-
quarter changes in real GDP were limited. In this context, a remark was made that some of the factors behind
the revisions might not be entirely of a transitory nature. As regards the projection for euro area export growth,
it was pointed out that export market shares were assumed to remain constant over the projection horizon,
which could be considered a rather benign scenario. At the same time, it was acknowledged that a large part
of the euro’s recent appreciation was due to developments in the Turkish lira, and that the effects were
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therefore likely to be more heterogeneous across euro area countries. It was also argued that there could be
larger spillovers from weaker external demand to domestic demand. Although the effects on investment might
have been limited so far, it was not certain that this would continue to be the case.

Regarding fiscal policies, remarks were made on the likelihood of a stronger upward impact on euro area
growth from a more expansionary fiscal stance, which could be expected in several large countries. At the
same time, there was a risk that procyclical fiscal policies could have a negative effect on resilience. The point
was made that consideration should be given to the quality of public expenditure and to its impact on potential
output. More generally, the current broad-based expansion called for rebuilding fiscal buffers. At the same
time, the full and consistent implementation of the EU’s fiscal and economic governance framework over time

and across countries remained essential to bolster the resilience of the euro area economy.

Against this background, risks to the euro area growth outlook were generally assessed to have remained
broadly balanced overall, with risks relating to rising protectionism, vulnerabilities in emerging markets and
financial market volatility having gained more prominence recently. While it was remarked that a case could
also be made for characterising the risks to activity as now being tilted to the downside given the clear
prevalence of downward global risks, it was agreed that the assessment that risks were broadly balanced
should be maintained, also as the underlying strength of the economy was judged to be mitigating downside

risks to activity.

With regard to price developments, there was broad agreement with the assessment presented by Mr Praet in
his introduction. Annual euro area headline inflation had been 2.0% in August 2018, according to Eurostat’'s
flash estimate, compared with 2.1% in July. Looking ahead, on the basis of current futures prices for oil, annual
rates of headline inflation were likely to hover around the current level for the remainder of the year. While
measures of underlying inflation remained generally muted, they had been increasing from earlier lows. It was
observed that domestic cost pressures were strengthening and broadening amid high levels of capacity
utilisation and tightening labour markets, which were pushing up wage growth. Underlying inflation was

expected to pick up towards the end of the year and to increase gradually over the medium term.

Members considered that the outlook for inflation was broadly confirmed by the latest ECB staff projections.
Although the headline rate was expected to remain somewhat below 2% over the projection horizon, the
inflation outlook was assessed as remaining broadly on track. At the same time, uncertainty about the outlook
appeared to be receding. Some encouragement was also taken from recent developments in OECD inflation,
which seemed to be picking up. OECD core inflation was currently around the same level as in 2007, and the
headline level of inflation slightly above, so that global inflation was also providing support to inflation in the

euro area.

In exchanging views about recent wage developments, members noted that there had been a pick-up in wage
growth. This was evident in a range of measures, including negotiated wages, compensation per worker and
compensation per hour, especially in those countries where the business cycle was more mature. This
assessment was supported by evidence put forward for a number of individual countries. Higher wage growth
was generally seen to reflect the tightening labour market and was considered a key factor in increasing
confidence in the inflation outlook. However, it was also underlined that the transmission of higher wages to
consumer price inflation remained uncertain and subject to time lags. In this regard, it was argued that high
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rates of capacity utilisation could lead to an increase in labour productivity, which might in turn mitigate the
impact of wage growth on inflation.

Some consideration was also given to the possible adverse impact of downside risks to growth on the outlook
for inflation. In this context, members discussed the extent to which a negative supply shock arising from
protectionist measures, with positive effects on inflation, might be more than offset by a negative demand
shock, if there were sizeable confidence effects. Given the uncertainty surrounding possible trade diversion
and disruptions along global supply chains, as well as broader confidence effects, the view was expressed that
it was not clear ex ante which effects would dominate with respect to prices.

As regards recent developments in inflation expectations, members noted that longer-term market and survey-
based measures were broadly unchanged. The five-year forward inflation-linked swap rate five years ahead
had been relatively stable at around 1.7% for some time, showing little volatility. Longer-term inflation
expectations seemed on the whole to be reasonably well-anchored.

With regard to the monetary analysis, members concurred with the assessment presented by Mr Praet in his
introduction. Broad money (M3) growth had declined to 4.0% in July 2018, from 4.5% in June. Apart from
some volatility in monthly flows, M3 growth was increasingly supported by bank credit creation. The narrow
monetary aggregate M1 remained the main contributor to broad money growth.

It was noted that the recovery in the growth of loans to the private sector observed since the beginning of 2014
was proceeding. The growth of loans to NFCs and households was robust, remaining unchanged from June in
both cases. Credit creation was seen to be supported by the overall improvement in banks’ balance sheets,
which was also evidenced by the continued decline in the level of non-performing loans. Likewise, lending
rates for households and NFCs remained at very favourable levels, supporting credit flows to the private
sector.

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 that incoming information, including the September 2018 ECB staff projections, broadly
confirmed the Governing Council’s previous assessment of an ongoing broad-based expansion of the euro
area economy, at growth rates above potential, and gradually rising inflationary pressures. The underlying
strength of the euro area economy continued to support confidence in the sustained convergence of inflation
to the Governing Council’'s aim even after a gradual winding-down of net asset purchases. At the same time,
significant monetary policy stimulus was still needed to support the further build-up of domestic price pressures

and headline inflation over the medium term.

There was broad agreement among members that financial conditions remained very supportive of a
continued economic expansion and rising domestic price pressures in the euro area, although they had
tightened somewhat overall since the Governing Council’s July monetary policy meeting. In particular, equity
prices had fallen in the light of heightened geopolitical and trade tensions. Moreover, the euro’s nominal
effective exchange rate had appreciated, although this was mainly due to a weakening of a few emerging
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market economies’ currencies. It was also highlighted that — taking a somewhat longer perspective — the euro
had seen a significant appreciation of more than 10% since the beginning of 2017. At the same time, bond
yields had generally been broadly unchanged or had moved slightly lower over most of this period.

There was also broad agreement that the incoming information, despite remaining uncertainties, vindicated the
Governing Council’'s earlier assessments of progress towards a sustained adjustment in the path of inflation
carried out at the previous monetary policy meetings in June and July 2018. In particular, inflation was
projected to move along the trajectory already contained in the June 2018 Eurosystem staff projections and
could be assessed as broadly in line with the ECB’s medium-term objective. Also, while measures of
underlying inflation remained generally muted, they had been increasing from earlier lows. Comfort was drawn
from the strengthening and broadening of domestic cost pressures, which were supported by the ongoing
economic expansion, high levels of capacity utilisation and increasing labour market tightness, which was
leading to rising wages. Uncertainty around the inflation outlook was receding.

In the light of the confirmation of the medium-term inflation outlook, members agreed that the June 2018
monetary policy decisions remained appropriate and called for a reaffirmation of the prevailing policy posture.
Accordingly, all members supported the proposal made by Mr Praet in his introduction that, in line with the
anticipation expressed at the Governing Council’'s June monetary policy meeting, the monthly pace of net
asset purchases would be reduced to €15 billion from October to December 2018. It was also seen as prudent
to reiterate the Governing Council’s anticipation that — subject to incoming data confirming the medium-term
inflation outlook — net purchases would then end. This was seen to be consistent with the Governing Council’s
data-driven approach to monetary policy and fully in line with the decisions taken at the Governing Council’s
June monetary policy meeting. It was underlined that uncertainties emanating from rising protectionism,
vulnerabilities in emerging markets and financial market volatility had become more prominent recently, which
continued to call for prudence in the formulation of the monetary policy stance.

Against this background, members also agreed that a significant degree of monetary accommodation was still
necessary to ensure a durable convergence of inflation to the Governing Council’s aim. This implied that all the
other elements of the Governing Council’'s forward guidance pertaining to the path of the key ECB interest

rates and to its reinvestment policy should be reasserted.

The view was widely shared that the decisions taken by the Governing Council at its June monetary policy
meeting, regarding the anticipated phasing-out of the APP and the enhanced forward guidance, had been
absorbed smoothly by markets and had been vindicated by the subsequent evolution of data and projections.
It was highlighted that, in an environment still subject to a number of uncertainties, the current configuration of
the monetary policy stance was robust to small changes in the outlook. Ample monetary policy
accommodation remained in place, notably owing to the stock of assets on the ECB’s balance sheet and the
associated reinvestments, as well as the enhanced forward guidance on interest rates. This continued to
support a sustained convergence of inflation to levels below, but close to, 2% over the medium term, while the
Governing Council retained sufficient flexibility to respond to possible future shocks, if needed.

On communication, members widely concurred with the elements proposed by Mr Praet in his introduction. In
particular, it was seen as appropriate to maintain a steady hand in communication, in line with the decisions
and communication adopted at the Governing Council’'s June and July monetary policy meetings. Accordingly,
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it needed to be emphasised that the incoming data confirmed the ongoing broad-based expansion of the euro
area economy. It was likewise important to stress that risks surrounding the euro area growth outlook could still
be assessed as being broadly balanced, in line with earlier assessments, although it had to be acknowledged
that risks relating to the threat of protectionism, vulnerabilities in emerging markets and financial market
volatility had gained more prominence recently. Overall, however, it was important to highlight that the
conditions remained in place for inflation to move sustainably towards the Governing Council’'s medium-term

inflation aim.

In the light of still prevailing uncertainties and only gradually rising underlying inflation, there was also broad
agreement among the members that remaining patient, prudent and persistent with regard to monetary policy
was still essential. Accordingly, it needed to be recalled that, even if the net flows under the APP were coming
to an end, monetary policy would remain highly accommodative. In particular, an ample degree of monetary
accommodation would continue to be provided by the sizeable stock of acquired assets and the associated
reinvestments, as well as the Governing Council's enhanced forward guidance. Moreover, it was widely
considered prudent to restate the Governing Council’s readiness to adjust all of its instruments, as appropriate,

to ensure that inflation continued to move towards the Governing Council’s aim in a sustained manner.

Furthermore, it was seen as warranted to reinforce the call for other policy areas to contribute more decisively
to raising longer-term growth potential and reducing vulnerabilities. This also included stepping up efforts in the
fiscal domain towards achieving a more growth-friendly composition of public finances, notably via
improvements in the quality of public investment. Moreover, the current environment of low interest rates and
broad-based growth generally called for governments to rebuild fiscal buffers, especially in countries with high
public debt.

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 confirmed that it would continue to make net purchases under the APP at the current
monthly pace of €30 billion until the end of September 2018. After September, the Governing Council would
reduce the monthly pace of net asset purchases to €15 billion until the end of December 2018 and anticipated
that, subject to incoming data confirming the medium-term inflation outlook, net purchases would then end.
The Governing Council intended to reinvest the principal payments from maturing securities purchased under
the APP for an extended period of time after the end of the net asset purchases, and in any case for as long as

necessary to maintain favourable liquidity conditions and an ample degree of monetary accommaodation.

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.

Page 10



Introductory statement

https://www.ech.europa.eu/press/pressconf/2018/html/ecb.is180913.en.html

Press release

https://www.ecb.europa.eu/press/pr/date/2018/html/ecb.mp180913.en.html
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Release of the next monetary policy account foreseen on Thursday, 22 November 2018.
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