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Abstract

Euro area growth surprised on the upside in the second quarter
of 2026, but the expansion was led by exports while investment
stagnated. Energy prices pushed headline inflation to 3.2% in
August, and the ECB's rate increases in June and September
appear justified on balance. This paper argues that climate
change challenges have become a recurring source of supply-
side pressure, and that stabilising heterogeneous economies of
Member States falls largely to fiscal policy in a challenging fiscal
environment.

This document was provided by the Economic Governance and
EMU Scrutiny Unit at the request of the Committee on Economic
and Monetary Affairs (ECON).

PE 784.030 3



ECTI | Economic Governance and EMU Scrutiny Unit (EGOV)

This document was requested by the European Parliament's Committee on Economic and Monetary
Affairs.

AUTHOR(S)

Seraina GRUNEWALD (University of St. Gallen and European University Institute)
Clemens KOOL (Maastricht University, Sustainable Finance Lab)

Brenda KRAMER (Sustainable Finance Lab)

Mark SANDERS (Maastricht University, Sustainable Finance Lab)

CONTRIBUTORS
Stanislas JOURDAN (New Economics Foundation, Sustainable Finance Lab)
Nica VERMEULEN (Sustainable Finance Lab)

CONTACTS IN THE EUROPEAN PARLIAMENT
Coordination: Ronny MAZZOCCHI, Maja SABOL
Editorial assistance: Ovidiu TURCU

To give feedback or obtain copies, please write to: egov@ep.europa.eu

VERSION
Original: English
Manuscript completed in September 2026

BIBLIOGRAPHIC REFERENCE FOR THIS PAPER

Grinewald, S., Kool, C., Kramer, B. and Sanders, M. 2026. Resilience with Risks. Brussels: European
Parliament, Directorate-General for Economy, Transformation and Industry.

For in-text citations: Grinewald et al. (2026)

DISCLAIMER

The opinions expressed in this publication are those of the author(s) only and should not be considered
as representative of the European Parliament's official position.

ARTIFICIAL INTELLIGENCE

Claude (Anthropic) was used to improve the readability and structure of the text and to verify figures
and quotations against primary sources. Al-generated content in this text has been reviewed by the
author(s).

COPYRIGHT
© European Union, 2026

LICENCE

The reuse of this document is authorised under a Creative Commons Attribution 4.0 International
(CC-BY 4.0) licence (https://creativecommons.org/licenses/by/4.0/).

To use or reproduce elements that are not owned by the European Union, permission may need to be
sought directly from the respective rightholders.

4 PE 784.030


mailto:egov@ep.europa.eu
https://creativecommons.org/licenses/by/4.0/

Resilience with Risks: Growth, Inflation, and Financial Stability in the Euro Area

ABOUT THE EDITOR

The Economic Governance and EMU Scrutiny Unit provides in-house and external expertise to support
EP committees and other parliamentary bodies in shaping legislation and exercising democratic
scrutiny over EU internal policies.

To contact Economic Governance and EMU Scrutiny Unit or to subscribe to its newsletter please write
to:

Economic Governance and EMU Scrutiny Unit

European Parliament

B-1047 Brussels

E-mail: egov@ep.europa.eu

Manuscript completed in XX 2026

© European Union, 2026

This document was prepared as part of a series on “Quarterly assessment of the ECB's monetary policy
stance”, available on the internet at: https://www.europarl.europa.eu/committees/en/econ/econ-
policies/monetary-policy

IDENTIFIERS [OPTIONAL SELECTION]

Print  ISBN 978-92-848-4312-1 | doi:10.2861/5975329 | QA-01-26-313-EN-C
PDF  ISBN 978-92-848-4311-4 | doi:10.2861/7488565 | QA-01-26-313-EN-N

PE 784.030 5


https://www.europarl.europa.eu/committees/en/econ/econ-policies/monetary-policy
https://www.europarl.europa.eu/committees/en/econ/econ-policies/monetary-policy

ECTI | Economic Governance and EMU Scrutiny Unit (EGOV)

CONTENTS

LIST OF ABBREVIATIONS
LIST OF FIGURES
EXECUTIVE SUMMARY
1. ECONOMIC ACTIVITY
11. Growth surprised on the upside
1.2.  Uneven growth across the euro area
1.3. Investment remains weak, household demand holds up
2. INFLATION OUTLOOK
2.1. Once again, fossil energy is driving inflation
2.2. Inflation heterogeneity
2.3. Inflation expectations are anchored
2.4. No signs of second-round effects
2.5. Risk outlook for inflation
3. CURRENT MONETARY POLICY STANCE
3.1. Interest rates and balance sheet developments
3.2. Monetary and financial conditions
3.3. Financial stability risks
4. ECB COMMUNICATION
5. PATH FORWARD FOR MACROECONOMIC POLICY
6. REFERENCES

10
10
11
12
13
13
13
15
15
17
18
18
19
19
23
25
26

PE 784.030



Resilience with Risks: Growth, Inflation, and Financial Stability in the Euro Area

LIST OF ABBREVIATIONS
Al Artificial intelligence
APP Asset purchase programme

COVID-19 Coronavirus disease 2019

DFR Deposit facility rate

ECB European Central Bank

EU European Union

EUR Euro

GDP Gross domestic product

HICP Harmonised Index of Consumer Prices
OECD Organisation for Economic Co-operation and Development
PEPP Pandemic emergency purchase programme
o] ] Percentage point

PV Photovoltaic

QE Quantitative easing

TPI Transmission Protection Instrument

us United States

UsD US dollar

YoY Year-on-year

PE 784.030 7



ECTI | Economic Governance and EMU Scrutiny Unit (EGOV)

LIST OF FIGURES

Figure 1: Euro area GDP growth and components

Figure 2: GDP growth by country

Figure 3: Euro Area Business Indicators

Figure 4: Headline inflation and contributing factors

Figure 5: Macroeconomic projections - June 2026 scenarios
Figure 6: Inflation Dispersion across the Euro Area

Figure 7: Inflation Expectations

Figure 8: Labour market indicators - Euro Area

Figure 9: Macroeconomic Projections - Energy Assumptions (June vs September 2026)
Figure 10: ECB monetary policy

Figure 11: Bank lending in the euro area

Figure 12: Financial Cycle in the euro area

Figure 13: Sovereign Bond Spreads

10
11
12
13
14
15
16
16
17
18
19
20
21

PE 784.030



Resilience with Risks: Growth, Inflation, and Financial Stability in the Euro Area

EXECUTIVE SUMMARY

Euro area growth surprised on the upside in the second quarter of 2026, at 0.6%quarter-on-
quarter (0.3% excluding Ireland), the highest since 2022. Growth was led by exports, with
household consumption adding 0.2pp while investment contributed nothing. The ECB has lifted its
annual projections to 0.9% for 2026 and 1.4% for 2027, citing the "greater than expected resilience
of the euro area economy". However, climate change and extreme weather events are new risks
to consider for both real activity and inflation. Growth remains uneven across member states,
with smaller economies outperforming the large central ones over the last three years.

Headline inflation accelerated to 3.2% in August, driven almost entirely by an energy rebound,
while core inflation held steady at 2.4%. Food inflation has fallen to around 1% but is likely to rise
again as lower harvests and higher fertiliser costs feed through. Both inflation expectations and
wage developments indicate no signals of substantial second-round effects as yet; inflation
expectations remain well-anchored.

The ECB's decisions to raise rates in June and September, taking the deposit facility rate to
2.5%, appear justified and prudent, and the data-dependent, meeting-by-meeting approach
without pre-commitment makes sense given downward risks to activity alongside upward risks to
inflation. The expanded use of scenario analysis and the shift towards "framework guidance" are
welcome and strengthen the accountability on which parliamentary scrutiny depends.

Bank buffers have strengthened since 2008, yet ongoing credit growth is pushing the financial
cycle index toward pre-2008 levels. Financial stability risks are compounded by mounting fiscal
strain in France— which could end-up testing TPI eligibility in the coming months—and the banking
sector's ongoing exposure to fossil fuel risks. Macroprudential policy could be further deployed to
address structural climate-related risks. Since monetary policy cannot lower the cost of imported
fossil fuels, lasting price stability depends on structural alignment between monetary, fiscal
and energy policies. Continuous ambitious energy policies remain essential, even more due to the
negative effect of higher interest rates on the cost of capital-intensive renewable investments.
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1. ECONOMIC ACTIVITY

Over the last quarter, the euro area economy has proven more resilient than expected in the face of
the renewed energy shock caused by the ongoing conflict in the Middle East. While Q2 growth
surprised on the upside, numerous downward vulnerabilities continue to lie ahead, most notably with
the severe impact of high energy prices on inflation and the unfolding effect of the droughts and
wildfire on growth and food prices.

1.1. Growth surprised on the upside

In spite of the shock caused by the war in the Middle East, the latest euro area GDP figures for Q2 2026
were surprisingly on the upside at 0.6% (quarterly), the highest since 2022. The upward GDP growth in
Q2 was led by strong exports (partly offset by destocking). Notably, in the face of the energy price
crisis, household consumption was the other positive contributor, adding 0.2pp (Figure 1). In general,
household consumption and government consumption in 2025 and 2026 have been resilient and
consistently contribute to positive GDP growth.

Trade is a particularly volatile component as it is linked to the noisy Irish economy’s exposure to large
multinational companies. However, even when excluding Irish GDP data, quarterly GDP growth for the
euro area at Q2 stood at 0.3% while the Eurosystem projections of June anticipated 0.1% (with Irish
GDP smoothed) and 0.2% in the baseline (Figure 5). During the ECB press conference, Christine
Lagarde emphasized the "greater than expected resilience of the euro area economy" (ECB, 2026a).
The ECB consequently raised its annual growth projections to 0.9% in 2026 and 1.4% for 2027 (ECB,
2026b).

Figure 1: Euro area GDP growth and components

K : ‘ [ %
! B SN | |

-0.5
-1.0
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EA excl-IE B Gross fixed capital formation B Net trade B Inventories
= GDP total B Households B Government

Source: Eurostat

Notes: Units: percentage point contributions to quarter-on-quarter real GDP growth; the solid line is total euro area GDP
growth in percent. Seasonally and calendar adjusted. The dashed line shows euro area growth excluding Ireland, whose GDP
is distorted by multinational companies' intellectual property transactions. Latest observation: Q2 2026.

In spite of solid growth in Q2, the delayed impact of the heat wave, drought and wildfires in Europe in
June and July could dampen growth in the coming quarters. As an illustration, Triodos Bank estimates
that these weather events could reduce EU GDP by around 1% in 2026 relative to a no-heatwave
baseline (Stegeman et al., 2026). Moreover, the slow transmission of inflation from energy to food
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prices will add continuous pressure into the price formation process in the coming months as we discuss
in chapter 2.

1.2. Uneven growth across the euro area

Figure 2 shows that the subdued overall GDP growth masks substantial cross-country heterogeneity,
with smaller countries generally outperforming the large central economies over the last 3 years. GDP
growth in Germany, France, and Italy has been below 1 percent annually over the last 3 years. By
contrast, Spain is the only euro area large economy whose average GDP growth was around 3% over
this period.

Zooming in on the last quarter, Spain maintained its relatively strong growth at 0.7% quarter-on-
quarter. Meanwhile Italy remained stable with its 3-year trend. Germany slightly exceeded expectations
with 0.3% while France’s GDP rebounded to 0% in Q2 after a contraction in Q1 and continues to grow
below its 3-year trend.

Figure 2: GDP growth by country
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Source: Eurostat

Notes: Units: quarter-on-quarter percentage change, seasonally adjusted, Q2 2026. Red diamonds show the average quarterly
growth rate over the preceding three years. "EA excl-IE" is the euro area aggregate excluding Ireland. * For Luxembourg, Q1
2026 data are shown, as Q2 2026 was not yet available.

Spain’s relatively good performance probably benefits from its early investments in renewable power
production and comparatively low exposure to the Russia—Ukraine and Iran shocks. Its physical
exposure to heat and drought is above average, but the marginal GDP effect of an additional hot day is
comparatively small, possibly because the economy is acclimatised to such conditions. France has the
largest estimated growth loss (1.4pp), while for the Netherlands the loss (0.8pp) is smaller but nearly
erases its estimated growth for the year (Stegeman et al., 2026). The heterogeneous impact of drought
and wildfire may therefore reduce or intensify existing cross-country divergences.

The observed growth differentials can have both structural and cyclical causes. On the structural side,
economic convergence would cause growth differentials with poorer countries growing faster than
more developed and mature countries. On the cyclical side, business cycles are imperfectly correlated
because countries have different shock exposures and shock sensitivities. Both phenomena point to
the fact that the euro area is not an optimum currency area. Inflation heterogeneities form the counter
image of this. We will return to this point in section 2.
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1.3. Investment remains weak, household demand holds up

Going back to GDP growth contributions (Figure 1), gross fixed capital formation subtracted 0.1pp from
euro-area growth in Q1 of 2026 and contributed nothing in Q2, after positive contributions throughout
2025. Heightened geopolitical tensions like the ongoing war in the Middle East as well as the Ukraine-
Russia war, trade tension, the appreciation of the euro and corresponding uncertainty in industry have
put downward pressure on investment.

Firm-level uncertainty is the channel which most plausibly affects investment decisions. Both industry
and services uncertainty spiked after February 2026 - though much less than at the start of the Ukraine-
Russia war - and have since returned to roughly where they were before February (Figure 3). However,
the level of uncertainty early 2026 was already structurally elevated: both series sit above their 2015—
2019 averages and have done so consistently since 2022. Confidence indicators paint a consistent
picture. Confidence levels in the services sector are higher than for industry, but well below the
benchmark average. The war in the Middle East caused a new confidence drop for services, probably
related to the increased hurdles for travel and tourism.

Persistent uncertainty of this kind is a stronger driver for weak capital investments than interest rates
policy as such. While predicting future uncertainty is challenging, the ongoing war in the Middle East
and its impact on the supply of fossil fuel and fertiliser will be the most important source of uncertainty,
creating durable upward pressure on fossil energy prices.

Figure 3: Euro Area Business Indicators

Confidence Indicators Uncertainty Indicators
20
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— Industry — Services

Source: European Commission

Notes: Units: balances, monthly, euro area aggregate. Horizontal dashed lines show the 2015-2019 average for each series;
vertical dashed lines mark the outbreak of the Russia—Ukraine war (February 2022) and the Middle East oil shock (February
2026). Latest observation: August 2026.

Household consumption growth slowed to 0.1% quarter-on-quarter in Q1 and rose again to 0.4% in Q2,
contributing 0.2pp to GDP growth. Intended major purchases of durables and housing recovered from
their 2022-23 lows and have held broadly steady (European Commission, 2026a). Household demand
is supported by low unemployment and relatively strong household balance sheets, reinforcing the
reading that pressure is so far on the supply side rather than the demand side.
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2. INFLATION OUTLOOK

2.1. Once again, fossil energy is driving inflation

Figure 4 shows that Euro-area headline HICP accelerated to 3.2% YoY in August 2026, the highest
reading since the post-pandemic inflation, driven almost entirely by an energy rebound: energy prices
jumped to +14.3% YoY (from -4% in January) the highest since March 2023. By contrast, core inflation
(excluding energy & food) has been relatively stable, at 2.4% in August, above the ECB's target but
with no sign of acceleration since 2023.

Figure 4: Headline inflation and contributing factors
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Source: Eurostat; ECB Data Portal

Notes: Units: annual percentage change (lines) and percentage point contributions (bars). Contributions are derived by
weighting annual rates of change of each HICP component by its item weight. Final observation: August 2026.

As noticeable in Figure 5, energy prices is the only component that exceeded the baseline scenario for
inflation in the June Eurosystem projections.

Services inflation remains persistently high since 2022-2023 due to a shift in demand from goods to
services after the pandemic crisis, and higher wage growth following the energy price crisis (Buelens,
2024).

More surprisingly, food inflation has been on a steady downtrend from 3.0% a year ago to just 1.1% in
August. However, the literature shows that heat and weather events tend to create a lagged inflationary
effect, as the effect of lower crops volume transmit more slowly from unprocessed to processed food
(Sloover & Jacobs, 2024). The effect of energy prices on fertilizers is also delayed (Rabensteiner et al.,
2025). From this perspective, one can predict that food inflation will be on the rise in the medium term.

2.2. Inflation heterogeneity

Both the cross-country standard deviation of inflation and the inflation range (Figure 6) indicate that
current dispersion is roughly stable and back to pre-2021 levels. Dispersion across member states
widened significantly post-covid and with the Ukraine-Russia war in 2022, due to significant differences
in cross-country exposures to these shocks. Even in the current situation, the difference between the
country with the highest inflation and that with the lowest is about 4 percentage points, which is
considerable.

PE 784.030 13
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Figure 5: Macroeconomic projections - June 2026 scenarios
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Source: ECB (2026) Eurosystem staff macroeconomic projections for the euro area

Notes: Units: real GDP in quarter-on-quarter percentage change; all HICP panels in annual percentage change. Solid black
lines are realised outcomes; dashed lines are the baseline and the milder, adverse and severe alternative scenarios of the June
2026 Eurosystem staff projections. The line labelled "EA excl-IE" shows realised euro area growth excluding Ireland. Dotted
horizontal line: 2% inflation target.

It is important to note that some dispersion is an unavoidable — if undesirable — consequence of a
monetary union that is not an optimum currency area, and where real growth rates differ substantially
across members (see also Figure 2). Heterogeneity in the real economy naturally leads to inflation
heterogeneity as well, due to necessary real exchange rate adjustments. In the case of structural growth
catch-up, one would expect a real appreciation of the countries with faster growth (the Balassa-
Samuelson effect). In the absence of a normal exchange rate, this implies higher than average inflation
in these countries. In case of cyclical differences due to different exposure to demand and supply
shocks, inflation differences arise again. The stable cross-country inflation range and standard
deviation suggest that no progress is made in moving closer together and better satisfy the conditions
of an optimum currency area.

This raises an issue for monetary policy. Inflation heterogeneity implies that the ECB’s policy rates will
be too loose for some countries and too strict for others. It is well-known that the real interest rate
channel operates in a destabilizing way since countries with high inflation will at the same time have a
low real interest rate, fuelling further growth. It is the real exchange rate channel — represented by the
inflation differentials — that has to stabilize the different economies from the monetary side. Potentially,
national fiscal policy — in the absence of significant fiscal policy at the euro area level - can contribute
to country-specific stabilization to equilibrium and in doing so, accelerate convergence and reduce
macroeconomic imbalances.
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Figure 6: Inflation Dispersion across the Euro Area
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Source: ECB Data Portal (HICP, 21 euro area countries. Both Bulgaria and Croatia are included for the whole period)

Notes: Units: left-hand scale, percentage point difference between the highest and lowest national annual HICP inflation rate;
right-hand scale, unweighted standard deviation of national annual inflation rates. Monthly, January 2021 — August 2026.

2.3. Inflation expectations are anchored

Consumer expectations at the 12-month horizon spiked to around 4% after February 2026 before falling
back to around 3%, while the 3 and 5-year horizons have drifted up, with the 5-year measure now
rounds to 2.4% (Figure 7).

Professional forecasters show almost none of this. In the third-quarter 2026 round, conducted in early
July, headline expectations stood at 2.7% for 2026, 2.2% for 2027 and 2.0% for 2028, with longer-term
expectations (2031) unchanged (Figure 7). Market-based inflation expectations remain above 2%
longer than the survey of professional forecasters but by 2031 they converge to 2 percent as well (ECB,
2026¢).! Overall, this suggests that inflation expectations remain well-anchored, despite the turbulent
environment.

2.4. No signs of second-round effects

Labour market indicators provide supporting evidence for the lack of second-round effects.
Employment expectations (Figure 8) have declined steadily since 2022, although they rebounded in
July and August from a sharp decline following the outbreak of the war in the Middle East. While
unemployment remains low at 6.4%, job postings continue to decline (Eurostat, 2026). This suggests
diminished pressure for wage increases.

1 However, market-based inflation expectations indicators are inherently distorted by other price signal mechanisms such as liquidity and

inflation risk premia. During energy-driven supply shocks, markets are likely to price a higher inflation risk premium (Bletzinger, Lemke
and Renne, 2025).
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Figure 7: Inflation Expectations
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Source: ECB Consumer Expectations Survey; ECB Survey of Professional Forecasters.

Notes: Units: expected annual inflation in percent. Left panel: weighted median of consumer expectations across the eleven
largest euro area countries (EA11), monthly. Right panel: Survey of Professional Forecasters point expectations, quarterly; the
vertical dotted line marks the latest survey round (Q3 2026, conducted in early July). Dashed horizontal line: the ECB's 2%
target.

The wage tracker (Figure 8), which covers agreed collective bargaining agreements both in the past
and future, is projecting a stable path. Negotiated wage pressures (excluding one-offs) stand at 2.3%
in 2026 and 2.7% in Q1 2027. Set against headline inflation near 3%, this implies slightly negative real
wage growth, consistent with low real productivity growth. Unit labour costs offer a similar picture. On
the evidence available, this does not signal persistent second-round effects of energy price shocks or
the start of a wage-price spiral.

Figure 8: Labour market indicators - Euro Area
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Source: European Commission; ECB Data Portal (wage tracker, HICP); Eurostat

Notes: Units: left panel, index with long-term mean = 100; middle and right panels, annual percentage change, right panel is
seasonally adjusted. The ECB wage tracker covers active collective bargaining agreements and extends into 2027 on the basis
of agreements already concluded.
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2.5. Risk outlook for inflation

The ECB has done a good job in maintaining its credibility so far. At the September meeting, ECB
President Lagarde recognised that inflation turned out to be “lower than we had anticipated” over the

summer but will be longer lasting due to persistent energy and food price pass-through. These two
factors require particular attention.

In its macroeconomic projections of June and September, the ECB anticipates in its baseline scenario
that energy prices will steadily decrease by early 2027 (Figure 9). Oil prices are expected to come down
from their current level of 118 to 75 USD/bar by mid-2027, while gas prices should stabilise once again
around EUR 30/MWh. Ultimately, energy inflation is expected to fall from +14% in August to -4.6% by
mid-2027 and remain negative into early 2028 (Figure 9). However, uncertainty is likely to persist, in
particular with the US mid-term elections and the continued conflicts in Iran and Ukraine.

The surge in energy prices following the Iran shock has emerged as a key challenge for the ECB. The
inflationary impact of higher energy costs and the potential for second-round effects on wages and

prices pose risks to price stability. Although the emergence of significant second-round effects seems
limited at the moment, history has shown this can change rapidly.

Figure 9: Macroeconomic Projections - Energy Assumptions (June vs September 2026)
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observation: August 2026.
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3. CURRENT MONETARY POLICY STANCE

3.1. Interest rates and balance sheet developments

The ECB has raised interest rates in June and September 2026 following the predictable upward risks
on inflation following the war in the Middle East and the surge in global energy commodity prices. The
deposit facility rate (DFR) went from 2% to 2.5%.

The ECB'’s balance sheet continued to shrink at a steady path as the ECB stopped reinvesting the
proceeds from maturing bonds under its legacy APP and PEPP portfolios (Figure 10), which adds to the
slightly tightening stance of the interest rate policy.

Figure 10: ECB monetary policy

Deposit Facility Rate Balance sheet
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Source: ECB Data Portal.

Notes: Units: left panel, percent per annum; right panel, EUR millions. The rates decided at the September 2026 Governing
Council meeting take effect on 16 September 2026 and are therefore not yet reflected in the ECB data series. This is manually
adjusted. The right panel decomposes Eurosystem monetary policy assets into longer-term refinancing operations (LTRO),
the marginal lending facility (MLF, invisible), main refinancing operations (MRO) and asset purchases (QE: APP and PEPP).

In its September monetary policy meeting, the ECB decided to raise its policy rates once more with 25
basis points. To assess this decision, it is important to acknowledge that our understanding of inflation
and growth dynamics is still limited, while at the same time economic uncertainty — in particular with
respect to future energy and food prices — is very high. In this environment, the ECB’s Governing
Council has chosen to err on the side of caution, which is justified and prudent under its primary
objective of price stability. The relatively strong GDP growth observed in Q2 made the decision easy in
the sense that as the economy holds steady, the conventional trade-off between price stability and
economic growth appears less pronounced at this juncture. If the economy can absorb a somewhat
tighter stance without negative impact on overall growth, the ECB is right to take that stance. It is
easier to loosen in a next round when price expectations remain anchored, than to tighten more
aggressively after price expectations have become de-anchored.

However, beyond the aggregate levels, the effects of rate hikes are asymmetric depending on the
economic sectors. Investments in renewables energy, for instance, are quite sensitive to interest rates
changes, as we discuss in section 5.
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3.2. Monetary and financial conditions

The ECB's policy tightening has transmitted effectively into financial conditions, gradually pushing up
borrowing costs and tightening credit standards for both households and firms.

Since mid-2025, borrowing costs have been gradually increasing for firms and households, and credit
standards tightened (Figure 11). This is partly due to the acute geopolitical uncertainty (leading to
higher risk premia). The ECB's monetary policy communication and rate hikes of June reinforced these
dynamics, with a clear uptick in borrowing costs in Q2. On the volume side, corporate credit demand
has been relatively stable but growing at a noticeably slower pace since early January, echoing the
generalised deterioration in economic confidence amid geopolitical tensions. Mortgage demand
showed a sharp declining trend over 2025, but recently stabilised. Even so, bank credit growth still
outpaces GDP growth (see section 3.3).

Figure 11: Bank lending in the euro area
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Source: ECB Data Portal (MFl interest rate statistics, MIR dataset).

Notes: Units: left panel, annual growth rate in percent, 12-month moving average; right panel, annualised agreed rate in
percent. Monthly, January 2020 — July 2026. "Firms" refers to non-financial corporations; household lending refers to loans for
house purchase.

3.3. Financial stability risks

Financial stability risks can arise from different sides. In the current context, we find it important to
point out three specific sources: the credit cycle and systemic risks, sovereign risk — with particular
attention for the French situation —, and fossil fuel risks.?

In the aftermath of the Global Financial Crisis, the ECB developed the Composite Indicator of Systemic
Stress (CISS) to monitor systemic risk in financial markets. Because the indicator is derived from a set
of 15 (security) market-based variables, it can conveniently be computed and tracked on a daily basis.
However, the CISS only signals systemic risk when markets become aware of the risks and consequently
get stressed. The current level of the CISS is low, which does not mean systemic risks are necessarily
absent; but rather that financial markets have not yet priced them in.

2 For a broader overview of financial stability risks, we refer to the ECB’s May 2026 Financial Stability Review (ECB, 2026d).
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The credit cycle is most directly related to central bank policy. Excessively high liquidity may cause a
credit boom and a corresponding real estate boom as we saw in the runup to the Global Financial Crisis.
A common way to assess the phase of the financial cycle is the financial cycle index (Figure 12), which
combines bank credit relative to GDP and real estate price developments. Since early 2024, the index
has shown a rising trend, approaching levels seen during the 2006-2008 period preceding the Global
Financial Crisis.

Figure 12: Financial Cycle in the euro area
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Source: BIS (bank credit-to-GDP, residential property prices); authors' own calculations.

Notes: The index is the average of the deviations of bank credit-to-GDP and real house prices from their Hodrick-Prescott
trends. Positive values indicate credit and property above trend. The 2020-2021 peak largely reflects the fall in GDP rather
than credit expansion. Latest observation: Q4 2025.

According to Figure 11, credit growth of both firms and households still significantly exceeds nominal
GDP growth. This indicates ongoing credit expansion, despite the gradually rising cost of credit. Adding
to this, we note that bank lending is not the only driver of the credit cycle: the role of non-bank credit
(“shadow banking") has been growing rapidly in past years, but remains hard to monitor due to minimal
regulatory and supervisory framework. In that sense, the financial cycle index in Figure 12
underestimates actual credit growth.

Systemic risks are further compounded by strong linkages between banks and non-bank financial
intermediaries. The growth of unregulated cryptocurrencies and stable coins is another factor that
drives the credit cycle and financial stability risk. One could argue that euro area bank liquidity and
solvency buffers have strengthened substantially since the 2008 Global Financial Crisis due to stricter
regulation and therefore offer more protection against a possible credit cycle bust. At the same time,
the banking sector now is lobbying forcefully with the European Parliament and European Commission
to loosen liquidity and solvency requirements again to be able to contribute to the funding of necessary
investments.

Overall, serious attention for credit cycle risk is warranted. Loosening liquidity and solvency
requirements would not be the way to go. Potentially, policymakers could increase the use of
macroprudential policy through the countercyclical capital buffer (CCyB), which is currently at an
average of 0.7% across the EU. A second source of potential financial risk is sovereign risk.

Sovereign bond yields across the euro area are climbing, a trend now reaching even traditionally secure
markets like Germany and the Netherlands. Bond markets fret about future inflation risks and
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unsustainable sovereign fiscal policies. At the same time, sovereigns need to compete with other debt
issuers, in particular Al-firms that require massive funding.

In this environment, France stands out as a particular concern. Once a pillar in the euro area, France is
now facing mounting fiscal strain. Amidst high political instability and unpredictable upcoming
elections, the French budget deficit is projected to hit roughly 5% of GDP in 2025—-2026, while its debt-
to-GDP ratio has approached 120% (European Commission, 2026b). Consequently, the French
borrowing spread has climbed to levels comparable to Italy’s (Figure 13). Moreover, compared to Italy,
French sovereign debt is held significantly more by foreign investors, increasing the possibility of a sell-
off.

Figure 13: Sovereign Bond Spreads
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Notes: Units: Spreads of 10-year benchmark government bond yields over the German Bund.

The ongoing reduction in the ECB’s outstanding legacy sovereign bonds portfolio contributes to this
phenomenon. As the OECD highlights, the ECB's withdrawal does not simply reverse the effects of its
earlier QE programme. There is an asymmetrical (stronger) effect in the tightening process whereby
hedge funds increasingly become marginal sovereign bonds buyers and command higher risk premia
which steers yields upward (OECD, 2026).

In case financial markets would lose confidence in the French institutional stability and economy, a
serious problem would arise. The ECB has introduced in 2022 the Transmission Protection Instrument
(TPI) to cope with such situation (ECB, 2022), however, for good reason, the activation of the TPl is
conditioned to multiple criteria, such as member states’ compliance with fiscal rules, and a cross-
evaluation of debt sustainability analysis produced by multiple institutions. Yet, the ECB’'s TPI
framework does not make it entirely clear whether France would qualify for TPl support when it is
formally under an excessive deficit procedure.

If or when investors lose confidence in French sovereign bonds, contagious spillovers could start that
in the end might require a new “whatever it takes” moment, as the ECB cannot risk instability of the
euro area because it would threaten monetary transmission. The TPl would offer breathing space on
the short-term, but only a more prudent and compliant national fiscal policy in France can ultimately
solve the underlying problem.

Third, we find it important to zoom in on the potential liquidity and solvency risks of the real economy’s
and therefore banking system’s exposure to fossil fuel risks. These risks have become increasingly clear
after the Ukraine-Russia war in 2022 and even more so over the last 8 months with the ongoing war in
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the Middle East and the closure of the Strait of Hormuz. Relatedly, the severe drought and wildfires
throughout Europe during the summer have revived political attention on broader climate-related risks.
As a recent panel survey showed, a broad majority of economists agree that the extreme weather
events of the summer in Europe will lead to “substantial upward revisions to assessments of the near-
term economic costs of the physical risks from climate change” (Clark Center Forum, 2026). Such
events may also increase the fragility of the financial system and prompt a repricing of risk premia in
the insurance sector as well as rising non-performing loans across vulnerable households and energy-
or climate-exposed corporate sectors. On the banking side, this warrants the use of the Systemic Risk
Buffer (SyRB) or sector-specific capital add-ons.
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4. ECB COMMUNICATION

The ECB's monetary policy statements of July and September 2026 show a lot of similarity with the
communication style of earlier statements. In particular, the ECB continues the “data-dependent” and
“meeting-by-meeting” approach adopted July 2022, which ended its previous policy of forward
guidance, and does not pre-commit to a particular rate path. The framework for how decisions are
communicated has thus broadly stayed intact even as the substance of the decision shifted between
holding interest rates in February, March, April and July to raising interest rates in June and September.
This in-the-moment, data-driven way of communication is prudent in light of the continuing enhanced
uncertainty caused, in particular, by the conflict in the Middle East.

A remarkable and welcome novelty of the March statement was its explicit and more detailed reference
to scenario analysis®. In recent months, these scenarios have taken a stronger importance in the
formulation and communication of policy. For example, the ECB explicitly justified its June rate hike as
“robust across a range of scenarios mapping out how the shock [the war in the Middle East] might
evolve”. The September statement refers only indirectly to the scenario analysis in explaining the rate
hike, noting more generally that “the updated scenarios put together by staff illustrate the broad range
of outcomes for how growth and inflation would evolve under different assumptions about [the]
intensity and duration [of the energy shock], as well as its indirect and second-round effects”. However,
President Lagarde clarified in the Q&A that “against all three scenarios ... our decision to increase rates
by 25 basis points is robust, on all three accounts”.

To illustrate the uncertainty regarding the scope and length of the conflict in the Middle East and the
magnitude of the energy price shock, ECB staff prepared alternative scenarios, beyond the baseline,
published in the ECB staff projections (ECB, 2026b; ECB, 2026f). No probabilities are assigned to these
scenarios. A milder scenario, capturing the possibility that the conflict unwinds faster than expected,
complements the adverse and severe scenarios already produced in March (and updated since),
reflecting expectations of a more prolonged conflict than assumed in the baseline scenario. While the
ECB has used internal scenario analysis since the Global Financial Crisis, it made these scenarios public
for the first time during the COVID-19 pandemic — a practice revived in the context of the war in Ukraine
(March 2022), the tariffs imposed by the second Trump administration (June 2025), and more recently
following the outbreak of the conflict in the Middle East (March 2026). In addition to the baseline
projection, the ECB's current scenario analysis includes three alternatives scenarios, including a

"o

“milder”, “adverse” and “severe” one.

The publication of these scenarios contributes to the robustness and transparency of ECB
policymaking, as the public can trace the range of scenarios the ECB models and understand better
how it responds across different states of the world. It is embedded in a general shift in the ECB's
communication with markets: explaining the framework within which the Governing Council takes
decisions meeting by meeting. In her speech on 29 June 2026 in Sintra (Lagarde, 2026), President
Lagarde emphasised that, given the rising frequency and volatility of major shocks in the current
environment, the ECB’s communication would move from conveying policy intentions to explaining
decision criteria — the so-called “framework guidance”?. After the ECB's abandonment of forward
guidance, markets should no longer be left to guess the ECB's next move. Transparency about the
criteria that guide ECB rate decisions — the inflation outlook, underlying inflation dynamics, and the
strength of monetary transmission — would help investors understand how the ECB would react to
incoming data (reaction function). This framework, together with the scenario-based communication,

3 See the recommendations made in Grinewald et al. (2025), in line with Born et al. (2025) and Wieland & Hegemann (2025).
4 See already Lagarde (2026).
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would enable markets to “adjust financial conditions in response to new data on their own", giving the
ECB the necessary time to wait and see how a shock plays out. While it is early to draw conclusions as
to the effectiveness of framework guidance, the market participants did anticipate the rate hike of
September.
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5. PATH FORWARD FOR MACROECONOMIC POLICY

So far, the monetary policy tightening has successfully contained rise in inflation and limited second-
round effects. Energy prices remain the primary exogenous risk, a domain where conventional interest
rate hikes have little direct traction. Because monetary policy cannot lower the cost of imported fossil
fuels, establishing long-term price stability depends heavily on structural fiscal and energy policies that
accelerate the transition away from fossil fuel dependency.

As several academics have recently flagged, this dynamic creates a distinct "green dilemma" for central
banks (Fornaro et al., 2025; Blot et al., 2026; Leonard et al., 2026). As new empirical evidence shows,
broad monetary tightening disproportionately raises financing costs for capital-intensive renewables,
with a 25 basis point rate increase historically associated with a 3.2% decline in onshore wind capacity
addition and a 5.3% decline in solar PV capacity addition, while leaving fossil fuel and nuclear
investments largely unaffected (Serebriakova et al., 2026). This problem is aggravated by the fiscal
constraints arising from a higher interest rate environment and political instability in many member
states. Ultimately, rising sovereign debt servicing costs will complicate critical energy and climate
policy decisions at a time when sustained long-term investment is urgently needed. Such investment
would itself reduce exposure to energy price shocks and so support macroeconomic stability.
Accordingly, there is a good case for the ECB to take this transition effect into account under its
secondary objective in future decisions.

Navigating this environment requires a careful articulation between monetary and fiscal instruments.
Fiscal support during energy shocks must remain temporary, targeted, and tailored to avoid adding
fiscal fuel to inflation. Concurrently, the European Commission’s extension of the national escape
clause for energy security - capped at 0.3% of GDP annually and 0.6% cumulatively over 2026—2028 -
enables member states to debt-finance essential public transition investments without breaching
deficit targets (European Commission, 2026c¢).

For its part, the ECB has introduced a climate-factor in its collateral framework, which is in place since
June 2026 for corporate bonds®. The ECB aims to extend the coverage of the climate factor to
corporate credit claims at the earliest by end-2027 (ECB, 2026¢).

The prime responsibility for policies that aim at mitigating and adapting to climate change lies with
national and supranational fiscal policy makers. Yet, policy initiatives of this kind have the potential to
produce mutually reinforcing effects. If scaled up, they could meaningfully steer the European economy
and financial system away from fossil fuels. The extent to which the ECB should actively promote green
finance and the low-carbon transition — without prejudice to its primary mandate of price stability as
well as its responsibility for financial stability — remains a subject of debate and requires strong
accountability, to which the European Parliament can helpfully contribute.

The climate factor is calculated in two steps: first, an uncertainty score is computed for each eligible corporate bond as the product of a
sector-level stressor (the potential fall in asset values under a transition shock), a firm-level exposure (based on greenhouse gas
emissions, decarbonisation targets, and disclosure quality), and vulnerability (the firm's sensitivity to climate shocks); second, this score
is translated into an additional haircut that further reduces the value the ECB assigns to the bond as collateral (Broeders and Gybas,
2026).
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Euro area growth surprised on the upside in the second quarter of 2026, but the expansion was led
by exports while investment stagnated. Energy prices pushed headline inflation to 3.2% in August,
and the ECB's rate increases in June and September appear justified on balance. This paper argues
that climate change challenges have become a recurring source of supply-side pressure, and that
stabilising heterogeneous economies of Member States falls largely to fiscal policy in a challenging
fiscal environment.

This document was provided by the Economic Governance and EMU Scrutiny Unit at the request of
the Committee on Economic and Monetary Affairs (ECON).
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