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In the Euro Area, inflation has begun to fall back, from 10.6% in October 2022
to 7% in April, after 6.9% in March, and is expected to recede by the end of the
year. But it will still be too high. And while headline inflation has been declining,
underlying price pressures show persistence. The Governing Council has
already taken prompt and forceful actions to tighten the stance of monetary
policy. The primary question today is not so much how much further we need to
go with interest rate hikes, but how large is the pass-through of what is already
in the pipe. Today I'd like to elaborate on this and review the two steps of the
transmission of our monetary policy (i) first to the financing and monetary
conditions, and (ii) ultimately to real economy and inflation. | will then draw some

conclusions for monetary policy (iii).

I. The transmission of monetary policy to financing conditions has proven

relatively rapid and overall in line with past tightening cycles

The increase in policy rates since 2022 has been exceptionally rapid by any
historical standards: 7 hikes in less than ten months, amounting to +375 basis
points, in addition to our progressive exit from unconventional policies which
began even earlier. Financial markets have been a useful ally in this fight by
rapidly anticipating, as early as 2022Q1, the policy normalisation and tightening

path.
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Market rates (here the 10y OIS rate on the LHS panel) had already risen
significantly before the ECB began raising rates in July 2022, reflecting the
adjustment announced in December 2021 through the discontinuation of PEPP
net asset purchases. The 2 year OIS rate, a good measure of the expected
stance of policy, also increased from early 2022. It is now levelling off around
3%.

The proxy rate translates broad financial conditions into a hypothetical
equivalent short-term rate. It conveys a similar message: the removal of financial
accommodation had already started well before the lift-off of the DFR in July
2022, and at a very rapid pace, with the proxy rate gaining 5 % over the last
year (from -3% to 2%).
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These increases in market rates and the associated tightening of financial
conditions are still being transmitted to broader credit conditions through the
banking channel. Bank funding costs, including deposits from households and
NFCs, as well as wholesale funding costs and securities — other than shares —
are increasing. It is true that the pass-through of rate hikes to the remuneration
of households’ sight deposit remains limited, but the transmission to the
remuneration of term deposits and deposits redeemable at notice is much

stronger, although incomplete.
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As a result households have started shifting towards term deposits, and so

further increasing the average cost of funding for banks.

Turning now to bank loans to households and firms, let me stress that this credit
channel is of primary importance in the euro area - much more so than in the
United States - as bank loans remain the dominant source of financing for firms,
in particular for smaller firms.! Overall, the growth rate of loans has slowed due
to a combination of higher borrowing rates, lower demand, and - for firms -

tighter credit standards.

(1) The cost of credit has risen significantly from exceptionally accommodative
levels. Households in the euro area willing to buy a house at the end of 2021
could borrow at 1.3% in average whereas they have to pay almost 3.5% in

March 2023, although significantly less in France (2.6%). Lending rates for firms

1 The average share of bonds in debt financing has increased over time but only makes up 30% of debt
financing for firms. See Holm-Hadulla, F., Musso, A., Nicoletti G. and Tujula M. (2022) “Firm debt financing
structures and the transmission of shocks in the euro area”, Economic Bulletin, Issue 4, ECB.
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have been rising still faster, from 1.3% at end-2021 to 4.2% today.
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| RISING RATES ON NEW LOANS ...
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Housing loans to euro area households*:
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Compared to 2005-2007, the increase in policy rates is much faster today.

« IN LINE WITH THE RISE IN POLICY RATES (LIKE IN 2005)

Transmission to Loans (%, / total policy rate increase over the cycle)
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