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Market Comment 12 June 20:

ECB Raised Interest Rates to Combat Inflation

Summary:

e The ECB raised its policy rates by 25 basis points in response to rising inflation caused by
the Middle East energy shock.

e The staff macroeconomic projections expect inflation to remain elevated, accompanied by
slightly slower GDP growth for 2026 and 2027.

e Additional rate hikes during the remainder of 2026 remain possible.

The European Central Bank (ECB) delivered a widely expected rate hike to combat rising inflation.
At its June monetary policy meeting, the ECB decided to raise its three policy rates by 25 basis
points (bps) in June. Accordingly, the interest rates on the deposit facility, the main refinancing
operations and the marginal lending facility rose to 2.25%, 2.4% and 2.65%, respectively. The move
was widely anticipated by global financial markets. ECB President Christine Lagarde stated that the
unanimous decision by the Governing Council reflects a strong determination to contain rising
upside risks to inflation. Notably, inflation readings have accelerated in recent months. The
eurozone's headline CPI inflation advanced to 3.2% year-on-year (YoY) in May, while core inflation
(excluding food, energy, alcohol & tobacco) rose to 2.5%, marking the highest rate since April 2025.

The ECB's monetary policy statement emphasised that the rate hike was a direct response to
mounting inflationary pressures. These pressures stem from higher energy prices and their
ensuing pass through to the broader consumer basket. At the same time, the central bank
reiterated its long-standing commitment to follow a data-dependent and meeting-by-meeting
approach for future monetary policy decisions.
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The ECB's baseline scenario projects that inflation will overshoot its policy target throughout
2027. Based on the Eurosystem staff macroeconomic projections released in June, headline
inflation was revised upward to an average of 3.0% in 2026 (from 2.6%) and 2.3% for 2027 (from
2.0%), before returning to the 2.0% policy target in 2028 (from 2.1%). These revisions reflect higher
energy and food price assumptions as well as stronger indirect effects on other non-energy
components. Conversely, the outlook for GDP growth is slightly weaker. Growth projections were
revised down to 0.8% for 2026 (from 0.9%) and 1.2% for 2027 (from 1.3%), while the GDP forecast
for 2028 was upgraded to 1.5% (from 1.4%). On balance, the updated projections indicate that
inflation remains a significantly larger concern for the ECB than sluggish growth.

Real GDP (June) 0.8 1.2 1.5
March's forecast 0.9 1.3 1.4
CPI Inflation (June) 3.0 2.3 2.0
March's forecast 2.6 2.0 21

Source: European Central Bank

President Lagarde adopted a hawkish tone regarding the future monetary policy path. During the
post-meeting press conference, Lagarde pushed back against market commentary that the ECB's
move was a pre-emptive or “insurance” hike. Instead, she stressed that the energy shock is enduring
longer than initially expected, with rising costs becoming widely visible throughout the economy.
Additionally, Lagarde highlighted that the rate hike decision was robust across various scenarios
regarding the potential evolution of the Middle East conflict.

Additional rate hikes for the remainder of 2026 remain possible. While the geopolitical landscape
in the Middle East conflict remains fluid, the energy shock is likely to exert lingering upward
inflationary pressures across the eurozone economy. Furthermore, significant uncertainties persist
regarding the indirect and second-round effects of higher energy prices. Derivatives markets are
currently pricing in one to two additional 25-bps ECB rate hikes before the end of 2026. Such pricing
will likely be realised if inflation continues its current upward trajectory.
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This material is prepared by The Bank of East Asia, Limited ("BEA") for customers' reference only. The content is
based on information available to the public and reasonably believed to be reliable, but has not been independently
verified. Any projections and opinions contained herein are expressed solely as general market commentary, and do
not constitute an offer of securities or investment, nor a solicitation, suggestion, investment advice, or guaranteed
return in respect of such an offer. The information, forecasts, and opinions contained herein are as of the date
hereof and are subject to change without prior notification, and should not be regarded as any investment product
or market recommendations. This material has not been reviewed by the Securities and Futures Commission of
Hong Kong, Hong Kong Monetary Authority, or any regulatory authority in Hong Kong.

BEA will update the published research as needed. In addition to certain reports published on a periodic basis, other
reports may be published at irregular intervals as appropriate without prior notice.

No representation or warranty, express or implied, is given by or on behalf of BEA, as to the accuracy or
completeness of the information and stated returns contained in this material, and no liability is accepted for any
loss arising, directly or indirectly, from any use of such information (whether due to infringements or contracts or
other aspects). Investment involves risks. The price of investment products may go up or down, and may become
valueless. Past performance is not indicative of future performance. The investments mentioned in this material
may not be suitable for all investors, and the specific investment objectives or experience, financial situation, or
other needs of each recipient are not considered. Therefore, you should not make any investment decisions based
solely on this material. You should make investment decisions based on your own investment objectives, investment
experience, financial situation, and specific needs; if necessary, you should seek independent professional advice
before making any investment.

This material is the property of BEA and is protected by relevant intellectual property laws. Without the prior written
consent of BEA, the information herein is not allowed to be copied, transferred, sold, distributed, published,
broadcast, circulated, modified, or developed commercially, in either electronic or printed forms, nor through any
media platforms that exist now or are developed later.

For more information, please visit our webpage at https://www.hkbea.com/html/en/bea-about-bea-economic-
research.html. For any enquiries, please contact the Economic Research Department of BEA (email:
lerd@hkbea.com/telephone number: (852) 3609-1504/postal address: GPO Box 31, Hong Kong).
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