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The euro area economy and the fi al's have proven resilient amidst the
energy price crisis and inflationg 4t economi owth is slowing, and the short-
term costs of monetary policy ghtening are becGt ag apparent with the increased
constraint on both borrowif j"and lending. With futui_ financial stability in mind, it
Is time to examine the gf ‘acity of households, firms, arii_financial institutions to
weather the challengé “of credit tightening. For governme as the available
fiscal space tightgt », prudent policies are needed to maintai arket trust.

The cgf( of fighting inflation is increasingly
appgrent

astic adjustments to monetary policy after an extended period of low interest rates
increase financial stability risks, such as elevated market volatility and liquidity

have discussed these risks in a previous blog. These events, among others, were
triggered by market surprise about the speed and size of the monetary policy reaction in
Europe, the US, and other advanced economies.

Now the euro area will face tighter borrowing conditions, possibly for longer than initially
anticipated. Following a period of historically low interest rates, companies, households,
and governments are again facing higher borrowing costs.

Weaker credit growth weighs on economic activity (see Figure 1). European institutions
have lowered their latest growth projections, forecasting very little growth for 2023 and
only modest acceleration in 2024. These adjusted forecasts reflect withering global
demand — particularly for China — and stagnating consumption in the euro area. The
labour market, which has been the backbone of economic resilience, though still
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performing strc , has begun to show incipient signs of softening.

Figure 1: Loan pr&@sion to non-financial firms and 8¢seholds weaker

(flows in € billion)
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Source: European Central Bank.

headline inflation is expected to be well above the European Central Bank (ECB) 2%
target, and only reach that target by the end of the following year. The recent upward
revisions of the inflation forecasts are largely driven by higher oil prices. In addition, much
depends on the evolution of wages. Higher wage increases would support people’s
income and help recover some losses incurred during the pandemic and the energy
shock. But if wage growth remains high, the ECB may have to keep rates higher for
longer to prevent second round effects.

Avoiding risks to financial stability associated with this outlook hinge upon private and
public sector buffers to preserve stability in more adverse environments. The balance
sheets of different sectors and financial institutions indicate both that the public support
received during the pandemic and the energy crisis has left them with some buffers at an
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aggregate leve d that detecting vulnerabilities requires a more surgt il look below the
surface.

Buffers and se@toral vulnerabilitiegfof households,
firms, and banks

The financial situation of household oroveq  ver the past two years. During the
Covid-19 pandemic, households’ precau savings spiked to a high of around 25%
of their disposable income from a pre-pa# 2. ».average of 13%. The flow of savings
later moderated as the saving ratio ngt alised, the stock of accumulated excess
remains on households’ balance :ts, providing ffer against waning growth and
rising interest rates (see Figured . Furthermore, nom income increased with strong
labour markets and inflatio ading to a drop in the debt’ sincome ratio. Overall,
households are less leved jed than before the pandemic. 0se more exposed —
such as lower incomef Juseholds and mortgage holders with ve. able interest rates —
face higher credits 5. Less affluent households and the unemplo lost purchasing
power during th¢ sandemic, despite government support provided to aconomy.

e 2: Firms and household could build up financial buffers durinG@e
yandemic thanks to support measures

(net lending in € billion, four-quarter sums)
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Sources: terly Integrated Economic Accounts, Eurostat.

The _orporate sector is also facing the credit tightening from a strong starting po 2.
he start of this year, the corporate interest burden was relatively modest at the eurc
area level and debt-to-income ratios had fallen below pre-pandemic levels. Debt servicing

levels are high in several countries, interest payments are surging, and interest coverage
ratiosl2l are deteriorating. Slowing economic activity and higher interest rates will continue
to weigh on corporates, and sectors with strong cost pressures may find themselves on
weaker footing. Moreover, higher energy costs have weakened some sectors
disproportionally and increases in wages will eat into profits. Small and medium-sized
enterprises with less capital may feel these pressure points most.

The banking sector, however, appears able to weather the storm. The European Banking
Authority (EBA) conducted a stress test including a worst-case scenario which showed
that banks can overall manage the losses of such a scenario relatively well.l3l Rising
interest rates have strengthened banks’ profitability and capital position. According to the
EBA stress test, most institutions can manage a significant deterioration of their loans to
households and firms, even if they come under more strain.
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But not all ba are equally strong. Some banks, including some syst Jically important
ones, show vulnei_ hilities in very adverse conditions. In addition, al banks have
high exposure to corii ercial real estate — an area particularly a& Cted by higher interest
rates. We have discusse. these risks in a previous blog on g ercial real estate.
Problems in real estate func__¥nay even pressurise bankst “take on more risk in that
area. Financing costs will increi %= over time as more 4 Jositors look for more reward for
their savings and revenues start t¢. tv-up in step w “diminishing credit generation.
Market-based financing is also becoii % more a¢ “iy. Though the banking system looks
robust now, individual institutions can fa<_ st sure, highlighting the need for an effective
bank resolution framework to ensure the & ance of the financial sector.

Governments face gilighter al space

The robustness of private &¢ “tor balance sheets came at axpense of the public
sector (see Figure 2), made great efforts during the pai. amic and the energy
crisis to buoy the e smy. But these efforts amplified the vulnerd tlities of governments.
Due to higher intgf st rates, sovereign debt servicing costs are on tii sise and fiscal
space is shri J. Market forwards indicate that euro area debt servic osts will
increase b ound one percentage point of gross domestic product (GDF er the next
ten yeas Jn average, but the increase may be more than two percentage po of GDP
for ries with high debt (see Figure 3). These numbers should be manageal

0if vth performs as per current expectations but may require some adjustments.

(interest cost of existing marketable debt depending on starting position, as % of GDP)
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Notes: The calculation is bz on market forward rates as of 29 Septe 023, assuming unchanged
debt maturity compositiQ aturing debt is rolled over at the forward rates'«_ %2 average maturity of the
portfolio. This mechas exercise assumes that the primary fiscal balance (be interest payments) is
zero, i.e. no additig deficit or debt repayment.

Source: ESV ed on ECB and Bloomberg data.

The #f ‘Jdced fiscal space due to increased interest rates will be challenging fo eral
ca ies, especially in the longer-term. Currently, not all countries have aligned the
scal position with the requirements of the European Economic Governance Framewa

some governments will require further fiscal adjustments to keep debt down when faced
with our ageing societies. Any worsening of growth prospects in the near term would
aggravate the debt sustainability outlook. Public money is also needed to fund climate
change investments as well as digitalisation for increased productivity. The European
recovery fund Next Generation EU, which focuses on climate and digital transition, will
run out in 2026.

The Eurogroup and the European institutions agree that it is now time to consolidate
budgets by phasing out energy support measures put in place since the outset of the
Russian war against Ukraine. Keeping a prudent fiscal stance is essential when looking at
financial markets. Sovereign spreads have been relatively contained over the past year
with the help of the ECB’s bond purchases to compress spreads during the pandemic. It
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is conceivable spreads might widen with the end of net purchasegf id quantitative
tightening, althoug e ECB’s Transmission Protection Instrume remain a mitigant.
[41 This risk has, so fa. seen masked by better-than-expected gr and supportive
global risk appetite ove 3. But as growth slows and mo policy remains tighter
for longer — either from inte rates or an acceleration off Lantitative tightening —
investors’ risk appetite can wai_ ,This repricing wouldg “ice additional strain on
governments’ fiscal space.

Policy implications

The euro area is facing tighter credi ditions a position of systemic strength. The
private sector has buffers, and th ro area banking »actor is looking robust. Risks have
emerged for poorer and mored Lebted households anG: aterprise sectors more affected
by the cost-push shock ford sduction and financing.

Existing buffers wouls inish faster — or could be depleted — Ii\_ ® euro area enters a
more recessionar, ironment than foreseen in current forecasts. erabilities of
individual finap Institutions or sectors, such as commercial real estc an be
contagious4 ‘emains crucial to strengthen crisis management capacity t¢. 3anks.

The pean Commission’s package on crisis management and deposit insu

ma't 5 some valuable propositions in this respect.® The full ratification of the revis
Treaty would also strengthen the financial infrastructure of banking union beca

2ssentially doubles the resources available in case systemically important banks must be

Fiscal policy faces more systemic challenges, particularly with spending pressures
emerging from long-term challenges. Higher interest burdens further reduce fiscal space
at a time when ageing and investment needs for climate mitigation and adaptation are
vital. Fiscal prudence is required now to avoid the brunt of volatile market sentiments as
guantitative tightening progresses.

A timely agreement on the new Economic Governance Framework remains essential.
The review should increase effectiveness of the framework through transparency,
credible commitments that convince markets and people, strong governance, and
enforcement.

7 | Blog | October 2023




Acknowl&ilgements

Acknowledgements: | d like to thank Gergely Hudecz forgt excellent support in
preparing this column. | we %l also like to thank Giovanni & “egari, Angela Capolongo,
Pilar Castrillo, Michael Kihl, a|etta Mascher and Via€ Skovorodov for their valuable
comments and contributions.

Further reading

N. Mascher, J. Sole, R. Strauch (20 asta rious...but tameable”, ESM blog.

P. Fioretti, M. Skrutkowski, R. dch (2023), “ Com ial real estate and financial
stability — this time, its differa€ ", ESM blog.

Footng

[1] Intg® 5t and rents payable by non-financial corporations.
terest coverage ratio is defined as gross operating surplus over interest payable.

[3] EBA (2023), “ EBA publishes the results of its 2023 EU-wide stress test”, press
release.

[4] ECB (2022), “ The Transmission Protection Instrument (europa.eu)”, press release.

[5] European Commission (2023), “ Banking Union: Commission proposes reform of
bank crisis management and deposit insurance framework”, Press release.

Bubscribe to the ESM blog

8 | Blog | October 2023



https://www.esm.europa.eu/profile/gergely-hudecz
https://www.esm.europa.eu/profile/giovanni-callegari
https://www.esm.europa.eu/profile/angela-capolongo
https://www.esm.europa.eu/profile/pilar-castrillo
https://www.esm.europa.eu/profile/michael-kuhl
https://www.esm.europa.eu/profile/nicoletta-mascher
https://www.esm.europa.eu/profile/vlad-skovorodov
https://www.esm.europa.eu/blog/fast-and-furious-tameable-lessons-recent-banking-turmoil-eu
https://www.esm.europa.eu/blog/commercial-real-estate-and-financial-stability-time-its-different
https://www.esm.europa.eu/blog/commercial-real-estate-and-financial-stability-time-its-different
https://www.eba.europa.eu/eba-publishes-results-its-2023-eu-wide-stress-test
https://www.ecb.europa.eu/press/pr/date/2022/html/ecb.pr220721~973e6e7273.en.html
https://ec.europa.eu/commission/presscorner/detail/en/ip_23_2250
https://ec.europa.eu/commission/presscorner/detail/en/ip_23_2250

