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

Financial market developments

Ms Schnabel noted that since the Governing Council’s previous monetary policy meeting on 10-11
April 2024, the narrative in financial markets had converged across major advanced economies. It had
moved towards a more gradual easing cycle and high-for-longer interest rates, owing to a more
protracted “last mile” of disinflation. The key drivers of financial market developments had been a
stronger euro area economy, signs of a cooling US economy and strong investor risk appetite.

Euro area macroeconomic data had continued to turn out better than expected over the past four
months, strengthening investors’ view that the economic recovery was on track. By contrast,
macroeconomic data surprises in the United States had become less favourable. Tentative signs of
the US labour market cooling and inflation in line with expectations had eased investors’ concerns that

the Federal Resene System might have to hike interest rates again.

Looking at how the incoming data had affected expectations for ECB monetary policy, the expected
timing of the first rate cut had remained unchanged. Markets and suney participants were almost
certain there would be a first cut of 25 basis points in June. Yetthe overnight index swap (OIS)
forward curve had edged higher beyond June. It was cumulatively pricing in around 20 basis points
less in rate cuts by the end of 2024 than it had before the Governing Council’s previous monetary
policy meeting in April. In the June Survey of Monetary Analysts (SMA) the median participant
expected three rate cuts of 25 basis points each by the end of 2024. This was more than the cuts
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embedded in market pricing, but one cut less than suney participants had expected before the
Governing Council’s previous monetary policy meeting.

With US inflation having repeatedly surprised on the upside since the Federal Reserve’s pivot in
December 2023, market pricing in the United States had also gradually shifted towards fewer and later
rate cuts in 2024. Most recently, however, more subdued US economic data and an inflation release
broadly in line with expectations had caused market participants to again price in a slightly steeper
easing cycle.

As aresult, the narrative of monetary policy divergence across the Atlantic had not played out strongly
so far. By the end of 2024 policy rate cuts were expected to diverge modestly, as the ECB was
expected to startits easing cycle ahead of the Federal Reserwve, but that divergence was expected to
vanish by the end of 2025. Hence, monetary policy was expected to remain relatively synchronised,
with markets anticipating a more gradual and cautious easing cycle across both economies. Yet the
uncertainty around this gradual easing cycle remained high on both sides of the Atlantic.

Market expectations of a more gradual easing cycle and elevated uncertainty around the rate path
rested upon anticipation of a more protracted and bumpier disinflation path. At the start of 2024,
investors had expected swift and continuous disinflation. At that time markets had priced in euro area
headline inflation (excluding tobacco) returning to the 2% target by June 2024 and subsequently
staying around that lewvel. Since then, markets had gradually priced in a bumpier inflation profile. While
investors still expected inflation to be close to 2% by June 2025, they expected it to hover in a range of
2.3% to 2.5% until at least the end of 2024. At the same time, the medium and longer-term inflation
profile had also edged up, suggesting that investors did not anticipate a scenario in which inflation
would return to below-target lewvels, as seen during the “low-for-long” period.

The reconvergence in policy rate expectations between the euro area and the United States had also
been reflected in longer-term risk-free yields. Since the Governing Council’s previous monetary policy
meeting, the spread between US and euro area nominal yields had narrowed from its peak in April.
Movements in yield differentials between the euro area and the United States had been mirrored in the
euro-US dollar exchange rate, with the euro recently having recovered some of its losses against the
US dollar.

Euro area financial conditions had been mixed in recent weeks. One important driver of these
conditions had been risk asset prices. After the downward correction in equity markets in mid-April
2024, when US rate cuts had been pushed out in time, stock markets had recovered across major
economies, temporarily even reaching new all-time highs in the euro area and the United States.
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The combination of buoyant risk sentiment globally and recovering domestic growth momentum had
also continued to contain sovereign bond spreads. At the same time, market absorption in euro area
government bond markets had remained smooth, supported by benign liquidity conditions. The
smooth market absorption was even more remarkable when considering the further increase in the net
issuance of euro area government bonds in 2024. Together with the reduction in the Eurosystem’s
market footprint, this had resulted in record levels of net supply in 2024.

Strong investor risk appetite had fostered low corporate bond spreads, which had narrowed further for
high-yield bonds since the Governing Council’s previous monetary policy meeting in April. Therefore,
risks of price corrections continued to be elevated, especially in the high-yield segment. Overall, asset
price configurations in equity markets and in the sovereign and corporate bond space pointed to
stretched valuations in riskier market segments and to risks of price corrections if the historically
buoyant risk sentiment turned.

Pricing in risk asset markets continued to be supported by still abundant central bank liquidity. Euro
area excess liquidity had continued to decline and stood 33% or €1.6 trillion below its peak of €4.7
trillion in November 2022. The spread between the euro short-term rate (€ESTR) and the deposit facility
rate showed few signs of a lift-off from its floor. At -9.3 basis points, it remained close to the levels
seen over the past year.

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

Starting with the global economy, Mr Lane stressed that 2023 had still been part of the post-pandemic
normalisation process. The supply side had been a big driver of the strong performance of global
growth, while euro area competitors’ export prices had fallen. The carry-over from that was partly
responsible for the low levels of goods inflation now observed in the euro area. Developments in
global activity were looking favourable up to April, mainly because of the soft data, but the outlook for
global trade in the second quarter was mixed.

Looking ahead, the June 2024 Eurosystem staff macroeconomic projections were built on a stable
external environment. In annual terms, world GDP excluding the euro area was projected to grow at
3.3% in 2024 and 2025. Growth in euro area foreign demand was set to recover this year, rising to
2.1% from 0.8% last year. It was subsequently expected to grow at rates of around 3%. The euro had
remained broadly stable both againstthe US dollar and in nominal effective terms since the last
monetary policy meeting of the Governing Council. From a longer-term perspective too, the EUR/USD
exchange rate had been broadly stable, though the euro had appreciated since the start of the year in
trade-weighted terms. Oil prices had shown sizeable fluctuations over the past year and had
decreased by 16% to USD 78 per barrel since the April Governing Council meeting. Looking ahead,
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they were expected to remain volatile, which was also linked to geopolitical risks. Gas prices
meanwhile had gone in the other direction: since the last Governing Council meeting, European gas
prices had increased by 32% to €36 per megawatt, although demand remained subdued and gas
storage lewels were high.

Turning to the euro area, headline inflation had been 2.6% in May according to the flash estimate,
0.2 percentage points higher than in April. Energy inflation had increased to 0.3% from -0.6% in April,
mainly driven by upward base effects, while food inflation had receded to 2.6% in May from 2.8% in
April. Inflation excluding energy and food (core inflation) had risen to 2.9% in May from 2.7% in April.
The decline in goods inflation by 0.1 percentage points to 0.8% had been offset by a rebound in
senvices inflation. This had increased to 4.1% in May after having slowed in April —for the first time in
five months —to 3.7%.

Most measures of underlying inflation had eased further, reflecting the fading impact of past large
supply shocks and weaker demand, and were drifting lower towards 2%. Atthe same time, some
underlying inflation indicators remained relatively high, reflecting the lagged unwinding of past
inflationary shocks, strong ongoing labour costincreases and/or the one-off repricing in some senvices
items.

Wage growth was still elevated, driven by the ongoing adjustment to the past inflation surge.
Negotiated wage growth had increased to 4.7% in the first quarter of 2024, 0.2 percentage points
higher than in the last quarter of 2023. The stronger growth in the first quarter included very large one-
off payments in the public sector of the euro area’s largest economy. More broadly, the design of
some multi-year wage settlements in that economy specified large increases in 2024 — to compensate

for the lack of earlier adjustments to the inflation surge — but much smaller increases in 2025.

Forward-looking wage trackers signalled that wage dynamics would remain strong in 2024 but
decelerate in 2025. For this year many wage contracts had already been concluded. The Indeed wage
tracker had declined to 3.4% in April. Similarly, firms participating in the Corporate Telephone Sunvey
in April expected wages to grow by 4.3% in 2024, compared with 5.4% in 2023. Therefore wage
growth would continue to be a key driver of inflation in 2024, even though the net impact of labour cost
increases on prices was being buffered by a lower contribution from profits.

The GDP deflator was expected to still come in high for the first quarter of 2024, but to decelerate
significantly compared with the fourth quarter of 2023, when it had stood at 5. 3%. The deceleration in
domestic price pressures was therefore continuing and the projections foresaw a further moderation.
This relied on the ongoing compression of profits and a continued decline in unit labour costs, linked to
the scale of the procyclical improvement in productivity.

Inflation was projected to fluctuate around current levels in the coming months. The headline inflation
profile in 2024 was affected by the rolling back of fiscal measures and upward energy base effects.
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Headline inflation was then expected to decline towards the target over the second half of the
following year, owing to weaker growth in l[abour costs in 2025 than in 2024, the lagged impact of past
monetary policy tightening gradually feeding through to consumer prices, and the fading impact of the
energy crisis and the pandemic on price and wage dynamics. The June Eurosystem staff projections
saw inflation averaging 2.5% in 2024, 2.2% in 2025 and 1.9% in 2026. Compared with the March ECB
stalff projections, headline inflation had been revised up by 0.2 percentage points for both 2024 and
2025 and was unchanged for 2026.

For core inflation, staff projected an average of 2.8% in 2024, 2.2% in 2025 and 2.0% in 2026. This
implied an upward revision of 0.2 percentage points in 2024 and 0.1 percentage points in 2025, while

the projection for 2026 remained unchanged.

A central element in this projection was the gradual easing of nominal wage growth from initially
elevated levels. The upward impact of inflation compensation pressures in a tight labour market was
seen as fading in the period ahead. A recovery in productivity growth should support the moderation in
labour cost pressures. Moreover, profit growth should weaken and partially buffer the pass -through of
labour costs to prices.

Measures of shorter-term inflation expectations had declined since the previous year, while longer-
term inflation expectations had remained broadly stable, with most standing at around 2%.

With some uncertainty surrounding the staff projections, it was useful to compare projections for the
fourth quarter of each year. The fourth quarter was less affected by carry-over effects. Relative to the
outlook in September 2023, the projected timely return of inflation to target had been reconfirmed in
the December, March and June staff projections. The stability of projected inflation at the end of 2025
over the last four rounds of projections had been remarkable. In addition, the inflation outlook for 2026
had been reconfirmed over the last two rounds.

Turning to economic activity, after five quarters of stagnation, euro area GDP had grown by 0.3% owver
the first quarter of 2024. Preliminary aggregates for national GDP figures available so far showed that
economic growth in the first quarter had mainly been driven by net exports, and domestic demand had
only played a fairly limited role. Incoming information suggested continued growth in the short run,
driven by a pick-up in consumption growth amid rising real disposable income and improving
confidence. Over the medium term the negative impact of the past monetary policy tightening was
seen to fade gradually. Growth would also benefit from a resilient labour market, with the
unemployment rate declining further from historically low levels.

The senices sector had been expanding at a solid pace, with accommodation and food senvices
contributing to the dynamism. Manufacturing activity had also improved significantly in May, according
to the Purchasing Managers’ Index (PMI) survey, but it remained in contractionary territory.
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With regard to consumption, surveys signalled strong developments in contact-intensive senices,
while for goods — both retail and durable goods such as motor cars — surveys pointed to figures well
below normal levels. There had clearly been a recovery in consumer confidence in the course of 2023
as the terms of trade improved, but confidence had been fairly flat for several months now. Consumer
uncertainty had come down but was still relatively high. Housing investment had increased in the first
quarter — helped by temporary factors in the largest euro area economy, such as the mild weather.
Business investment was projected to grow over the year.

For most of 2023 global imports had grown more strongly than euro area exports, leading to aloss in
market share for the euro area. Since the start of 2024 euro area exports had been growing more
quickly than global imports, but global imports were decelerating. Forward-looking PMIs remained
muted for exports, but an expansion of activity in the tourism sector was expected, although not on the
same scale as in the previous two years.

The unemployment rate had edged down to 6.4% in April, the lowest level since the start of the euro.
Employment had increased in line with economic activity in the first quarter and was expected to grow
moderately in the second quarter. Some indicators suggested a marginal softening of labour market
conditions. The job vacancy rate had declined by 0.1 percentage points to 2.8% in the first quarter of
the year, which was still high but continued the gradual easing from its peak in the second quarter of
2022. The Indeed job postings suggested that this trend would continue in the second quarter.

Dewelopments in fiscal policies pointed to an improvement in the budget balance over the next few
years. Active fiscal adjustmentin 2024 was seen as easier than in the austerity years because a large
part related to the reversal of fiscal subsidies, and this was considerably less painful than cutting pay
or reducing employment. The fiscal multipliers were also smaller. In terms of dynamics, there was only
a limited revision of fiscal plans compared with the March projections.

The recovery should strengthen in the coming quarters. The latest staff projections saw economic
growth at 0.9% in 2024, 1.4% in 2025 and 1.6% in 2026. Compared with the March projections, the
outlook for GDP growth had been revised up by 0.3 percentage points for 2024, owing to the positive
surprise at the start of the year and improved forward-looking information. For 2025 it had been
revised down marginally by 0.1 percentage points, while it was unrevised for 2026.

Risk-free market interest rates had increased for most maturities since the previous monetary policy
meeting. The market had priced in higher real rates on the back of higher than anticipated inflation
readings and the stronger economy. Financing costs had plateaued at restrictive levels as the past
policy rate increases had worked their way through the financial system. The average interest rates on
new loans to firms and new mortgages had been unchanged in April, at 5.2% and 3.8% respectively.
Credit dynamics remained weak. Bank lending to firms had grown at an annual rate of 0.3% in April,
down slightly on the previous month. Growth in loans to households had been unchanged at 0.2% on
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an annual basis. The annual growth in broad money as measured by M3 had risen to 1.3% in April,
from 0.9% in March, as the euro area’s growing current account surplus and non-resident demand for
euro-denominated securities gave rise to monetary inflows from outside the euro area.

Monetary policy considerations and policy options

Owerall, the updated joint assessment of the inflation outlook, the dynamics of underlying inflation and
the strength of monetary policy transmission (the three elements of the ECB’s “reaction function”)
supported increased confidence that inflation was converging to target in a timely and sustained
manner. In particular, inflation was projected by staff to fall from 5.4% in 2023 to 2.5% in 2024, on
average, and to decline towards target over the second half of 2025. Reflecting higher energy and
non-energy commodity prices and the recent upside surprises in senices inflation, this disinflation was
somewhat slower in the updated projections. At the same time, the incoming data suggested that the
economic recovery was proceeding only at a moderate pace (which, in turn, pointed to contained risks

of demand-driven inflation pressures).

A granular analysis of the drivers of domestic inflation, senices inflation and wage growth indicated
that these should see a marked deceleration in 2025 relative to 2024. The partial data already
available for the first quarter of 2024 also showed that the compression of unit profits was helping to
absorb wage growth, thus giving grounds for increased confidence about the assumption that profits
would be playing an important buffering role. Over time, disinflation would be supported by the
restrictive monetary policy stance and the fading impact of past inflation on ongoing price pressures,
while the countenvailing impact of the reversal of fiscal support measures would fall out of the data.

Relative to the start of the holding period in September 2023, when the ECB had brought the policy
rates to their current levels, the projected timely return of inflation to target had been reconfirmed in
the December, March and June projection rounds. For instance, the inflation rate projected for the end
of 2025 had been remarkably stable over the last four projection rounds. In particular, between the
September 2023 and the June 2024 rounds, the projected HICP inflation rate for the fourth quarter of
2025 compared with a year earlier had fluctuated within a very narrow interval of 1.9-2.0%. The
inflation outlook for 2026 had been confirmed over the last two projection rounds. Moreover, the
owerall speed of disinflation had been faster than expected. Owver this period, inflation had come down
by 2.6 percentage points. Whereas, at the start of the holding period, staff had seen inflation
awveraging 5.6% in 2023 and 3.2% in 2024, inflation had actually averaged 5.4% in 2023 and the
inflation rate for 2024 had been marked down to 2.5% in the latest projection exercise. The set of
underlying inflation indicators also showed considerable progress compared with the start of the
holding period, with most gauges drifting lower towards 2%. This improvement in the inflation profile
had reduced the risk that “too high for too long” inflation posed to the stability of inflation expectations,
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including through its impact on future wage settlements. Measures of shorter-term inflation
expectations had declined over recent months, while measures of longer-term inflation expectations
had remained broadly stable, with most standing at around 2%.

Meanwhile, the transmission side of the reaction function remained strong. Mortgage rates were
measurably lower than their autumn peak, but indices of the affordability of mortgage loans still
pointed to restrictive conditions. Rates on corporate loans had been moving sideways in nominal
terms (and therefore upwards in real terms), dampening demand for external finance. Activity was
recovering, although less so in the segments of demand most sensitive to interest rates, such as
construction activity — abstracting from temporary factors — and non-construction business investment.
Overall, the incoming data on financing conditions signalled that the monetary stance remained
restrictive, and this would help maintain the disinflationary process. In particular, compared with the
start of the holding period, real lending rates for firms and households had risen markedly.

An interest rate decision should be robust across a wide range of scenarios. At a still clearly restrictive
level of 3.75% for the deposit facility rate, even large upside shocks to inflation (including more
persistent than expected senices inflation or weaker than expected monetary transmission) could be
addressed by a slower pace of rate cuts than in the baseline rate path embedded in the projections.
At the same time, a policy rate level of 3.75% offered greater protection against downside shocks than
if it remained at 4.0%.

Based on this assessment, it was now appropriate to moderate the degree of monetary policy
restriction after nine months of holding rates steady. Accordingly, Mr Lane proposed that the three key
ECB interest rates be lowered by 25 basis points.

At the same time, Mr Lane underlined that the high lewvel of uncertainty and the still elevated price
pressures evident in the domestic inflation, senices inflation and wage growth indicators meant that a
restrictive monetary stance would still need to be maintained, following a data-dependent and
meeting-by-meeting approach to determining the appropriate level and duration of restriction. Over
time, the incoming data would provide information about the balance between one-off elements and
the persistent component in inflation, while the ewvolution of cost dynamics (including the interplay
between compensation and productivity) and domestic pricing power would depend on the strength
and composition of the cyclical recovery. In charting the future course of policy, the Governing Council
should also maintain its three-part evaluation framework based on the inflation outlook, the dynamics
of underlying inflation and the state of monetary policy transmission.

The Gowverning Council should also confirm its previously communicated intention to reduce the PEPP
portfolio by €7.5 billion per month, on average, over the second half of the year, and reiterate its
intention to discontinue reinvestments under the PEPP at the end of 2024. The operational modalities
for partial reinvestments of PEPP redemptions should closely follow the precedent of the APP patrtial
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reinvestment phase, which would help ensure that the process remained transparent and as neutral
as possible to the pricing in financial markets. Furthermore, Mr Lane proposed that flexibility continue
to be allowed in the remaining PEPP reinvestments as an effective first line of defence against
fragmentation risks, but to be exercised only if market conditions deteriorated.

Finally, in line with the monetary policy strategy, staff had assessed the links between monetary policy
and financial stability. The analysis suggested that euro area banks remained resilient. The improving
economic outlook had fostered financial stability, but heightened geopolitical risks clouded the horizon.
An unexpected tightening of global financing conditions could prompt a repricing of financial and non-
financial assets, with negative effects on the wider economy. Macroprudential policy remained the first
line of defence against the build-up of financial wulnerabilities. The measures that were currently in
place or would soon take effect were helping to keep the financial system resilient.

2. Governing Council’s discussion and monetary policy
decisions

Economic, monetary and financial analyses

As regards the external environment, the latest data, both soft and hard, pointed to sustained
momentum in global activity and a strengthening of global trade in the first half of 2024. Members
pointed to uncertainty related to political and economic developments in the world’s two largest
economies and their potential spillovers to the euro area. A question was raised regarding growth
policies adopted in China and theirimpact on activity and inflation in the euro area. Strong expansion
of manufacturing capacity would boost Chinese exports and likely imply a loss of export market share
and lower economic growth for the euro area, associated with stronger disinflationary forces. At the
same time, if a large part of European production capacity were to be driven out of the market, it would

mean costly write-offs of investment with possibly inflationary consequences.

Concern was expressed that the global trading system could see increased fragmentation into
separate economic blocs if authorities engaged in reciprocal tariff-raising. While deglobalisation was,
as yet, not clearly visible in the data, it was considered an important risk for the future. Howevwer,
guantifying this risk was difficult and possible outcomes could lie anywhere between limited sector-
specific consequences and a wider breakdown of trade links. The view was put forward that
deglobalisation, greater protectionism and the rising costs of climate change were global trends
affecting the supply side of the economy and giving rise to longer-term inflation pressures.
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With regard to the euro area economy, members widely noted that the June 2024 Eurosystem staff
projections entailed upward revisions to both economic growth and inflation. Inflation was likely to stay
abowe target well into next year. Headline and core inflation had both been revised up for 2024 and
2025 compared with the March projections. On economic activity, the latest data lent support to the
recovery that had been anticipated in previous projection rounds. After five quarters of stagnation, the
euro area economy had grown by 0.3% over the first quarter of 2024.

The upward surprise in first quarter growth was seen as allaying fears of a materialisation of the
downside risks that had been identified in previous discussions. Concerns that monetary policy would
unduly hold back growth were also diminishing. Howeer, it was argued that the better than expected
outcome had relied on a pick-up in construction and net exports, in part reflecting temporary factors.
Nonetheless, the surprise had prompted staff to revise up their growth expectations significantly for
2024 as a whole, following a succession of projection rounds with downward revisions.

In this context, some doubts were raised about whether the recovery would take place as expected,
since this depended on a pick-up in private consumption for which there was no convincing evidence
as yet in the data. It was also noted that the staff projections entailed an upward revision to the saving
ratio. In addition, the concern was raised that, in the presence of both domestic political and
geopolitical uncertainties, the saving ratio could go even higher than expected. If this were to happen,
consumption could be curtailed for longer. However, as the upward revision to household savings
came at the same time as a more favourable growth outlook — and the revision kept the ratio well
above pre-pandemic levels — a higher propensity to consume could also be envisaged, with the
associated upside risk to consumption growth in the baseline.

Like consumption, investment had also remained weak in the first quarter. It was argued that it likely
reflected a fair amount of replacement investment, which could not be expected to provide a strong
impulse for the recovery. Business investment was being held back by weak final demand and high
borrowing costs. Atthe same time it was suggested that, from a sectoral perspective, the expected
recovery in activity was well on track. The weakness in manufacturing appeared to have bottomed out
and the latest survey data supported the notion of a senices-led recovery. While the impact of
restrictive monetary policy was seen to be gradually fading, the senices sector had anyway been
affected less strongly. This sector was less capital-intensive and thus less interest rate-sensitive, while
still responding to the indirect influence of monetary policy through a general dampening of aggregate
demand. Tourism was seen as an important component in the growth of senices and was driven to a
large extent by domestic real incomes in the euro area and, to a lesser extent, by foreign demand.

Turning to the labour market, members considered that, overall, it had remained persistently robust.
This was a key element in the soft landing of the economy. It was seen as puzzling that the market
indicators of labour hoarding were still relatively unchanged and that there was not more labour
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shedding and unemployment — at least in industry and construction. Shortages of labour persisted,
especially in the senices sector. At the same time, the point was made that, coming from historically
high employment and low unemployment, the market could realistically only be expected to slacken.
Moreowver, net employment gains concealed much larger numbers for turnover and new contracts,
suggesting that firms were using this churning to foster productivity gains and thus help absorb a rising
wage bill.

With respect to fiscal and structural policies, members reiterated that national policies should aim at
making the economy more productive and competitive. This would help raise potential growth and
reduce price pressures in the medium term. An effective, speedy and full implementation of the Next
Generation EU (NGEU) programme, progress towards capital markets union and the completion of
banking union, and a strengthening of the Single Market would help foster innovation and increase
investment in the green and digital transitions. Implementing the EU’s revised economic governance
framework fully and without delay would help governments bring down budget deficits and debt ratios
on a sustained basis. It was stressed that a speedy and full implementation of NGEU programmes for
innovation and green transitioning would also help reduce price pressures in the medium term. Some
concern was expressed that, in a period of political uncertainty and multiple elections, fiscal policy
might show less consolidation by the end of this year than was factored into the current projections.

Against this background, members assessed that the risks to economic growth were balanced in the
near term but remained tilted to the downside over the medium term. A weaker world economy or an
escalation in trade tensions between major economies would weigh on euro area growth. Russia’s
unjustified war against Ukraine and the tragic conflict in the Middle East were major sources of
geopolitical risk. Adverse geopolitical developments could result in firms and households becoming
less confident about the future and global trade being disrupted. Growth could also be lower if the
effects of monetary policy turned out stronger than expected. Growth could be higher if inflation came
down more quickly than expected and rising confidence and real incomes meant that spending
increased by more than anticipated, or if the world economy grew more strongly than expected. It was
suggested that risks to growth could also emerge from wage increases if these decoupled from the
pace that firms could realistically absorb in productivity increases, implying a loss of competitiveness
and market share, and ultimately a fall in investment and activity. Seenfrom a different angle, a
weaker than expected economic recovery would curtail the expected productivity increases and lead
to lower profit margins. This would reduce the economy’s capacity to absorb the increases in real

wages already embedded in wage contracts and the projection baseline.

With regard to price developments, members concurred with the assessment by Mr Lane that the
latest data were a reflection of the bumpy profile of headline inflation expected in 2024. On the one
hand, the fact that the latest figures for headline and, in particular, senices inflation had been higher
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than in the March 2024 projections was seen to increase the uncertainty surrounding the further
disinflation path. On the other hand, it was argued that the upward surprise in the latest data had been
incorporated by staff into the June projections without subsequent offsetting, which was a prudent
approach.

It was underlined that the upward revision of inflation in 2024 and 2025 had pushed the return to target
to the end of 2025. While the projection for 2026 was unchanged, it was pointed out that this rested on
the assumption that energy and food inflation would mowve below their longer-term averages. In view of
the notoriously wolatile nature of these two components and their exposure to the effects of geopolitics
as well as climate change and transition policies, these benign assumptions were seen to be highly
uncertain. In the shorter term, the projected inflation path was bumpy for the remainder of 2024, which
was mainly due to base effects and was thus anticipated. When the inflation path was corrected for
base effects, both the recent actual outcomes and the projected trend over the short-term horizon
were seen to point clearly downwards. It was widely underlined that, despite the upward inflation

surprises in April and May, the bigger picture remained one of ongoing disinflation.

Members noted that the May inflation numbers had been released after the cut-off date for the
projections. Senvices inflation, at 4.1% in May, had surprised on the upside, had shown persistence,
and was demonstrating strong momentum. However, a lot of persistence was already embedded in
the projections and it was therefore argued that recent outcomes should not be viewed unambiguously
as an upside risk to the current baseline inflation path. The strength of senices inflation in the past few
months stemmed, to a large extent, from the resetting of infrequently changed prices in areas such as
insurance and healthcare. The wage-sensitive part of senices inflation had continued to moderate. It
was noted that, for core inflation, the persistence of senices inflation had so far been broadly offset by
the strong disinflation in the goods sector. This could not be expected to continue, in view of the fading
impact of the reversal of past supply side shocks. Moreover, new headwinds could emerge for goods
inflation in a world that was more prone to frequent supply chain disruptions, geopolitical
fragmentation, protectionism and climate change dynamics. Hence, in the future low goods inflation
would not always reliably compensate for an overshooting in senices inflation.

Turning to domestic price pressures, wages were still rising strongly, making up for the past inflation
surge, and were now the main determinant of inflation persistence. Owing to the staggered nature of
the wage-adjustment process and the important role of one-off payments, the process of wages
catching up with prices would likely feed into inflation for a considerable time, as seenin the pick-up in
the growth of negotiated wages in the first quarter. Alllabour cost indicators, including Eurostat’s new
labour cost index, were at very high levels, and the anticipated moderation still had to materialise. At

the same time, forward-looking indicators signalled that wage growth would moderate over the course
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of the year. Profits were absorbing part of the pronounced rise in unit labour costs, which reduced its
inflationary effects.

It was reiterated that wages were a key element in the assessment of the inflation outlook. This was
related in particular to their prominent role in the setting of senices prices, but a range of indic ators
needed to be considered to form a holistic assessment. Growth in negotiated wages had increased to
4.7% in the first quarter of 2024. Moreower, data already available for a number of euro area countries
suggested that growth in compensation per employee for the euro area as a whole was likely to
remain in the first quarter at the elevated levels recorded in the fourth quarter of 2023.

The point was made that most of the latest wage information had already been incorporated in the
baseline of the June staff projections and thus did not indicate upside risk. The same data, howewer,
had already contributed to upward revisions of wage growth compared with the March projections,
which was a warning not to underestimate the strength of wage dynamics and the scope for further
surprises in the course of 2024. At the same time, it was emphasised that, taking into account
available country-based estimates, the euro area GDP deflator, unit labour costs and unit profits had
probably increased more slowly in the first quarter of 2024 than had been embedded in the June

projections.

High current wage growth was considered to reflect to a large extent workers seeking compensation
for past purchasing power losses. Wage dynamics were therefore likely to slow once this process was
complete and inflation was normalising. It was cautioned that the catching up could nonetheless imply
a drawn-out process and bumpy wage path, depending on when contracts came up for renewal in the
staggered wage-setting process and for which period of inflation they were compensating. Attention
was drawn to one-off payments, which played an important role, particularly in light of fiscal incentives
that were set to expire. However, there were indications from unions that such one-off payments might
not be transitory but in future be factored into regular pay rises.

More generally, a view was expressed that the catching up could lead real wages to exceed their pre-
war or pre-pandemic lewvels or trends in an environment of protracted labour scarcity and possible
shifts in bargaining power between capital and labour. In addition, it was remarked that the scope for
buffering higher wages via a compression of profit margins was more limited in the senices sector,
which was also less exposedto international competition and was experiencing robust demand.
Howewer, there were also risks going in the opposite direction for the wage growth profile. It was
argued that some of the recent high wage settlements had taken place in sectors which had made
substantial profits over the past three years. This allowed employers to grant generous wage
increases and to absorb them without passing them on to final prices.
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Incoming data on the critical relationship between wages, productivity and profits was seen, overall, as
supporting prudent inflation projections and an ongoing disinflation process. However, it was also
cautioned that uncertainty surrounding the outlook was very high and that, in the transition to lower
inflation after a period of large shocks and possible structural changes, such relationships might start
ewlving differently from historical patterns. Hence, continued prudence was warranted with respect to
relying on standard projection models, and more actual data was needed to provide sufficient
confidence that disinflation would continue and not stall on the last mile. Atthe same time, diminishing

projection errors were seen to give grounds for renewing confidence in the projections.

As regards longer-term inflation expectations, measures had, overall, remained broadly stable, with
most standing at around 2%. Somewhat higher rates for market-based measures essentially reflected
higher inflation risk premia, while “genuine” inflation expectations remained anchored at the inflation
target. While the anchoring of expectations across indicators could be taken as a sign of the credibility
of monetary policy, the literature on “experience effects” warned that extended periods of high inflation
could have a lasting impact on the formation of inflation expectations, making them more fragile and
anchoring more difficult in the future. In this context, howewver, comfort was drawn from the gradual
lowering of consumer inflation expectations, even if levels in household surveys typically remained
above the ECB'’s inflation target. This was seen as signalling trustin the disinflation process and would

have a self-fulfilling element if it contributed to a moderation in wage claims and firms’ pricing power.

Members assessed that inflation could turn out higher than anticipated if wages or profits increased by
more than expected. Upside risks to inflation also stemmed from the heightened geopolitical tensions,
which could push energy prices and freight costs higher in the near term and disrupt global trade.
Moreowver, extreme weather events, and the unfolding climate crisis more broadly, could drive up food
prices. By contrast, inflation could surprise on the downside if monetary policy dampened demand
more than expected, or if the economic environment in the rest of the world worsened unexpectedly.

It was suggested that there could be further risk factors for inflation, related for instance to the extent
of the expected pick-up in productivity growth or the ewvolution of the fiscal stance underpinning the
inflation outlook. Howeer, these elements could develop in either direction and were therefore not
decisive elements in the balance of risks.

Against this background, members expressed different views regarding directional changes in the
balance of risks. On the one hand, it was argued that, all other things being equal, the staffs upward
revisions to the baseline implied a reduction in remaining upside risks and made the risks more
balanced. On the other hand, it was maintained that the downside risk related to a stronger
transmission of monetary policy was gradually receding, while continued upside risks such as from

higher labour costs shifted the balance to the upside.
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Turning to the monetary and financial analysis, market interest rates had risen since the Gowverning
Council’s previous meeting and real interest rates had also recently increased. Market participants
were fully pricing in a 25 basis point cutin the key ECB interest rates at the June meeting, with
between one and two further cuts priced in by the end of the year. A shallower easing cycle was now
expected on both sides of the Atlantic amid similarities in recent inflation trends globally.

Financial markets were supported by strong risk appetite, which contrasted with the limited risk
appetite among euro area consumers and firms. This suggested either that financial market sentiment
would weaken at some point or that the real economy would catch up. Market sentiment was also
buoyant despite heightened geopolitical risks and uncertainties. The risk of mispricingin financial
markets was therefore being monitored, also from a financial stability perspective.

Financing costs had plateaued at restrictive levels as the past policy rate increases had worked their
way through the financial system. The average interest rates on new loans to firms and on new
mortgages had been unchanged in April. But lending rates had increased in real terms since the time
of the last rate hike in September 2023.

Credit dynamics remained weak. Credit flows to firms had been broadly stable at low levels in both
March and April, taking bank lending and debt securities together. Firms’ demand for loans for
investment remained very weak, owing to both low aggregate demand and continuing high borrowing
costs. Growth in loans for house purchase remained stagnant, while consumer credit growth was more
resilient, yet still weak. The annual growth in broad money — as measured by M3 — continued its
gradual recovery while remaining relatively subdued.

Looking ahead, loan growth was likely to gradually pick up. Atthe same time, it was highlighted that
banks had not reduced their liquid asset holdings as targeted longer-term refinancing operations had
matured and appeared to have a strong preference for liquidity. The lower supply of central bank
liquidity in the system could therefore reduce the appetite of banks to lend. In this respect, the view
was also expressed that as long as banks benefited from ample excess reserves remunerated at the
deposit facility rate, they had a limited incentive to expand risky lending to the real economy.

In their biannual structured exchange on the links between monetary policy and financial stability,
members concurred that euro area banks had remained resilient and continued to have robust capital
and liquidity positions. The improving economic outlook had fostered financial stability, as also
highlighted in the recently published Financial Stability Review. At the same time, geopolitical factors
could increase risks in the period ahead. An unexpected tightening of global financing conditions could
prompt a repricing of financial and non-financial assets, with negative effects on the wider economy.
Macroprudential policy remained the first line of defence against the build-up of financial
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wllnerabilities, and the measures currently in place or soon to take effect were helping to keep the
financial system resilient.

Monetary policy stance and policy considerations

Turning to the monetary policy stance, members assessed the data that had become available since
the last monetary policy meeting in accordance with the three main elements that the Governing
Council had communicated in 2023 as shaping its reaction function. These comprised the inflation
outlook, the dynamics of underlying inflation, and the strength of monetary policy transmission.

Starting with the inflation outlook, members broadly concurred with the assessment that had been
presented by Mr Lane in his introduction. The June staff projections for headline inflation had been
revised up for 2024 and 2025 compared with the March projections. Inflation was expected to fluctuate
around current levels for the rest of the year, including due to energy -related base effects. But it was
still expected to decline towards the ECB’s 2% target over the second half of next year, owing to
weaker growth in labour costs, the unfolding effects of the ECB'’s restrictive monetary policy, and the
fading impact of the energy crisis and the pandemic. Subsequently, inflation was expected to remain
close to the target in a sustainable manner. Measures of longer-term inflation expectations had also
remained broadly stable, with most anchored at around the 2% target, even though market-based
expectations had mowved up in the most recent period. The inflation expectations of consumers and
firms had continued to decline gradually as well. Together, these developments in inflation
expectations gave an indication of public trust and confidence in the disinflation process and the retum
of inflation to the 2% target.

Members generally expressed confidence in the inflation outlook confirming an ongoing disinflation
process, as also reflected in the staff projections, although recent data suggested inflation could be
stickier than had previously been expected and the exact speed at which it would return to target was
uncertain. At the same time and from a longer-term perspective, it was highlighted that different
vintages of projections made over the past year for inflation in 2025 had fluctuated in a narrow range
of between 2% and 2.2%. This renewed stability could give rise to greater confidence in the reliability
and robustness of the projections, and showed inflation remaining on track to meet the target in the
medium term, notwithstanding the upward revisions in the inflation projections for 2024 and 2025.

Smaller projection errors for headline inflation also supported confidence in this inflation outlook.

Members also broadly concurred that further progress had been made in terms of the dynamics of
underlying inflation. Most measures of underlying inflation had declined further in April, the last month
for which data were available, confirming the picture of gradually diminishing price pressures. At the
same time, domestic price pressures remained strong, as wage growth was elevated. The staff

Page 16 of 23



projections for core inflation had also been revised up for 2024 and 2025 compared with the March
projections, and momentum in both senices and core inflation remained fairly strong. It would
therefore still take time for more clarity to be obtained on the dynamics of important inflation drivers.
Moreover, further evidence was required on both the extent to which unit profits would absorb the
inflationary pressures from higher wages and whether productivity growth would rebound as expected.

Finally, members generally agreed that monetary policy transmission remained strong. Real interest
rates stood close to their peak in this cycle. Monetary policy clearly remainedin restrictive territory and
would continue to do so for some time even if interest rates were cut further. This remained true even
allowing for an upward shift in the natural rate of interest. The view was expressed that ongoing
guantitative tightening also needed to be taken into account in the assessment of the policy stance.
The restrictiveness of policy was reflected in weak credit dynamics and subdued aggregate demand.
This had helped to lower inflation but also weighed on growth. Transmission would probably continue
to unfold for some time, given that monetary policy affected the economy with long and variable lags.
While the peak impact of restrictive monetary policy on financing conditions and GDP had probably
already occurred, lags between the effect on output and the effect on prices could imply that the peak
impact on inflation was still to come. Within that process, the transmission to senvices inflation could
be weaker and slower than the transmission to goods inflation.

Owerall, most members expressed continued or increased confidence that inflation was on track to
decline sustainably to the 2% inflation target in a timely manner and by the end of 2025 at the latest.
Some of the most recent data had been slightly less favourable than anticipated or hoped for in March
and April. But it had been expected that the disinflationary path would be bumpy and noisy, with
surprises likely in either direction. It was important to recognise that a smooth, linear disinflation
process in 2024 was not a prerequisite for confidence in a timely return of inflation to the target. In
addition, different indicators were providing contrasting signals on the future disinflation path.

More generally, it was important to step back and focus on the bigger picture. An excessive focus on
individual observations and the details of developments between meetings ran the risk of not being
able to see the wood for the trees. Being data-dependent meant not only looking at the most recent
data but also assessing and being driven by all three reaction function elements, whichincluded
considering the wider inflation outlook. Recent developments and noise should not detract from the
longer-term perspective indicating consistent disinflation and a timely and sustainable return of
inflation to the 2% target. Despite recent volatility, the overall disinflation process had been proceeding
well, with substantial progress made since the Governing Council last raised interest rates in
September 2023. This was evident in the significant and greater than expected decline in both
headline and core inflation since 2022 and since the time of the last rate hike. Headline inflation had
halved since the time of the last hike, from 5.2% to 2.6%. The inflation outlook, especially for 2024,
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had also improved in the latest staff projections compared with the September and December 2023
rounds, even if the pace of disinflation was somewhat slower than had been anticipated in March and
inflation projections for 2025 were slightly higher than they had been in September 2023. Market
participants had remained confident in the medium-term disinflation process, even if volatility in
nearer-term rate expectations reflected uncertainty over the pace of disinflation. It was important,
therefore, not to overreact to adverse data or inflation numbers for a single month, since these did not
necessarily imply a new trend and could reflect one-off factors, in the same way that it had been

important not to overreact to positive numbers in previous months.

On balance, in the discussion of the inflation outlook and of the assessment of risks increased
confidence was expressed that inflation would decline towards the 2% target over the second half of
2025 and subsequently remain sustainably at around that level. At the same time, it was underlined
that decisions about the future always had to be taken in the face of uncertainty. So a key question
was to assess when there was enough confirmation and confidence that inflation would return to
target in a timely manner. At some point, it was necessary to make a judgement call based on the
information available, even if that information was less conclusive than might be preferred. Such an
approach should not be seen as conflicting with data-dependence, as waiting for full confirmation
would almost certainly imply cutting interest rates too late, potentially creating a significant risk of

undershooting the target.

It was also highlighted that the degree of restrictiveness needed to reduce inflation from 2.6% to 2%
was likely to be lower than that in place since September 2023. Moreover, even following a 25 basis
point cut, interest rates would remain in restrictive territory in relation to any current estimate of the
natural or neutral rate of interest. This meant that stronger demand should not endanger the return of
inflation to target and that upside shocks to inflation could be addressed by opting for a slower pace of
rate reductions compared with the baseline rate path embedded in the projections. So there appeared
to be little risk of needing to reverse policy unless large external shocks occurred, in which case such
a policy reversal could be convincingly justified. Moreower, cutting interest rates by 25 basis points
offered greater protection against downside shocks than keeping them at their current levels. Cutting
interest rates now was thus robust across a wide range of scenarios and still maintained a cautious
approach.

Some members felt that the data available since the last meeting had not increased their confidence
that inflation would converge to the 2% target by 2025 but instead pointed to greater uncertainty in the
outlook. For these members, even if the general disinflation trend remained intact in the bigger picture,
the relevant point of comparison was with the data at the time of the last monetary policy meeting, or
at most with the previous staff projections. At the time of the April meeting, interest rates had been
kept on hold because there had not been sufficient confidence that inflation would return sustainably
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to the 2% target in a timely manner. Since then, however, wage growth had surprised to the upside
and inflation seemed to be stickier, mainly on account of senices inflation. Senices inflation
momentum was very high, and the pace of domestic disinflation had been overestimated in the recent
period. Wage growth had also strengthened, and it was suggested that further significant wage
pressures were in the pipeline. This pointed to greater stickiness ahead, which could increase price
pressures for some time, even if wages themselves were a lagging indicator. In addition, the June staff
projections for both headline and core inflation in 2024 and 2025 had been revised up compared with
the March projections, with the latest projections for core inflation in 2024 barely changed from last
September. Moreover, the projected return of headline inflation to the 2% target had been pushed out
to the final quarter of 2025, after an already lengthy period of high inflation. Therefore, any further
delay in bringing inflation back to target could make it more difficult to continue to anchor inflation
expectations in the future. All of this suggested that the last mile, as the final phase of disinflation, was
the most difficult.

These members also viewed risks to the inflation outlook as being tilted to the upside, partly because
downside risks to inflation had diminished since the last meeting owing to the ongoing economic
recovery but also owing to heightened geopolitical risks. It was argued that a small undershooting of
inflation would be much less costly than a continued overshooting, especially as the anchoring of

inflation expectations should not be taken as given.

Together, these considerations suggested that cutting interest rates was not fully in line with the
principle of data-dependence, and that there was a case for keeping interest rates unchanged at the
current meeting. Newertheless, a willingness to support Mr Lane’s proposal was expressed,
notwithstanding the reservations put forward.

Monetary policy decisions and communication

Against this background, almost all members agreed with the proposal by Mr Lane to lower the three
key ECB interest rates by 25 basis points. Based on the updated assessment of the inflation outlook,
the dynamics of underlying inflation and the strength of monetary policy transmission, it was seen as
appropriate to moderate the degree of monetary policy restriction after nine months of holding rates
steady. Since the meeting in September 2023 inflation had fallen by more than 2.5 percentage points
and the inflation outlook had improved markedly. The inflation projection for the fourth quarter of 2025
had fluctuated in a very narrow range of between 1.9% and 2% over that period, increasing
confidence in the reliability, solidity and robustness of the projection showing that inflation would retum
to the 2% target in a timely manner. Underlying inflation had also eased, reinforcing the signs that
price pressures had weakened, and over this period inflation expectations had broadly declined at all
horizons. Monetary policy had kept financing conditions restrictive. By dampening demand and
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keeping inflation expectations well anchored, this had made a major contribution to bringing inflation
back down.

A dissenting view was upheld, maintaining that the incoming data since the last meeting and upside
risks to inflation did not support the case for a rate cut. In particular, current inflationary pressures
evident in the recent data showed stickiness in inflation. This stickiness could be exacerbated by
several different geopolitical risks. In addition, a decoupling from the path of US interest rates would
risk adding to inflationary pressures via exchange rate effects.

With regard to future meetings, members emphasised that they remained determined to ensure that
inflation returned sustainably to the 2% medium-term target in a timely manner and affirmed that they
would keep policy rates sufficiently restrictive for as long as necessary to achieve this aim. In view of
continuing uncertainty surrounding the disinflationary process and the bumpy path ahead, it was seen
as important to maintain a data-dependent and meeting-by-meeting approach to determining the
appropriate level and duration of restriction, and there should be no pre-commitment to a particular
rate path, so that full optionality could be retained. Members also reiterated that monetary policy
should continue to be based on the established elements of the reaction function.

Turning to communication, members agreed that it was important to conwey the increased confidence
in the disinflationary process that had justified the policy decision, while highlighting the need for
continued caution and patience regarding the future disinflation path and continued determination to
bring inflation back to target in a timely manner.

Members agreed with Mr Lane’s proposal to confirm the reduction of the Eurosystem’s holdings of
securities under the PEPP by €7.5 billion per month on average over the second half of the year, with
the modalities for reducing the PEPP holdings to be broadly in line with those followed under the APP.
They also agreed to continue applying flexibility in reinvesting redemptions falling due in the PEPP
portfolio. In this context, it was noted that the earlier announcement of the intended PEPP run-off had
been absorbed very smoothly by the markets.

Taking into account the foregoing discussion among the members, upon a proposal by the President,
the Governing Council took the monetary policy decisions as set out in the monetary policy press
release. The members of the Governing Council subsequently finalised the monetary policy statement,
which the President and the Vice-President would, as usual, deliver at the press conference following
the Governing Council meeting.

Monetary policy statement

Monetary policy statement for the press conference of 6 June 2024
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Press release

Monetary policy decisions

Meeting of the ECB’s Governing Council, 5-6 June 2024

Members

e Ms Lagarde, President

e  Mrde Guindos, Vice-President
e  MrCenteno

e  MrCipollone

e MrElderson

e  MrHernandez de Cos

e  MrHolzmann
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e MrLane
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e  MrMiuller

e  MrNagel

e MrPanetta

e MrPatsalides*

e MrRehn

e MrReinesch

e Ms Schnabel
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e MrSimkus
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e MrVasle
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Mr Wunsch

* Members not holding a woting right in June 2024 under Article 10.2 of the ESCB Statute.
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Mr Rostagno, Secretary for monetary policy, Director General Monetary Policy

Mr Winkler, Deputy Secretary for monetary policy, Senior Adviser, DG Economics
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Mr Demarco
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Mr Haber

Mr Horvath

Mr Kaasik

Mr Koukoularides
Mr Kroes

Mr LGnnemann
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Mr Sosi¢

Mr Tavias

Mr Valimaki

Mr Vanackere

Ms Zumer Sujica
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Other ECB staff

e  MrProissl, Director General Communications

e  Mr Straub, Counsellor to the President

° Ms Rahmouni-Rousseau, Director General Market Operations
e  MrArce, Director General Economics

e  Mr Sousa, Deputy Director General Economics

Release of the next monetary policy account foreseen on 22 August 2024.
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