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Inflation, Supply Shocks and the Case for a Cautious and Differentiated Monetary Policy Response

Inflation, supply shocks, and the case
for a cautious and differentiated
monetary policy response

Abstract

The Hormuz shock of February 2026 confronts the European
Central Bank (ECB) with a familiar dilemma: inaction can risk
entrenching inflation, while tightening risks deepening the
slowdown and penalising renewable energy and cleantech
investment. We argue that the ECB should be cautious and, if
tightening proves necessary, ensure its operations shield
renewable energy and cleantech sectors. Our analysis also
reveals a growing gap between the ECB's communication on
fossil fuel risks and its policy framework.

This document was provided by the Economic Governance and
EMU Scrutiny Unit at the request of the Committee on Economic
and Monetary Affairs (ECON) ahead of the Monetary Dialogue
with the ECB President on 22 June 2026.
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EXECUTIVE SUMMARY

This paper assesses the ECB's monetary policy stance in the context of the Hormuz shock of
February 2026. The new shock and June 11 ECB decision reinforce the pattern that every major ECB
tightening cycle has been triggered by an energy price shock.

e The ECB decision to increase its key interest rate from 2 to 2.25% (11 June) took place in a
context of inflation in services above 3% and core inflation above 2% since the beginning of
the year 2026.

Countries with a higher share of fossil fuels in their energy mix tend to experience higher
inflation during episodes of fossil-fuel-driven inflation, as illustrated by the striking
correlation between fossil fuel dependence and inflation rates across EU member states in
both 2021 and 2026.

e Conventional monetary tightening has limited effectiveness against supply-driven
inflation. A large share of current inflation is driven by global factors beyond the ECB's reach,
the link between inflation expectations and firm pricing behaviour is contested, and the "sellers'
inflation" channel suggests that a significant component of post-shock inflation reflects
strategic pricing by firms with market power rather than demand pressures.

e Responding to an energy price shock with a uniform increase in interest rates can work
against the objective of price stability in the long run. It disproportionately penalises capital-
intensive renewable energy and cleantech investments while leaving fossil fuel incumbents
unaffected, thereby perpetuating the structural fossil fuel dependence that is the root cause of
the inflationary vulnerability.

e There is a growing gap between the ECB's communication, which increasingly
acknowledges that fossil fuel dependence poses risks to price stability, and a policy
framework that remains unable to consider the impact of ECB decisions on the energy mix
and future inflation. The ECB's assessment of the effectiveness of its own 2022-2023
tightening cycle is also difficult to reconcile with the broader academic literature.

o Differentiated interest rates and better coordination between monetary, fiscal, and energy

policy can help fight inflation without penalizing investment in sectors needed to make the
European economy less exposed to fossil-fuel-driven price shocks.
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1. INTRODUCTION

The closure of the Strait of Hormuz following the US-Israeli attack on Iran in February 2026 (hereafter,
the 'Hormuz shock') has triggered a new energy price crisis, four years after the energy price shock
caused by Russian's invasion of Ukraine. On 11 June 2026, the ECB responded by raising its three key
interest rates by 25 basis points, from 2 to 2.25%, its first hike since September 2023.

This paper assesses whether that decision, and the stance it signals, is appropriate given the nature of
the shock. The ECB's medium-term strategy sets up a dilemma for monetary policy in the face of such
repeated and large supply-side shocks (Van 't Klooster 2025). The central bank can tighten monetary
policy to contain inflation, which however comes at potentially counterproductive economic costs.
Alternatively, the ECB can wait and hope for the effects of the shock to dissipate, but at the risk of
entrenching inflation. The 2025 ECB strategy assessment acknowledged the dilemma in stating that
"by weighing on investment and innovation, restrictive monetary policy may have persistent adverse
effects on potential output." Puzzlingly, the strategy still calls for "forceful action in the initial tightening
phase."

Rather than forceful and rushed, monetary policy should be cautious, coordinated with fiscal policy,
and refrain from overreacting early on. The 11 June hike is defensible as a response to the sharp rise in
inflation expectations since March 2026, to the upward revision in the June staff projections, and to the
fact that inflation in services has remained above 3% (and core inflation above 2%) since the beginning
of the year, independent of the energy price shock. However, without coordination with other policies,
this hike does not guarantee success in fighting the new energy-driven inflation and limiting its adverse
effects.

Our data analysis shows that, as in the 2021 inflation surge, European countries that are more
dependent on fossil-fuel energy are the ones in which the HCPI inflation rate has increased faster.
Changing the energy mix of a country is surely beyond the scope of monetary policy. But given its
primary (price stability) and secondary (support general policies of the EU) mandates, the ECB cannot
completely neglect this issue when taking decisions. The EU Treaties mandate the ECB to maintain
“price stability”, but they do not specify either the precise level of inflation consistent with that
objective or the time horizon over which it should be achieved (van 't Klooster & Monnet 2023; Monnet
2024; Smoleriska 2024). The ECB’'s own interpretation of price stability has evolved over time.
Considerations regarding the intertemporal trade-offs associated with monetary policy (particularly
the extent to which current policy decisions may affect the economy'’s resilience to future price shocks)
therefore fall within the scope of the ECB’s mandate and the responsibilities of the Eurosystem.

By raising interest rates in an undifferentiated way, the ECB penalises the renewable energy and
cleantech investments that would reduce the euro area's structural exposure to precisely this kind of
shock. The ECB thus has to justify that the decisions it takes today do not undermine price stability in
the medium and long run by preventing the European economy to become more resilient to future price
shocks driven by fossil-fuel energy. Targeted measures such as green Targeted Longer-Term
Refinancing Operations (TLTROs), already part of the ECB's operational toolkit, could have shielded
those investments while preserving the disinflationary signal and surge in services inflation (see section
4).

More broadly, our analysis reveals a growing tension between the ECB's communication (which
increasingly acknowledges that fossil fuel dependence poses risks to price stability) and a policy
framework that remains unable to act on this insight. This gap between what the ECB's words and its
actions raises questions about how the institution interprets its mandate and whether its research
agenda adequately informs its monetary policy decisions.

PE 779.881 9
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2. THE ECB STANCE AND THE INFLATIONARY OUTLOOK:
ASSESSMENT AND KEY FEATURES OF THE SHOCK

This section assesses the ECB's current stance, its 11 June decision, the June staff projections, and the
inflation outlook, against the nature of the shock. Our assessment rests on one assumption, worth
stating explicitly: in a world of recurring fossil fuel price shocks, fossil fuel dependence is a structural
driver of consumer price inflation. This bears directly on how the latest decision should be judged.

2.1. Euro-area inflation and the ECB monetary policy stance

On 11 June, and in line with market expectations, the ECB raised its three key ECB interest rates by 25
basis points: Its deposit facility rate now stands at 2.25%, its main refinancing operations rate at 2.40%
and the marginal lending facility rate at 2.65%. This marks a clear change of direction since the last
Monetary Dialogue: at its 19 March meeting the Governing Council had held rates for the sixth
consecutive time, with the deposit rate at 2%, reiterating a data-dependent, meeting-by-meeting
approach. The 11 June move is therefore the first hike of the cycle since September 2023, after a full
year of stable rates.

These decisions reflect a markedly more uncertain near-term outlook. Before the outbreak of the Iran
conflict, the ECB had been confident that eurozone inflation would stabilise at 2% in the medium term.
The updated staff projection of June revised the near term sharply upward; the baseline scenario was
revised up to 3.0% for 2026 and 2.3% for 2027 — increases of 0.4 and 0.3 percentage points vs. March
— before returning to 2.0% in 2028, with core inflation at 2.5% in 2026 and 2027 and 2.2% in 2028.
Headline inflation is expected to peak at 3.4% in the third quarter of 2026 and remain elevated until
early 2027, driven mainly by energy (ECB 2026a). The accompanying scenarios span a wide range: in
the ECB (2026a)'s severe scenario, cumulative inflation would amount to over 12% from 2026 to 2028.
ECB (2026a) also includes a milder scenario in its forecast pointing at a faster unwinding, signalling that
the inflation impact of the crisis is, for now, highly uncertain.

Euro area headline inflation already reached 3.2% in May 2026, up from 3.0% in April and 1.9% in
February, the highest rate since September 2023. Energy surged to 10.9%, the steepest rise since
February 2023, driven by supply constraints linked to the Hormuz crisis. Services inflation accelerated
to 3.5% (from 3.0% in April), non-energy industrial goods edged up to 0.9%, while food inflation eased
to 2.0%.

Core inflation is the more telling indicator of whether the shock is broadening: it climbed to 2.5% in May
from 2.2% in April, suggesting price pressures are spreading beyond energy (Table 1). Interestingly, the
negative contribution of energy prices allowed euro area HICP inflation to remain below 2% in January
and February, despite sustained services inflation exceeding 3%, the component with the largest
weight in the price index. Since then, energy inflation has turned sharply positive while services inflation
has remained above 3%. Conseqguently, non-energy industrial goods are now the only major HICP
component recording inflation below 2%, suggesting that inflationary pressures have become
increasingly broad-based (Table 1 in the Annex).

Among major euro area economies, inflation picked up in Spain (3.6%), the Netherlands (3.4%), Italy
(3.3%) and France (2.8%), but eased in Germany (2.7%). Looking ahead, the transmission to food prices
could intensify: the FAO has warned that fertiliser scarcity caused by disruptions in the Strait of Hormuz
will affect the next harvests and tighten food supplies, adding a further channel through which the
shock may feed into headline inflation in the coming quarters (FAO 2026).
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Beyond the rate decision, the stance also has a balance-sheet dimension, which has continued on its
pre-existing trajectory. The Eurosystem balance sheet is still normalising through the passive runoff of
the asset purchase programme (APP) and the pandemic emergency purchase programme (PEPP). The
ECB's holdings of securities for monetary policy purposes continue to decline steadily, reaching €3,459
billion on 12 June 2026, compared with €3,745 billion at the start of the year. At the same time, longer-
term refinancing operations (LTROs) have been virtually phased out: after peaking at approximately
€2,200 billion in 2022 in response to the COVID-19 pandemic, outstanding LTROs amounted to only
€13 billion on 12 June 2026.

This quantitative tightening runs alongside the rate hike and reinforces the restrictive stance. At the
same time, the March 2024 operational framework review reshaped how the Eurosystem will supply
liguidity going forward, announcing structural longer-term refinancing operations and a structural bond
portfolio "at a later stage", with an explicit commitment to incorporate climate-related considerations
into their design (ECB 2024). It is through these operations that a differentiated stance could be
implemented (see section 4).

Overall, how should this stance be judged? Our assessment is twofold. The ECB raised rates because
inflation expectations rose; on the level of rates, this is defensible, and holding would have carried real
risks of its own (section 3). The persistence of core inflation above 2% and services inflation above 3%
since the beginning of the year indicates that inflationary pressures in the euro area remain broad-
based. HICP inflation above the 2% target therefore reflects not only the energy shock but also
underlying domestic price pressures. Regarding the form of the tightening, the undifferentiated hike is
harder to justify: if the shock is transitory, the consequences should be limited. However, if is not, it will
actively perpetuate the structural dependence that drives inflation, by penalising low-carbon
investment while leaving fossil incumbents, the windfall beneficiaries of the shock, untouched (section
4). Two questions therefore structure this assessment: was the ECB right to tighten on 11 June, and
should it continue (section 3); and was it right to do so in an undifferentiated manner (section 4)? The
communication of the decision is assessed in section 4.3.

2.2. Euro area inflation: transitory or the “new normal"?

There are arguments to treat the current episode as transitory. The euro area is emerging from three
years of receding inflation; most of the present pressure stems from a single identifiable shock, the Iran
conflict; the June baseline has the spike unwinding within roughly a year; and fossil fuel prices have
already eased following the announcement of a US-Iran agreement. On this reading, the 11 June hike is
a mild and proportionate response, and the appropriate posture is simply not to overreact.

However, the opposite reading cannot be dismissed and could have dire consequences. If energy price
volatility is becoming structural, driven by persistent fossil fuel dependence, geopolitical instability and
the turbulence inherent to the energy transition, then inflation can no longer be treated as a temporary
phenomenon to be "looked through”. The ECB itself acknowledges this risk (Elderson 2026).

PE 779.881 11
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Figure 1: Oil price shocks and ECB interest rate hiking periods (Hiking measured from the first month
that ECB monetary policy rates went up until the month they went down)
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Source: Eurostat.

Note: Hiking periods last from the first month that ECB monetary policy rates increased until the first month
they declined.

As Figure 1 illustrates, ECB tightening cycle have typically been preceded by an energy price shock.
For example, in 2011 then ECB-president Jean-Claude Trichet explained the decision to raise interest
rates as follows:

The increase in inflation rates in early 2011 largely reflects higher commodity prices. Pressure
stemming from the sharp increases in energy and food prices is also discernible in the earlier stages
of the production process. It is of paramount importance that the rise in HICP inflation does not lead
to second-round effects in price and wage-setting behaviour and thereby give rise to broad-based
inflationary pressures over the medium term. (Trichet, 2011)

The June 11 hike is, again, one triggered by energy prices. In a regime of structurally elevated volatility,
the ECB would be increasingly pressed to hike, treating each energy shock with a uniform tightening
that leaves its structural cause intact. This is why the choice of how to tighten, not only whether to,
becomes central.

Under this structural reading, if fossil fuel price shocks recur more frequently, there is a risk that
standard projections significantly underestimate their macroeconomic impact. Most models used by
central banks and forecasting institutions are calibrated on shocks of moderate amplitude; but what
happens if geopolitical developments produce price spikes well outside historical calibration? This
matters because the relationship between energy prices and macroeconomic outcomes is not linear
(Kénzig 2023). Finally, the impact of a fossil fuel price spike functions as disorderly, regressive form of
decarbonation, or “carbon shock therapy” (Gabor and Braun 2025). Unlike a well-designed carbon
pricing regime, such shocks impose adjustment costs on the most vulnerable without compensating
mechanisms, while not necessarily accelerating the transition: rising fossil fuel prices boost producers’
revenues, incentivising further hydrocarbon investment (Semieniuk et al. 2025).
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The ECB cannot know ex ante which interpretation will prove correct. However, it is crucial that the
ECB articulates a better structural reaction to inflation driven by energy price shocks.

2.3. The energy mix and fossil-energy-driven inflationary shocks

The heterogeneity across countries is higher for energy inflation than for other component of the HCPI
inflation (Table 2 in the Annex). The volatility of energy inflation depends on how countries are exposed
to the current shock. Such exposure depends in particular on the energy mix, that is the different
technologies that underly energy production and consumption.

Inflation of the consumer price index (HCPI) across the euro area is strikingly heterogeneous, and
Figure 2 below shows that, in a context of rising energy prices, a large part of this dispersion tracks the
share of fossil fuels in each country's energy mix. The relationship between inflation and the energy mix
depends on a range of factors, including the policy responses of government (Millischer et al. 2024,
Carlo, Hassel & Hopner 2025). Yet, there is a striking positive correlation between the share of fossil
fuels in the total energy mix and the inflation rate (HICP) when economies are exposed to sudden
increases in international fossil-fuel prices. This relationship is illustrated in Figure 2 for all European
Union countries.

Figure 2: Fossil fuel share in the energy mix vs. inflation rate
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Source: Eurostat

Note: In panel A, the period is restricted to July-December 2021: the first months of the inflation surge, before second-round
effects and fiscal responses blur the initial correlation. Panel B shows the most recent monthly data. The y-axis shows the
mean HICP inflation rate during each period. The figures include all EU countries except Malta, as intra-EU energy market
integration and trade linkages mean that inflation dynamics beyond the euro area spill over into it.

Panel A in Figure 2 shows the correlation between consumer price inflation and the share of fossil fuels
in the energy mix during the initial phase of the 2021-2023 inflation surge. We restrict the sample to
the period from July to December 2021, at the onset of the inflationary episode, before the correlation
weakened as a result of the various government responses, wages increases and spillovers across
countries. Panel B shows that a similar correlation re-emerged following the new 2026 shock when
considering inflation rates in May 2026. These figures suggest that, before inflationary pressures spread
across countries through trade and other transmission mechanisms, lower reliance on fossil fuels can
provide some protection against inflation when supply shocks originate in fossil-energy markets. In
other words, countries with a higher fossil-energy share tend to experience higher inflation during fossil
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fuel price shocks; though inflation is of course influenced by many other factors, including exchange
rates, wage growth, fiscal policy and supply bottlenecks. Establishing a causal relationship would
require further analysis. Nevertheless, these correlations suggest that reducing the share of fossil fuels
in the energy mix could help shield economies from inflationary pressures, thereby facilitating the task
of the Eurosystem.

This observation raises important questions not only for the European Union's energy policy, but also
for the conduct of monetary policy by the Eurosystem. Since the Eurosystem’s primary legal mandate
is to maintain price stability, it should ensure that its short-term policy actions do not weaken the
resilience of euro area economies to future inflationary shocks, a concern that falls squarely within the
primary mandate of price stability, since fossil fuel dependence makes the economy structurally more
vulnerable to inflation (van ‘t Klooster & Monnet 2023, Monnet 2024). The composition of the euro
area's aggregate energy mix is thus not a matter of indifference for monetary policy, not because the
ECB can steer it directly, but because, as with other structural drivers of inflation, it can speak to it and
refrain from working against it through the design of its instruments.

14 PE 779.881
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3. THE LIMITS OF THE CONVENTIONAL MONETARY RESPONSE

In this section, we assess whether the ECB's decision of 11 June to tighten monetary policy was
appropriate and whether further tightening would be warranted. Our assessment is threefold.

First, the rate hike can be justified as a response to rising inflation expectations and persistently
elevated services inflation. If the recent increase in inflation is driven by a temporary energy shock, the
ECB's response appears broadly appropriate.

Second, if the shock proves persistent or recurrent, an undifferentiated monetary tightening may be
insufficient to address its underlying causes and could even become counterproductive in the long run
by discouraging the investment required for the energy transition. In such a scenario, any further
tightening should proceed cautiously and be accompanied by differentiated interest rates that protect
investments essential to reducing the euro area’'s dependence on fossil fuels and its exposure to
energy-driven inflation.

Third, the limited ability of monetary policy to address both the sources and the distributional
consequences of energy-price inflation highlights the need for closer coordination between monetary,
fiscal, and energy policies.

3.1. The limited effectiveness of general tightening on supply-driven
inflation

Monetary policy is designed to manage aggregate demand. However, supply shocks move activity and
prices in opposite directions, potentially leading to inflation in a stagnating economy (“stagflation”). In
such a context, the EU’s existing inflation governance structures lack a well-developed approach (Van
't Klooster & Weber 2024). Firstly, a large share of inflation is driven by global factors beyond the ECB’s
control. Since 2010, more than 50% of consumer price volatility in any given country is explained by
global factors, against only 25% for GDP (Camous, Monnet & Puy 2026). Trade and financial
globalisation have increased the international synchronisation of inflation, while real activity
synchronisation has remained stable outside crises. The global cycle makes it harder for monetary
policy to influence the inflation cycle than the output cycle. If a substantial share of the inflation the
ECB is responding to is imported and supply-driven, fails to address the source of the price pressure.

Secondly, the link between inflation expectations, which monetary policy is trying to influence, and firm
pricing behaviour remains tenuous (see Annex). Recent research goes further, questioning whether
the relationship between expectations and pricing behaviour exists at all (Rudd 2021). More targeted
empirical studies have ambiguous results (Coibion et al. 2018, 2020). In a competitive environment
facing a cost shock, a firm's primary concern is not the economy-wide price level or abstract inflation
expectations but whether it can absorb the input cost increase without losing market share. If
competitors absorb the cost, raising prices means losing customers; if its competitors are passing
through the cost, the firm can do so too. In this regard, economy-wide cost shocks can serve as implicit
coordination devices for firms with market power to raise prices (Weber and Wasner 2023; Weber,
Wasner, Lang, Braun & van 't Klooster 2025). The ECB's own analysis documented unit profits rising to
roughly two-thirds of the GDP deflator in 2022 (Hahn 2023), and Arquié & Thie (2023) confirm excess
pass-through at the sectoral level in France. To the extent post-shock inflation is profit-driven rather
than demand-driven, interest rate hikes are poorly calibrated to address it.

Finally, tightening can even be counterproductive. The inequality generated by a tightening cycle —
compressed real wages, higher mortgage costs, reduced access to credit — leaves lasting scars on the
income distribution even after rates come back down, a phenomenon Pereira da Silva et al. (2022) call
"inequality hysteresis." As Bolhuis et al. (2024) show, the cost of money is itself part of the cost of living:
rate hikes raise the cost of housing, the single largest item in most household budgets, on top of the
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fossil fuel price shock households are already absorbing. From households' perspective, tightening
compounds rather than alleviates the shock.

The ECB finds a strong policy transmission to inflation and a low sacrifice ratio (ECB Blog, April 2026),
and some academic work supports the view that timely tightening was important to prevent inflation
expectations from de-anchoring (Bobasu, et al. 2026). However, the literature on the effectiveness of
general tightening strategies point to a more nuanced picture (See Section 3.1). Enzinger, Gechert,
Heimberger, Prante & Romero (2025), drawing on over 146,000 estimates from 409 primary studies,
find that after correcting for publication bias, the effect of monetary policy on output is roughly twice
as large as its effect on prices. This suggests that the costs of tightening may be higher than the ECB's
own models indicate.

3.2. But the ECB cannot hold rates come what may

The decision to raise rather than hold is defensible on the ground that holding rates in a high-inflation
context would have carried significant risks of its own, including very low or negative real rates and
associated financial-stability concerns. These risks need to be weighed against the risks of raising rates.
The latest ECB Consumer Expectations Survey and European Commission consumer surveys should be
monitored closely in the coming months as indicators of whether household inflation expectations are
reacting to the Hormuz shock (ECB 2026b).

Here, a recent ECB blog (Bobasu et al. 2026) suggests that during the 2022—-2023 hiking cycle, policy
transmission to inflation was unusually effective, with a low “sacrifice ratio”, meaning rate hikes came
at a relatively low output cost (the sacrifice ratio measures the cumulative output loss (in terms of GDP)
required to achieve a given reduction in inflation. A low sacrifice ratio implies that disinflation was
achieved at relatively little cost to economic activity). However, the ECB's low sacrifice ratio finding
has some limitations. It may undercount the long-term costs discussed above, in particular the scarring
effects on renewable energy and cleantech investment (Fornaro et al. 2024, 2026).

To conclude, the ECB has limited capacity to bring down imported fossil fuel prices, but it may have a
real capacity to mitigate domestic amplification. Indeed, recent analysis of the 2022-2023 tightening
cycle suggests that the ECB's rate hikes were effective primarily as a signal of determination rather
than through their direct impact on demand. Inflation declined because energy prices fell, but the hikes
maintained public trust and kept long-term expectations anchored (De Grauwe & Ji 2026). If the
primary justification for tightening is signalling rather than demand compression, this is itself a strong
argument for differentiated interest rates (see below): the ECB can send the signal through its policy
rate while using differentiated instruments to shield the investments that reduce structural inflationary
vulnerability.

Lastly, coordination across policy domains is key. Limiting the adverse effects of inflation on real
incomes, containing both wage-price spirals and profit-led inflation, and fostering investment in non-
fossil-fuel energy infrastructure requires policy interventions that extend beyond monetary policy.
Although the ECB can play an important role, a comprehensive strategy necessitates close coordination
between monetary, fiscal, price, and energy policies to reduce inflationary pressures while supporting
the structural transformation of the European economy. In this context, we now turn to how monetary
policy can play its part in combating inflation while preserving the investment necessary to reduce the
EU economy’s vulnerability to future inflationary shocks driven by fossil fuel energy prices.
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Figure 3: Inflation expectations over the next 12 months, euro area
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Source: ECB Consumers Expectations Survey.
Note: The CES covers 11 euro area countries (Belgium, Germany, Spain, France, ltaly, the Netherlands, Austria, Portugal,

Finland, Ireland and Greece) and therefore does not capture the full euro area picture. The European Commission's Consumer
Survey, which covers all member states, provides complementary evidence. Data to be updated with the next release.
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4. THE CASE FOR DIFFERENTIATED INSTRUMENTS

We now turn to the instrument mix used in the 11 June decision, where we highlight the risk that the
ECB could undermine the energy transition through the side-effects of its own instruments.
Instruments that suppress the investments that address future inflationary vulnerability work against
the primary mandate of price stability itself (van ‘t Klooster & Monnet 2023, Monnet 2024).

4.1. Undifferentiated tightening as a threat to future price stability

High rates have a disproportionately negative effect on investment in the highly capital-intensive clean
energy and cleantech sectors. A uniformly higher interest rate penalises all sectors, but
disproportionately affects long-maturity, capital-intensive projects — precisely the profile of
renewable energy and cleantech, which require large upfront expenditure with returns spread over
decades. The academic literature on this effect is by now very large (Hirth & Steckel 2016; IEA 2021;
Schmidt et al. 2019, Fornaro et al. 2024, 2026). Fossil fuel investments, by contrast, tend to have shorter
payback periods. Research confirms that higher interest rates reduce renewable energy and cleantech
investment relative to fossil alternatives, precisely because of the capital-intensity and maturity
asymmetry (IIPP 2022). (For further evidence on the impact of monetary policy on renewable energy
investment across different contexts, see also Razmi, Heirani Moghadam & Behname (2021), Hashmi,
Syed & Inglesi-Lotz (2022), Zhang, Wang & Peng (2023), Akan (2024), and Chen & Lin (2024).)

The post-2022 record is instructive (Serebriakova et al. 2026). In the wake of the ECB's 450 basis-point
tightening cycle, offshore wind development across Europe collapsed: in 2022, not a single final
investment decision was taken for a large-scale offshore wind project (WindEurope 2023). Clean
energy deployment stagnated at the very moment when exponential growth was both expected and
needed. Developers faced a lethal combination of higher financing costs, supply chain inflation, and
fixed-price contracts negotiated before the rate shock.

This asymmetry extends to the distribution of gains and losses from the shock itself. While clean energy
and cleantech investors face higher borrowing costs that undermine project viability, oil and gas
producers benefit from windfall revenues driven by the very fossil fuel price spike that triggered the
tightening. Undifferentiated monetary policy thus compounds a double asymmetry: it penalises the
sectors that would reduce future inflationary vulnerability while doing nothing to capture the rents
accruing to the sectors that are the structural source of that vulnerability. Capturing fossil fuel windfall
revenues is indeed a matter for fiscal authorities, but the other side of the asymmetry falls squarely
within the ECB's remit: the choice to raise borrowing costs uniformly, rather than shielding transition
investments, is a monetary policy decision with consequences for future price stability.

These concerns should matter for the ECB not only because of its secondary mandate (support of
general policies in the EU), but also the primary mandate. The claim is not that the ECB must build
resilience, but that it should not actively erode it. The absence of differentiation is itself a policy choice,
and one with structural conseguences. Indeed, senior ECB officials have increasingly acknowledged the
link between fossil fuel dependence and price stability, notably in Executive Board member Frank
Elderson's blog post "Europe's fossil fuel dependence poses risks to price stability" (Elderson 2026)
and in Chief Economist Philip Lane's assessment of the effectiveness and transmission of monetary
policy (Lane, 2024). Yet, to our knowledge, none of the ECB's working papers published since February
2022 directly addresses the interplay between renewable energy investment, energy prices and
inflation dynamics. If the ECB's policy stance is to be informed by the relationship between the energy
transition and price stability, as its own communication suggests it should be, this evidence gap needs
to be closed.
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4.2. Interest rate differentiation to protect clean energy and cleantech
investments

The alternative is not to abandon tightening but to tighten selectively. Green Targeted Longer-Term
Refinancing Operations (Green TLTROs) would provide dedicated low-interest financing for clean
energy and cleantech investments, shielding the transition from the impact of a general tightening cycle
while allowing the ECB to raise its policy rate to anchor expectations and signal resolve (see Monnet &
van 't Klooster 2023).

The concept is not radical, and the instrument is not new. Internationally, China's PBoC has provided
dedicated financing at 1.75% for clean energy investments since 2021. While the PBoC is not
independent and China's policy design is part of its broader industrial policy, the instrument itself
(targeted refinancing at preferential rates) is technically comparable to the ECB's TLTROs. As Christine
Lagarde herself asked at the time of the 2021 strategy review: “Japan is doing it. China is doing it. Why
wouldn’t we have an open mind about it?” (Caswell 2022).

Within the ECB's operational framework, the innovation required is more modest than it appears. The
ECB already operates TLTROs that provide below-market financing to banks conditional on their
lending behaviour. The instrument exists; it has been deployed, refined, and reviewed. What would be
new is the targeting criterion: eligibility based on the green taxonomy rather than on general lending
volumes. The ECB itself considered Green TLTROs during its 2021 strategy review; a background study
(ECB 2021) raised concerns about their operational complexity, a judgment on which the ECB
effectively revisited when it reviewed its operational framework in March 2024, announcing new
structural longer-term refinancing operations with an explicit commitment to incorporate climate-
related considerations into their design (ECB 2024).

The ECB can simultaneously tighten through higher policy rates and deploy green TLTROs to exempt
clean energy investments. The policy rate anchors the general stance and signals resolve. At the same
time, the TLTROs create a targeted exception for investments that reduce future inflationary
vulnerability. This is precisely how conventional TLTROs have always operated, providing below-policy-
rate financing even during tightening phases. The ECB's March 2024 operational framework review
acknowledged this logic by announcing structural longer-term refinancing operations “at a later stage”,
with an explicit commitment to incorporate climate-related considerations.
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5. CONCLUDING REMARKS AND SUGGESTED QUESTIONS FOR
THE ECB

This paper has assessed the ECB’s 11 June decision and current monetary policy stance. Our conclusion
is twofold: the decision to tighten was defensible, but its undifferentiated form raises concerns,
particularly if it marks the beginning of a broader tightening cycle in response to energy-driven
inflation.

The ECB raised rates in response to rising inflation expectations and persistent services inflation. If the
recent energy shock proves transitory, as current projections suggest, a measured rate increase is an
appropriate response. However, if fossil-fuel price shocks become recurrent, a uniform tightening risks
addressing the symptom rather than the structural cause. In that case, the ECB should differentiate:
tightening through the policy rate to anchor expectations while shielding low-carbon investment
through targeted operations. The choice is therefore not between tightening and not tightening, but
between an undifferentiated and a differentiated monetary stance.

First, the ECB should adopt a cautious and realistic approach to interest rate policy in the face of energy
price shocks. Much of the current inflation surge reflects global factors beyond its control, while the
link between inflation expectations and firms' pricing behaviour remains more contested than the
ECB's communication suggests. The ECB’'s 2025 strategy assessment itself acknowledges that
restrictive monetary policy may have persistent adverse effects on potential output. This insight should
inform future policy decisions alongside close monitoring of inflation expectations and price-setting
behaviour.

Second, if further tightening proves necessary, the ECB should differentiate. The 2026 operational
framework review has explicitly reopened the possibility of targeted longer-term refinancing
operations (TLTROs). Members of the European Parliament could usefully raise the possibility of green
TLTROs in Monetary Dialogues, in exchanges with Executive Board member Isabel Schnabel, or in
Parliament’s annual resolutions on the ECB.

Third, the ECB should narrow the gap between its communication and its analytical framework. While
its 11 June statement described reforms accelerating the energy transition as “more vital than ever”, it
treated them solely as a fiscal matter and did not connect them to monetary policy instruments. More
broadly, the ECB has not yet systematically analysed the interaction between monetary policy, low-
carbon investment, and structural inflation dynamics. Given its growing recognition that fossil-fuel
dependence poses risks to price stability and given that more research shows the negative impact of
high interest rates on clean energy investment, this analytical gap deserves greater attention.
Independent evaluations of the 2022-2023 tightening cycle and dedicated research on the energy—
investment—inflation nexus would help strengthen future policy assessments.

Fourth, European fiscal and monetary authorities should develop the institutional capacity for
coordinated responses to recurrent fossil-fuel price shocks. Fiscal and industrial policies supporting
the energy transition should be protected from the adverse effects of monetary tightening, while
measures aimed at protecting vulnerable households should avoid reinforcing dependence on fossil
fuels. Coordination that must be improvised during each crisis is unlikely to be sufficiently timely or
effective.
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ANNEX

Table 1: Euro area HICP inflation rates (% year-on-year).

All-items HICP (1000.0)

Core HICP (719.8)excl. energy, food, alcohol & tobacco 2.2

Food, alcohol & tobacco (189.8) 2.6
Energy (90.5) -4.0
Non-energy industrial goods (252.8) 0.4
Services (466.9) 3.2
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2.5 24
-3.1 5.1
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10.8
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Source: Eurostat — Inflation in the euro area (May 2026). Weights are the 2026 euro-area HICP weights (%o of total household

consumption expenditure).

Table 2: Annual HICP inflation rates (%), May 2026.

Euro area aggregate (EA21), together with the lowest and highest inflation rates among euro-area

Member States.

HICP component Euro area (May

2026, %)

Minimum
(country)

Maximum
(country)

All-items HICP 3.2

Core HICP (excluding energy, food, alcohol

& tobacco) 2.6
Food, alcohol & tobacco 1.9
Energy 10.8
Non-energy industrial goods 0.9
Services 3.5

Source: Eurostat — Inflation in the euro area (May 2026).

24

2.1 (Malta)

1.2 (Luxembourg)

-0.4 (Latvia)

0.0 (Malta)

-3.4 (Cyprus)

1.7 (Luxembourg)

6.3 (Bulgaria)

4.9 (Bulgaria)

4.7 (Bulgaria)

25.4 (Luxembourg)

2.1 (Spain)

9.0 (Bulgaria)
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THE SELLERS' INFLATION CHANNEL: COST SHOCKS AS IMPLICIT
COORDINATION DEVICES

The conventional view assumes that inflation propagation from supply shocks operates primarily
through wage-price spirals or expectation de-anchoring. However, recent research on "sellers'
inflation" points to a distinct and underappreciated channel: economy-wide cost shocks can function
as implicit coordination devices for firms to raise prices, amplifying inflation well beyond the initial
shock (Weber and Wasner 2023).

Weber, Wasner, Lang, Braun & van 't Klooster (2025) provide systematic empirical evidence for this
channel, analysing nearly 139,000 corporate earnings call transcripts from over 4,800 U.S. listed
corporations (2007-2022). They find that large input price shocks, particularly alongside supply
constraints, correlate with positive sentiment among corporate executives about cost increases: firms
view economy-wide cost shocks as an opportunity to raise prices because all competitors face the same
pressures, providing cover for price hikes that would be unsustainable under normal conditions.

This is consistent with the profit dynamics observed during the 2021-2023 inflation episode. The ECB's
own analysis documented that unit profits rose to roughly two-thirds of the GDP deflator in 2022, up
from a historical average of one-third (Hahn 2023), while Arquié & Thie (2023) confirm excess pass-
through at the sectoral level for France. The resulting inflation is therefore not simply a mechanical
reflection of higher input costs; it contains a discretionary component driven by market structure.

The implications for the monetary policy response are direct. If a substantial share of post-shock
inflation reflects strategic firm pricing rather than demand pressures, then interest rate hikes, which
operate on the demand side, are poorly calibrated to address it. Tighter monetary policy cannot address
the supply-side coordination mechanism and may worsen the situation: by depressing demand without
affecting the pricing behaviour of firms with market power, it shifts the burden onto households and
competitive firms while leaving the profit-driven component of inflation intact.
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The Hormuz shock of February 2026 confronts the European Central Bank (ECB) with a familiar
dilemma: inaction can risk entrenching inflation, while tightening risks deepening the slowdown and
penalising renewable energy and cleantech investment. We argue that the ECB should be cautious
and, if tightening proves necessary, ensure its operations shield renewable energy and cleantech
sectors. Our analysis also reveals a growing gap between the ECB's communication on fossil fuel
risks and its policy framework.

This document was provided by the Economic Governance and EMU Scrutiny Unit at the request of

the Committee on Economic and Monetary Affairs (ECON) ahead of the Monetary Dialogue with the
ECB President on 22 June 2026.
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