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

Financial market developments

Ms Schnabel reviewed the financial market developments since the Governing Council’s previous

monetary policy meeting on 21-22 July 2021.

The pronounced decline in ten-year US Treasury yields and euro area GDP-weighted sovereign yields
observed just before the previous Governing Council meeting had proven persistent despite the ongoing
recovery from the pandemic crisis. More recently, yields had been trending somewhat higher but,
overall, they had not risen back to the levels seen during the last recovery in 2017-18, or even to the
levels seen earlier in 2021. Very low interest rates also continued to prevail across the currency union.
Sovereign bond spreads over German Bunds had remained resilient at levels below or close to
post-2008 lows.

The decomposition of nominal ten-year euro area overnight index swap (OIS) rates into their inflation
and real rate components showed that market-based measures of inflation compensation had continued
to increase over the summer. This had been putting upward pressure on nominal rates as was to be
expected at this stage of the economic cycle. Based on the developments in inflation expectations
alone, the nominal ten-year OIS yields would be 65 basis points above the level prevailing at the time of
the monetary policy meeting on 9-10 December 2020, at which the Governing Council had pledged to
preserve favourable financing conditions. But a significant parallel decline in real interest rates had

offset a large part of the rise in nominal yields. The real ten-year risk-free rate in the euro area had
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reached yet another record low over the summer. At below -1.8 per cent, it currently stood at an
exceptional distance from its average level since the outbreak of the global financial crisis.

The factors that might help explain the current low real yields remained the subject of intense market
speculation. Two factors were mentioned most frequently by analysts. The first related to the spread of
the Delta virus variant, which had started to affect mobility in some regions. However, to the extent that
lower real yields reflected concerns about growth, this pointed to a decoupling between bond markets on
the one hand and stock markets on the other hand. Despite rising infection numbers, stock markets had
continued their rally over the summer as earnings expectations continued to increase. The EURO
STOXX was up by another 5.5 per cent since the Governing Council’s previous monetary policy
meeting. Indices across the euro area had made broad gains. Euro area corporate bond spreads, too,
had remained resilient throughout the past few months, with spreads remaining close to the lows
observed over the past decade, despite higher leverage. Corporate bond spreads had recently also
been supported by favourable rating actions. Credit rating upgrades had outpaced downgrades by a
substantial margin in the third quarter of 2021.

The second factor that could help explain current low real yields related to the possibility that the market
may have recently reappraised the way central banks would adjust policy rates. There were some
indications that the relationship between expected inflation and expected future interest rates might
have changed since the outbreak of the coronavirus (COVID-19) pandemic, especially in the euro area.
This suggested that the market may have started internalising a more patient reaction function of the
ECB with respect to the conditions that the Governing Council needed to see in order to start raising
policy rates. There was also evidence that, after the announcement of the ECB’s new forward guidance,
the top of the risk distribution around the future evolution of the three-month EURIBOR had been
truncated, meaning that investors had effectively priced out contingencies that foreshadowed a very
steep increase in policy rates.

The compression of the risk distribution in response to the ECB’s new strategy and the revised forward
guidance had initially also further flattened the forward curve. The forward curve had shifted outwards
visibly after the strategy announcement, but had retraced its path more recently. The most recent
Survey of Monetary Analysts (SMA) suggested that the ECB’s new forward guidance was likely to have

contributed to the initial outward shift.

Model-based evidence corroborated the view that monetary policy had been putting downward pressure
on yields in recent months. In particular, the model results suggested that since the announcement of
the ECB’s new strategy, and again after the announcement of the ECB’s new forward guidance,
monetary policy had consistently been putting downward pressure on long-term risk-free rates.

However, this contribution had softened in recent weeks.

Page 2 of 19



The resistance of global sovereign bond yields to moving higher had occurred in an environment of
investors pricing in risks of higher inflation in the future. Option prices suggested that, in the United
States, the market currently attached a probability of around 80 per cent to inflation over the next five
years being, on average, above the Federal Reserve System’s 2 per cent target. In the euro area, the
market-implied probabilities were considerably smaller, but had also increased notably to above 30 per
cent. In euro area bond markets, model-based analysis also suggested that the inflation risk premium
had increased significantly since the start of the year, albeit from very depressed levels, implying that the
compensation that investors currently required for this risk still remained small by historical standards.

Finally, prospects of higher interest rates in the United States had caused sizeable shifts in foreign
exchange markets, with investors having increased their US dollar net long positions since about June
2021 to levels similar in magnitude to those seen at the heights of the COVID-19 pandemic in 2020. In
August the euro had temporarily reached the lowest level against the US dollar in almost a year, as
expected short-term interest rate differentials between the United States and the euro area had
widened. The euro had moderately appreciated since then.

Overall, financial conditions had eased since the Governing Council’s previous monetary policy meeting
in July and also since the last comprehensive joint assessment of the inflation outlook and financing
conditions in June, as indicated by a range of financial condition indices.

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

Mr Lane reviewed the global environment and the recent economic and monetary developments in the

euro area.

As regards the external environment, the persistence of supply bottlenecks and the spread of the Delta
variant remained concerns. With respect to global activity, the global Purchasing Managers’ Indices

(PMiIs) were retreating after a period of strong increases, indicating a degree of normalisation, while

remaining overall above the threshold of 50, indicating continued expansion. Looking at developments
in PMls for activity by region, a gap between developments in advanced and emerging economies was
opening up. As regards developments in global trade, world merchandise imports were broadly stable in
June after declining in the previous two months. Bottlenecks, which were also reflected by increases in

suppliers’ delivery times, could be linked to losses in exports.

Since the July Governing Council monetary policy meeting, the euro exchange rate had declined by 0.4
per cent in nominal effective terms, while increasing by 0.6 per cent against the US dollar. Oil prices
were broadly unchanged (up by 0.7 per cent) amid still heightened uncertainty about the outlook for

global oil demand and supply.
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Turning to the euro area, the rebound in demand was continuing, while supply bottlenecks were
constraining the production of goods. GDP growth in the second quarter of 2021 was 2.2 per cent, which
was substantially stronger than the 1.4 per cent foreseen in the June Eurosystem staff projections,
showing that the European economy had already recovered far more than previously expected. This
rebound was driven by an increase in domestic demand, which was in turn linked to the rapid reopening
of high-contact services. Moreover, containment measures had had a less negative impact on economic

growth than had been anticipated, which indicated stronger learning effects.

The September 2021 ECB staff projections foresaw the swift economic rebound persisting during the
second half of 2021, driven by a reopening of the economy, continued strong policy support and a global
recovery. Growth was projected to remain very strong in 2022 before slowing down in 2023. Compared
with the June 2021 Eurosystem staff projections, real GDP growth had been revised up for 2021 and
was broadly unchanged for 2022 and 2023. The date by which real GDP was projected to reach
pre-crisis levels again had been brought forward by one quarter to the end of 2021.

The latest quarterly business survey from the European Commission confirmed that developments in
activity in the industrial sector were heavily affected by shortages of materials, space and equipment,
which were less important factors for services. A lack of demand was no longer seen to be an issue in
both manufacturing and services. While labour shortages had not played an important role earlier in the
pandemic, in manufacturing they had started to emerge and labour had also become scarcer in

services.

Consumer confidence had improved, but it remained unclear how this would map into consumer
spending as households were not reporting an improvement in their personal economic situation to the
same degree. Developments in household bank deposits as an up-to-date, high-frequency proxy for
savings showed that households continued to save less than during the height of the pandemic.

Looking at investment, strong demand was supported by a rapid recovery in spending on housing and
on business investment, which had also led to an increase in demand for external financing for

investment.

On the trade front, growth in extra-euro area goods exports had flattened in the second quarter of 2021,
partly owing to supply bottlenecks which had dampened trade dynamics. At the same time, indicators for
services exports had signalled a further improvement driven by a steady recovery in tourism, which was
an important component of cross-border trade for many countries. Overall, tourism was not yet back to
pre-pandemic levels. Intra-EU flights had recovered significantly but extra-EU flights were still far below
pre-pandemic levels, in part reflecting continued restrictions on extra-EU travel.
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Regarding the labour market, the rebound was continuing and some labour shortages had been
emerging. The unemployment rate had declined in July to 7.6 per cent, which was 0.2 percentage points
lower than in June and 0.2 percentage points higher than in February 2020 before the pandemic started.
The importance of job retention schemes had continued to decrease in recent months, but they still
provided a substantial degree of support to the labour market, covering around 3 per cent of the labour
force in July.

Employment surveys signalled a robust recovery in the labour market. The PMI composite employment
index remained well above the threshold of 50. Many firms reported in the European Commission’s
business survey for the third quarter of 2021 that they were finding it increasingly difficult to meet their
demand for labour.

Turning to nominal developments, headline inflation had increased to 3.0 per cent in August, from 2.2
per cent in July. The increase reflected higher inflation in all the components, in particular non-energy
industrial goods (NEIG), while services inflation had remained more subdued. High NEIG inflation partly
reflected pipeline pressures. However, the unusually high rates of inflation were assessed to be largely

temporary.

In the September ECB staff projections, headline inflation was projected to rise further until the end of
this year and then to fall back in the first half of 2022 before gradually strengthening from mid-2022.
Compared with the June 2021 Eurosystem staff projections, the September projections for inflation in
the Harmonised Index of Consumer Prices (HICP) had been revised up, mainly driven by higher energy
inflation in the first half of the horizon. HICP inflation excluding energy and food had also been revised
up owing to pressures along the pricing chain amid mismatches in demand and supply, less slack and
the weaker euro.

Comparing the September ECB staff projections with forecasts from other international institutions and
the private sector indicated that the ECB staff projections for both growth and inflation were above other

forecasts for the early part of the horizon, but broadly in line with other forecasts for 2023.

Temporary and special effects had continued to have a substantial impact on inflation dynamics in
recent months, complicating the assessment of the inflation figures. These effects included shifts in
seasonal sales, base effects and also the effects of the change in HICP weights at the beginning of

2021, which varied over time.

Measures of underlying inflation, comprising a broad range of indicators, were by and large moving
gradually upwards, which gave grounds for confidence that the negative pandemic shock of last year

was being reversed and hope that upward pressure would continue. But underlying inflation remained at
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subdued levels and quite far away from 2 per cent. Services inflation had increased, driven mainly
(according to data available up to July) by the reopening of the high-contact sector.

Regarding wage developments, compensation per employee had increased in the second quarter of

2021, rising by 8 per cent in year-on-year terms, largely as a result of base effects owing to the extreme
developments in the second quarter of last year, reflecting a normalisation of work patterns rather than
an increase in negotiated wages. Overall, wage pressures remained low and quite heterogenous across

countries.

Growth in the GDP deflator for the euro area had moderated in the second quarter to 0.55 per cent, after
reaching 1.57 per cent in the first quarter of 2021. Overall, the reduction in the growth rate of the GDP
deflator reflected developments in the terms of trade and more precisely a sharp increase in import
prices. PMI survey data on input and output price developments indicated that profit margins continued
to be under pressure, mainly driven by increases in input costs.

Market-based measures of inflation compensation in the euro area had increased since the July
Governing Council meeting, but remained below 2 per cent.

Regarding financial and monetary developments, market interest rates were somewhat higher than at
the time of the July monetary policy meeting of the Governing Council. Risk asset markets had been
largely resilient, with equity prices reaching record highs. Overall, financial conditions had eased and
broad financing conditions for firms, households and the public sector remained favourable.

With respect to monetary developments, firms’ borrowing costs continued to be accommodative, while
balance sheet conditions remained fragile and heterogeneous. Euro area bank lending rates stood on
average close to their early 2020 values, while they had decreased more in countries more affected by
the pandemic. The annual growth of lending to firms had remained moderate in July, at broadly the
same pace as in June, reflecting benign factors such as a recovery in earnings.

Bank profitability had recovered partially compared with last year, which was in part linked to some
reductions in risk provisions thanks to the better than expected macroeconomic outlook. In parallel, bank
funding costs had decreased, reflecting low bank bond yields, substantial participation in the third series
of targeted longer-term refinancing operations (TLTRO IIl), and continuing downward pressure from

ample deposits.

Looking at sectoral deposit flows and broad money (M3), in recent months households’ and firms’
monthly flows into deposits had returned to their long-term averages for the first time since the outbreak
of the COVID-19 crisis, thus leading to a further moderation in overall monetary dynamics. This could be

seen as a further sign of normalisation.
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Turning to fiscal policies, it was important to recall that in the September ECB staff projections the fiscal
stimulus for 2021 was expected to be around double the size of the stimulus included in the December
2020 Eurosystem staff projections. After the record fiscal response to the COVID-19 crisis, the
September baseline projections continued to show a strong improvement in the fiscal outlook over the
projection horizon, especially over 2022-23 — reversing the fiscal impulse.

Monetary policy considerations and policy options

Summing up, Mr Lane remarked that the rebound phase in the recovery of the euro area economy was
increasingly advanced. Output had risen in the second quarter by more than expected, and it was likely
to exceed its pre-pandemic level by the end of the year. With more than 70 per cent of European adults
fully vaccinated, there had been an extensive reopening of the economy and the services sector was
recovering (if still unevenly). Manufacturing continued to perform solidly, even though materials
shortages and supplier bottlenecks were holding back production. The pick-up in activity was fostering a
rapid improvement in the labour market. While further normalisation of economic activity could be
expected in the coming months, the global spread of the Delta virus variant and concerns about the
longer-term effectiveness of vaccinations could yet delay the full restoration of global economic activity
and the full reopening of the euro area economy. In line with this assessment, the September 2021 ECB
staff projections foresaw growth of 5.0 per cent in 2021 (which was higher than previously anticipated)
and broadly unchanged growth of 4.6 per cent in 2022 and 2.1 per cent in 2023.

HICP inflation had increased to 3.0 per cent in August from 2.2 per cent in July. The increase reflected
higher prices in all components but was especially strong in the NEIG category. This notable upswing in
inflation was assessed as largely temporary. Higher energy inflation reflected a higher than usual
month-on-month increase in energy prices in August and the strong rise in oil prices since around the
middle of last year. The reversal of the temporary VAT reduction in Germany would affect year-on-year
inflation rates until the end of this year. The increase in NEIG inflation had been partly due to a base

effect caused by the postponement of seasonal sales last year from July to August in some countries.

The higher cost pressures stemming from temporary shortages of materials and equipment could be
expected to ease. As a result, while headline inflation was likely to rise further this year, these factors
should ease or would fall out of the year-on-year inflation calculation by early 2022. The September
projections foresaw HICP inflation at an average of 2.2 per cent in 2021, before returning to 1.7 per cent
in 2022 and 1.5 per cent in 2023. Compared with the June 2021 projections, headline inflation had been
revised up throughout the projection horizon. Inflation excluding food and energy prices was projected to
average 1.3 per centin 2021, 1.4 per centin 2022 and 1.5 per cent in 2023, having also been revised up
from the June 2021 projections. While the negative impact of the pandemic on the projected inflation
path had still not been fully reversed and inflation was still foreseen to remain far below the two per cent

Page 7 of 19



target over the projection horizon, the upward shift in the revised inflation projections reflected the better
growth outlook and a faster reduction in the degree of slack in the economy.

Risks to the economic outlook remained broadly balanced. A larger than expected decrease in the
savings rate and a faster improvement in the pandemic situation could lead to a stronger expansion than
currently envisaged. Inflation could be slightly higher than currently expected if supply bottlenecks were
to last longer and feed through into higher than anticipated wage rises. At the same time, the economic
outlook could deteriorate if the pandemic worsened, which could delay the further reopening of the
economy, or if supply shortages turned out to be more persistent than currently expected.

According to a broad spectrum of indicators, financing conditions had remained favourable since the
Governing Council’s previous quarterly assessment in June. While there had been a decline over the
summer, the recent repricing of debt securities meant that long-term market interest rates were now at

similar levels to those prevailing at the time of the previous quarterly assessment in June.

Preserving favourable financing conditions remained necessary to support the economy on its recovery
path. A sustained pace of net purchases under the pandemic emergency purchase programme (PEPP),
along with the other instruments and the recalibrated forward guidance, was an essential condition for
preserving a monetary policy stance that would offset the negative impact of the pandemic on inflation
and thereby support the re-anchoring of inflation solidly around the new target over the medium term. At
the same time, in line with the PEPP framework adopted in December and the Governing Council’s
commitment to pursuing a monetary policy stance that was always proportionate to its objective,
persistently favourable financing conditions in a context of a somewhat improved medium-term outlook
for inflation and increasing inflation expectations made it possible to scale down moderately the pace of
purchases under the PEPP in the last few months of the year. While a substantially lower pace of
purchases under the PEPP than had been implemented in recent months could risk an unwarranted
tightening in market interest rates (with associated currency appreciation) that would be inconsistent
with countering the downward impact of the pandemic on the projected path of inflation, a pace of net
purchases that was moderately lower was the proportionate measure that, at the current juncture, could

“lock in” the amount of monetary accommodation that was still necessary.

Based on the above, Mr Lane proposed for the fourth quarter that net purchases under the PEPP be
calibrated at a moderately lower pace than in the previous two quarters. The monthly purchase pace
would continue to be implemented flexibly according to market conditions, to react to short-term shocks
exerting upward pressure on benchmark interest rates or, likewise, to allow the rate of purchases to be
reduced if favourable conditions could be maintained with an even lower pace.

Furthermore, Mr Lane emphasised that the Governing Council also needed to confirm all of its other

monetary policy measures, namely the level of the key ECB interest rates, its forward guidance on their
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likely future evolution, its purchases under the asset purchase programme (APP), its reinvestment

policies and its longer-term refinancing operations.

2. Governing Council’s discussion and monetary policy decisions

Economic and monetary analyses

With regard to the economic analysis, members generally agreed with the assessment of the current
economic situation in the euro area and the risks to the outlook provided by Mr Lane in his introduction.
The rebound phase in the recovery of the euro area economy was increasingly advanced. Output was
expected to exceed its pre-pandemic level by the end of the year. With more than 70 per cent of
European adults fully vaccinated, the economy had largely reopened, allowing consumers to spend
more and companies to increase production. While rising immunity to the coronavirus meant that the
impact of the pandemic was now less severe, the global spread of the Delta variant could yet delay the
full reopening of the economy. The current increase in inflation was expected to be largely temporary
and underlying price pressures were building up only slowly. The inflation outlook in the new staff
projections had been revised slightly upwards, but in the medium term inflation was foreseen to remain
well below the ECB’s two per cent target.

As regards the external environment, members broadly shared the assessment provided by Mr Lane in
his introduction that the recovery in global economic activity and trade remained solid but was
moderating, owing to the further spread of the Delta variant and to supply bottlenecks. Attention was
drawn to the risks to the outlook arising from comparatively lower vaccination rates and the worsening of
the pandemic in emerging market economies in recent months relative to advanced economies, which

could lead to more persistent or more widespread disruptions to supply chains.

Turning to euro area developments, real GDP had rebounded by 2.2 per cent in the second quarter of
the year, which was more than had been expected, and was on track for strong growth in the third
quarter. The recovery built on the success of the vaccination campaigns in Europe, which had allowed a
significant reopening of the economy. Members broadly agreed with the improvement in the euro area
growth outlook included in the new projections and expressed a greater degree of confidence in the
baseline scenario, while acknowledging that uncertainty remained elevated. With the lifting of
restrictions, the services sector was benefiting from people returning to shops and restaurants and from
the rebound in travel and tourism. Manufacturing was performing strongly, even though production

continued to be held back by shortages of materials and equipment.
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Overall, recent developments indicated that economic activity could be expected to return to its
pre-crisis level in the fourth quarter of the year — a quarter earlier than had been expected in the June
2021 Eurosystem staff projections. The output gap was also expected to close sooner than previously
expected. However, there remained some way to go before the damage to the economy caused by the
pandemic was overcome. There were still more than two million fewer people employed than before the
pandemic, especially among the younger and lower skilled, and the number of workers in job retention
schemes also remained substantial.

Members assessed the risks to the economic outlook as broadly balanced. On the upside, economic
activity could outperform expectations if consumers became more confident and saved less than
currently expected. It was noted that consumer spending was increasing and savings appeared to be
returning to normal more quickly than had been expected, although consumers remained somewhat
cautious in the light of the pandemic developments. Households were benefiting not only from
accumulated savings, but possibly also from positive wealth effects given the significant rise in prices for
financial assets and real estate. The labour market was also improving rapidly, holding out the prospect
of higher incomes and greater spending. Unemployment was declining and the number of people in job
retention schemes had fallen significantly from the peak in 2020. The recovery in domestic and global
demand was further boosting optimism among firms, which was supporting business investment.

A faster improvement in the pandemic situation could also lead to a stronger expansion than currently
envisaged.

Regarding possible downside risks, it was underlined that the economic outlook could deteriorate if the
pandemic worsened, which could delay the further reopening of the economy, or if supply shortages
turned out to be more persistent than currently expected and held back production. It could not be
excluded that the shortages and bottlenecks observed so far would not only last longer but might also
affect more economies and further sectors. However, the point was made that some moderation in

growth was naturally to be expected, in line with the experience of other reopening economies.

The spread of the Delta variant had so far not required lockdown measures to be reimposed.
Nevertheless, it could slow the recovery in global trade and the full reopening of the economy. Although
the economy had shown more resilience to new waves of the virus in recent quarters, the recovery
remained dependent on the evolution of the pandemic and on the progress made with vaccination
campaigns. The assumed timing of a relaxation of containment measures had been pushed back in
almost every projection round.

Regarding fiscal policies, members stressed that, to support the recovery, ambitious, targeted and
coordinated fiscal policy should continue to complement monetary policy. In particular, the Next
Generation EU programme would help ensure a stronger and uniform recovery across euro area
countries. It would also accelerate the green and digital transitions, support structural reforms and lift
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long-term growth. While fiscal policy was expected to be expansionary in 2021 and 2022, members
considered that the prospects for 2023 were more uncertain.

With regard to price developments, there was broad agreement with the assessment presented by

Mr Lane in his introduction. Inflation had increased to 3.0 per cent in August. It was expected to rise
further during the autumn but to decline in 2022. This temporary upswing in inflation mainly reflected the
strong increase in oil prices since the middle of 2020, the reversal of the temporary VAT reduction in
Germany, delayed summer sales in 2020 and cost pressures that stemmed from temporary shortages of
materials and equipment. In the course of 2022 these factors should ease or would fall out of the
year-on-year inflation calculation. Underlying inflation pressures had edged up. As the economy
recovered further, underlying inflation was expected to rise over the medium term. This increase was
expected to be only gradual since it would take time for the economy to return to operating at full
capacity. Wages were therefore expected to grow only moderately. However, if supply bottlenecks
lasted longer and fed through into higher than anticipated wage rises, price pressures could be more
persistent.

Members agreed with the hump-shaped pattern of inflation in the September ECB staff projections and
generally concurred that higher short-term inflation was largely temporary. At the same time, they
considered that the degree of persistence of the inflation shock and, especially, the outlook for inflation
in 2023 were more uncertain, with the risk that inflation in 2023 might turn out to be higher than
projected. In this context, the view was also expressed that the baseline projection for inflation in 2023

was too low.

Attention was drawn to the fact that both headline and core inflation had surprised to the upside relative
to recent projections, with inflation being underestimated for some time. This raised doubts about how
well the models relied on in the projections were able to capture what was currently happening in the
economy, the structural changes implied by the pandemic and the impact of the ECB’s new monetary
policy strategy. Closer attention needed to be paid to direct and granular evidence, such as data
collected from businesses, unions and households. This was seen as essential around turning points

and in periods of possible “regime shifts”.

With respect to the September staff projections, it was argued that inflation could be higher if a different
path materialised for oil prices, if the supply bottlenecks were more persistent or if the Phillips curve
became steeper. Moreover, taking owner-occupied housing into account would lead to a higher
expected path for inflation. It was also noted that, even if the current inflation shock was largely
temporary, it would only require a relatively small percentage of the current shock to become permanent

for inflation to be close to 2 per cent at the end of the projection horizon.
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The importance of taking climate change policies and the future development of carbon prices into
account was emphasised. Their impact was likely to lead to sustained upward price pressures for a
number of years. Carbon prices would inevitably have to increase substantially to ensure that the
objectives of the Paris Agreement were reached, with the direct effects of climate policies on energy
prices likely to affect price developments in the later years of the projection horizon.

At the same time, there was little evidence so far of second-round effects on wage negotiations. Wage
developments and unit labour costs, which were necessary components of durable underlying inflation,
remained quite subdued, and wage negotiations so far had taken expectations of only rather moderate
future price movements into account. However, it was also argued that “this time might be different” in

the sense that the length and magnitude of the shock to inflation, combined with supply bottlenecks and
excess savings, might lead to higher second-round effects than in the past. Hence, it was important to
monitor closely current wage negotiations. Nevertheless, it was noted that the best-performing Phillips
curves maintained by ECB staff indicated lower inflation at the end of the projection horizon than was

foreseen in the ECB’s projections.

Considering recent developments in inflation expectations, members noted that measures of
longer-term inflation expectations had continued to increase but remained some distance from the
ECB'’s inflation target. Market-based indicators of inflation expectations had risen to their highest level in
many years, with the five-year forward inflation-linked swap rate five years ahead now exceeding 1.7 per
cent, which was some 50 basis points higher than before the pandemic. While it was positive news that
market expectations of deflation were very low, inflation options markets continued to signal that
investors did not see a risk of recent high euro area inflation rates extending into the medium term.
However, it was recalled that the inflation expectations of households and businesses, which were
different from those of financial market participants, also needed to be considered.

Members thus broadly concurred that, despite further improvement, the inflation outlook remained some
way from the ECB’s target level. At the same time, risks to the inflation outlook, as embodied in the
September 2021 ECB staff projections, were widely regarded as being tilted to the upside. However, it
was also cautioned that the recent underestimation of inflation had to be interpreted in the context of the
previous prolonged period of overestimation and the continued shortfall of longer-term inflation

expectations from the target.

Turning to the monetary and financial analysis, members broadly concurred with the assessment
provided by Mr Lane in his introduction. Bank lending rates for firms and households were at historically
low levels while lending to households was holding up, especially for house purchases. A remark was
made about the extent to which the sharp rise in housing investment, house prices and mortgage
volumes might have been fuelled by the ECB’s monetary policy in the wake of the pandemic and in view
of ample forced savings, much of which was probably invested in real estate. At the same time, it was
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recalled that lower equilibrium interest rates implied higher housing values, while leverage would not
necessarily increase with real estate purchases if households drew on the savings they had
accumulated during the pandemic.

The growth of lending to firms had slowed, mainly because firms were still well funded after borrowing
heavily in the first wave of the pandemic. It was noted that government support had transferred risks to
the public sector and helped firms through the crisis, thereby avoiding a spike in non-performing loans
and bankruptcies, which should mitigate the risk of financial amplification. As the economy opened up,
firms were benefiting from the recovery. Large cash holdings and increasing retained earnings reduced
firms’ need for external funding. Solid bank balance sheets continued to ensure that sufficient credit was
available, while for larger firms bond issuance was an attractive alternative to bank loans. It had to be
acknowledged, however, that many firms and households had taken on more debt during the pandemic,
which made their financial health potentially vulnerable to a deterioration in the economic outlook and
could worsen the quality of banks’ balance sheets. Even so, overall, risks of financial amplification were

considered to be small.

Monetary policy stance and policy considerations

Members concurred with Mr Lane’s assessment that an accommodative monetary policy stance
remained necessary to offset the negative impact of the pandemic on inflation and to support the
re-anchoring of inflation expectations solidly around the Governing Council’s new target over the
medium term. Hence, policy support from a sustained pace of net purchases under the PEPP, along
with the other instruments and the recalibrated forward guidance, was deemed essential for preserving
the necessary monetary policy accommodation and for reaffirming the Governing Council’s commitment
to its new monetary policy strategy. At the same time, under the PEPP framework which the Governing
Council had agreed upon at its December 2020 meeting, a calibration of the pace of purchases was

required based on a joint assessment of financing condition and the inflation outlook.

Regarding the assessment of financing conditions, it was noted that, overall, conditions had remained
favourable or had loosened further since the Governing Council’s previous quarterly assessment in
June. Moreover, they had improved notably since the Governing Council’s decision, earlier in the year,
to significantly increase the pace of purchases under the PEPP. This improvement was visible across a
broad spectrum of indicators. A rise in inflation expectations had brought euro area real short and
long-term interest rates to historically low levels. Regarding financial conditions, stock prices had risen
while the euro had depreciated broadly. Bank lending rates for firms and households, as well as
corporate bond spreads, had remained near historical lows. At the same time, it was observed that the

recent repricing had led to some volatility in long-term market interest rates.
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As for the assessment of the inflation outlook, a significant improvement over the course of the year was
acknowledged. It was also observed that the staff inflation projection had been revised up in the
previous projection rounds, thereby breaking the trend of the earlier successive downward revisions and
pointing to the emergence of upside risks. However, it was noted that the near-term increase in inflation
was largely driven by temporary factors that would fade in the medium term and not call for policy
tightening. According to the September ECB staff projections, inflation was not expected to persistently
reach levels that fully offset the pandemic impact on the inflation path at the relevant medium-term
horizon, and it remained well below the ECB’s new inflation target.

Based on the joint assessment, and in line with the PEPP framework adopted in December 2020,
members agreed that persistently favourable financing conditions along with a somewhat improved
medium-term outlook for inflation would allow the Governing Council to moderately scale down the pace
of purchases under the PEPP while confirming all other monetary policy measures, namely the level of
the key ECB interest rates, the Governing Council’s forward guidance on their likely future evolution, the
purchases under the APP, the reinvestment policies and the longer-term refinancing operations. A
number of comments were made in both directions on the recalibration of the pace of purchases under
the PEPP, proposed by Mr Lane.

On the one hand, it was argued that a symmetric application of the PEPP framework would call for a
more substantial reduction in the pace of purchases, also in the light of potential side effects of an
elevated level of purchases. From this perspective, a pace of purchases similar to the level prevailing at
the beginning of the year would be appropriate. Such a pace would still provide a greater degree of
monetary accommodation than at the start of the year, as both financing conditions and the economic
outlook had improved in the meantime. In addition, the embedded flexibility would allow for a meaningful
increase in purchases to address market tensions, if needed.

On the other hand, reference was made to the recent repricing in nominal bond yields, which called for a
prudent reduction in the pace of purchases. A concern was expressed that a slower pace might induce
market perceptions of a tighter than expected monetary policy, which could result in a tightening of
financing conditions. In particular, there was a risk that a reduction in PEPP purchases in the next few
months would be interpreted as tapering, which could affect other components of the monetary policy
stance. This might drive euro area interest rates higher and thwart an incipient increase in inflation
expectations.

At the same time, the argument was made that markets were already expecting an end to net asset
purchases under the PEPP by March 2022. This expectation was not showing a significant impact on
financing conditions, which should generate confidence that the recalibration of the PEPP purchase
pace to reflect the improvement in financing conditions and the inflation outlook would not lead to an
unwarranted tightening in market interest rates. Attention was drawn to the substantial stock of assets
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that the Eurosystem had acquired since the beginning of the year, which would provide significant
accommodation over the coming years by compressing the term premium, even if the pace of purchases
was reduced.

It was reiterated that the PEPP was designed as an emergency programme that had a clearly defined
objective of countering the impact of the pandemic on the path of inflation and should be distinguished
from the general monetary policy stance, for which other instruments were available. The point was
made that, even without the PEPP, the overall monetary policy stance remained highly accommodative.
The calibration of the PEPP purchase pace in line with the PEPP framework needed to be judged
against the prevailing financial conditions and the inflation outlook. A view was expressed, however, that
the perception of a premature removal of accommodation could raise questions on the Governing
Council’s determination to deliver on its inflation target and its commitment to persistent and forceful
policy action in the vicinity of the effective lower bound in order to avoid negative deviations from the
inflation target becoming entrenched.

Overall, balancing the various arguments, all members agreed that, in line with the framework adopted
in December 2020, persistently favourable financing conditions along with a somewhat improved
medium-term outlook for inflation would allow the Governing Council to moderately scale down the pace

of purchases under the PEPP, in line with Mr Lane’s proposal.

With regard to implementation, it was stressed that flexibility according to market conditions remained a
key feature of the PEPP, allowing for a flexibility margin to react to short-term shocks exerting upward
pressure on benchmark interest rates or, likewise, allowing the pace of purchases to be reduced if
favourable conditions could be maintained with an even lower pace.

Attention was also drawn to the Governing Council’s efforts to be more transparent and to communicate
better with the general public, thereby fostering trust, as highlighted in the monetary policy strategy
review. In particular, it was suggested that more information be provided in official communication about

the reasoning behind the APP, the PEPP and related policy decisions.

Monetary policy decisions and communication

Regarding communication, members underlined that the improvement in the outlook had to be
acknowledged and that the Governing Council’s policy measures were producing the intended effects.
Although the temporary nature of the near-term rise in inflation had to be stressed, it was felt that upside
risks to the longer-term outlook for inflation had to be monitored and communicated carefully. At the
same time, it was deemed important to avoid creating the impression that the Governing Council was
satisfied with the current outlook for inflation.
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With respect to the moderate reduction in the pace of net asset purchases under the PEPP, this was
seen as proportionate, gradual and in line with the joint assessment of the improvement in financing
conditions and the inflation outlook. It had to be made clear that the decision constituted a recalibration
of the programme in response to current conditions and did not imply tapering or an end to asset
purchases under the PEPP.

Moreover, with a moderately lower pace of purchases, the ECB’s monetary policy remained highly
accommodative overall. The Governing Council stressed its determination to act forcefully and
persistently, in line with its revised monetary policy strategy, to anchor inflation expectations solidly at its
two per cent target.

Finally, it was underlined that the Governing Council would continue to purchase flexibly according to
market conditions. If favourable financing conditions could be maintained with asset purchase flows that
did not exhaust the envelope over the net purchase horizon of the PEPP, the envelope would not need
to be used in full and, equally, the envelope could be recalibrated if required to maintain favourable

financing conditions.

Taking into account the foregoing discussion among the members, upon a proposal by the President,
the Governing Council took the following monetary policy decisions:

Based on a joint assessment of financing conditions and the inflation outlook, the Governing Council
judged that favourable financing conditions could be maintained with a moderately lower pace of net
asset purchases under the PEPP than in the previous two quarters. The monthly purchase pace would
continue to be implemented flexibly according to market conditions.

The Governing Council also confirmed its other measures, hamely the level of the key ECB interest
rates, its forward guidance on their likely future evolution, its purchases under the APP, its reinvestment
policies and its longer-term refinancing operations, as set out in the press release to be published after

the meeting.

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 end of

the current Governing Council meeting.
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Monetary policy statement

Monetary policy statement to the press conference of 9 September 2021

Press release

Monetary policy decisions

Meeting of the ECB’s Governing Council, 8-9 September 2021

Members

Ms Lagarde, President

Mr de Guindos, Vice-President

Mr Centeno

Mr Elderson

Mr Hernandez de Cos*
Mr Herodotou

Mr Holzmann

Mr Kazaks

Mr Kazimir*

Mr Knot

Mr Lane

Mr Makhlouf

Mr Muller

Mr Panetta

Mr Rehn*

Mr Reinesch

Ms Schnabel

Mr Scicluna

Mr Stournaras

Mr Simkus

Mr Vasle*

Mr Villeroy de Galhau
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Mr Visco
Mr Weidmann

Mr Wunsch

* Members not holding a voting right in September 2021 under Article 10.2 of the ESCB Statute.

Other attendees

Mr Dombrovskis, Commission Executive Vice-President**
Ms Senkovic, Secretary, Director General Secretariat
Mr Smets, Secretary for monetary policy, Director General Economics

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

** |n accordance with Article 284 of the Treaty on the Functioning of the European Union.

Accompanying persons

Mr Arce

Mr Bitans
Ms Buch

Mr Demarco
Ms Donnery
Mr Gaiotti
Ms Goulard
Mr Haber
Mr Kaasik
Mr Kuodis
Mr Kyriacou
Mr Linnemann
Mr Novo

Mr Odor

Mr Sleijpen

Mr Tavlas
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Mr Vanackere
Mr Valimaki

Ms Zumer Sujica

Other ECB staff

Mr Proissl, Director General Communications

Mr Straub, Counsellor to the President

Ms Rahmouni-Rousseau, Director General Market Operations
Mr Rostagno, Director General Monetary Policy

Mr Sousa, Deputy Director General Economics

Release of the next monetary policy account foreseen on Thursday, 25 November 2021.

Page 19 of 19



