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Further easing measures favor unconventional
measures over rate cuts

Soncoles Castillo / Agustin Garcia / Olga Gouveia / Miguel Jiménez / Maria Martinez / Alejandro Neut

e The ECB cut rates to record lows, increased the size -and widened the
scope - of its APP (making investment-grade non-financial euro corporate
bonds eligible) and introduced a new round of (attractive) TLTROs.

e The Staff revised its inflation projections significantly downwards, as
expected. It also reduced its growth forecasts for 2016 and 2017 (while
announcing a 1.8% expected growth for 2018)

e The ECB remains vigilant and ready to act if necessary, favoring further
“‘unconventional measures” over (not-excluded) additional rate cuts.

At today’s monetary policy meeting the ECB Governing Council (GC) cut rates and announced further non-
standard measures in order to counteract heightened risks to the ECB’s price stability objective. In particular, the
GC announced: i) to cut the main policy rate by 5bp to 0.0%, a historic low, the deposit facility rate by 10bp to -
0.40% and the marginal lending rate by 5bp to 0.25%, ii) to expand monthly purchases under the asset purchase
program (APP) to EUR80 bn from EURG60 bn, iii) to broaden the scope of asset purchased under the APP (to now
include investment-grade euro-denominated bonds issued by non-bank corporations) and iv) to introduce a new
round of four-year TLTROs. Mr. Draghi said that today's decision was not unanimous but counted with an
“overwhelming majority”.

Looking forward, the GC retained its easing bias and its willingness to act further if needed, highlighting that the
central bank is not short of ammunition. After today’s action, the central bank has left the door open for further rate
cuts, as it stated that “rates are to remain at present or lower levels for an extended period of time and well past
the horizon of our net asset purchases.” That said, at the press conference Draghi expressed that the ECB would
favor further unconventional measures over any additional rate cuts.

On the economic outlook, the Staff revised its forecasts down on the back of weak data that has been piling up on
top of the 0.3% QoQ growth of the previous quarter (we expected 0.4%): it lowered 2016"s expected growth by
0.3pp (to 1.4%) and 2017's expected growth by 0.2% (to 1.7%). It also established a 1.8% expected growth for
2018 while adding a negative bias to the overall outlook (bias driven by as still uncertain global economy). The
Staff’s forecasts are slightly more pessimistic than the ones we elaborated right before the financial turbulences at
the start of the year (we then established 1.8% and 1.9% for 2016 and 2017, respectively). The drivers of the
current outlook have not changed from those described in the latest statement: supportive economic policies and
low energy prices favouring growth, compensated by a negative outlook for foreign activity and financial markets,
high debt and slow structural reforms. Risks continue to be biased downwards.

Regarding inflation, the ECB pointed out that it will continue to be in negative territory over the coming months and
should pick up by the end of the year. The downward revisions of inflation projections are in line with what we
expected given the oil price outlook and recent negative surprises: from 1% to 0.1% in 2016, and from 1.6% to
1.3% in 2017, while for 2018 they expect 1.6% (in this case we expected a slightly higher figure). Core inflation is
revised down by 2 and 3 decimal points in 2016 and 2017, respectively, to 1.1% and 1.3%, and project a 1.6% in
2018. The statement does not refer to inflation risks in any one direction, but points out that they will be vigilant on
eventual second round effects (something Mr.Draghi had previously mentioned in various occasions).
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At the press conference, the focus was put on the many announced measures, with Draghi emphasising that the
ECB still counts with significant ammunition: including additional rate cuts, yet favoring further “unconventional
measures” if needed.

e Additional rate cuts. The GC cut the main policy rate by another 5bp to 0.0%, a historic low, the deposit
facility by 10bp to -0.40% and the marginal lending rate by 5bp to 0.25%, thus leaving an asymmetric
corridor for interest rates. Yet when asked why the ECB had not introduced a tiered deposit rate (one of
the possible measures that markets expected as a way to soften the impact of negative rates on the
banking sector), Mr. Draghi responded that the GC did not want to signal that rates cuts would continue to
be the tool of choice (he also pointed out technical complexity).

e Extension and additional increase in monthly purchases under APP. The GC decided to increase the
current monthly pace of purchases from EURG60 billion to EUR80 billion. The central bank will maintain
the program until the end of March 2017, conditional on inflation effectively adjusting to rates below, but
close to, 2% over the medium term.

e Broadening the scope of eligible assets for the APP. The central bank decided to include “investment
grade euro-denominated bonds issued by non-bank corporations established in the euro area” in the list
of eligible assets for regular purchases. The inclusion of corporate bonds was not anticipated by markets
and opens the door to the purchase of a whole new set of euro-denominated assets.

e Raising the issuer and issue share limits within the APP. The limit applied to the purchase of
securities issued by eligible international organisations and multilateral development banks was raised
from 33% to 50%.

e A new round of TLTROs. A new series of four targeted longer-term refinancing operations (TLTRO 1),
each with a maturity of four years, will be launched, starting in June 2016. The news are welcomed by EZ
banks under the pressure of negative deposit rates, as these four TLTRO Il have no mandatory
prepayments, are not conditional on banks increasing their lending to the economy, and have a maximum
of 0% interest rate (if the rate for MROs does not increase until March 2017) and a minimum of -0.4% (or
whatever the rate on the loan deposit facility is at each settlement date). The amount of loans that can be
borrowed is sizeable: 30% of outstanding eligible loans as of 31 January 2016, i.e. ~€1.7tr minus the
€200bn borrowed in the 2014 TLTROs. Thus the cost of these funds is very favourable (potentially
negative), and the possibility to rollover the current TLTROSs to the new TLTRO Il - together with the four-
year maturity - eliminates any concern about funding for European banks.

Today’s measures come almost exactly a year after the ECB announced the purchase of EZ government bonds (9
March 2015). With today’s significant announcements, the ECB stressed that there is ample room for further
measures, dismissing the view that everything is done in terms of easing policy while emphasizing that in case of
need, the GC would opt for further unconventional measures over additional rate cut. That said, despite today’s
welcomed announcements, one fact remains: the ECB has less and less margin for maneuver while, as reiterated
by Draghi, the effectiveness of additional monetary measures diminishes as long as they are not accompanied by
coordinated fiscal stimuli
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PLEASE NOTE: TRACKING CHANGES IN FOLLOWING
STATEMENTS

in black, wording common to both the current and previous statements, in red and
crossed, previous wording that was replaced by new wording, in blue and underlined
(YES, TRACK CHANGES ARE THERE ON PURPOSE)

Mario Draghi, President of the ECB,
Vitor Constancio, Vice-President of the ECB,

Frankfurt am Main, 23-Jandaryl0 March 2016

Ladies and gentlemen, first-of-alHet-me-wish-you-a-Happy-New Year—Thethe Vice-President and | are very pleased to

welcome you to our press conference. We will now report on the outcome of today’s meeting of the Governing Council,
which was also attended by the Commission Vice-President, Mr Dombrovskis.

Based on our regular economic and monetary analyses, and—afte—we have conducted a thorough review of the
recalibration-ef-monetary policy stance, in which we also took into account the new macroeconomic projections by our
monetary-policy-measures-tast-month—westaff extending into the year 2018. As a result, the Governing Council has
decided on a set of measures in the pursuit of its price stability objective. This comprehensive package will exploit the
synergies between the different instruments and has been calibrated to keepfurther ease financing conditions, stimulate
new credit provision and thereby reinforce the momentum of the euro area’s economic recovery and accelerate the
return of inflation to levels below, but close to, 2%.

First, as regards the key ECB interest rates-unchanged-and-we-expectthem, we decided to lower the interest rate on the
main refinancing operations of the Eurosystem by 5 basis points to 0.00% and the rate on the marginal lending facility by

5 basis points to 0.25%. The rate on the deposit facility was lowered by 10 basis points to -0.40%.

Second, we decided to expand the monthly purchases under our asset purchase programme from €60 billion at present
to €80 billion. They are intended to run until the end of March 2017, or beyond, if necessary, and in any case until the
Governing Council sees a sustained adjustment in the path of inflation consistent with its aim of achieving inflation rates
below, but close to, 2% over the medium term. To ensure the continued smooth implementation of our asset purchases,
we also decided to increase the issuer and issue share limits for the purchases of securities issued by eligible
international organisations and multilateral development banks from 33% to 50%.

Third, we decided to include investment-grade euro-denominated bonds issued by non-bank corporations established in
the euro area in the list of assets that are eligible for regular purchases under a new corporate sector purchase
programme. This will further strengthen the pass-through of our asset purchases to the financing conditions of the real
economy. Purchases under the new programme will start towards the end of the second quarter of this year.

Fourth, we decided to launch a new series of four targeted longer-term refinancing operations (TLTRO 1), starting in
June 2016, each with a maturity of four years. These new operations will reinforce the ECB’s accommodative monetary
policy stance and will strengthen the transmission of monetary policy by further incentivising bank lending to the real
economy. Counterparties will be entitled to borrow up to 30% of the stock of eligible loans as at 31 January 2016. The
interest rate under TLTRO Il will be fixed over the life of each operation, at the rate on the Eurosystem’s main refinancing
operations prevailing at the time of take-up. For banks whose net lending exceeds a benchmark, the rate applied to the
TLTRO Il will be lower, and can be as low as the interest rate on the deposit facility prevailing at the time of take-up.
There will be no requirement for mandatory early repayments under TLTRO 1l, and switches from TLTRO | will be
allowed.
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Finally, looking ahead, taking into account the current outlook for price stability, the Governing Council expects the key
ECB interest rates to remain at present or lower levels for an extended period of time-—Regarding—eurnen-standard
rmonetary-poliey-, and well past the horizon of our net asset purchases.

Separate press releases with further details of the measures%%s%m*mhases%pmeeeehng—smeetht%&nd—eenﬂm&e

taken by the Governing

Adding to the measures taken since June 2014, with today’s comprehensive package of monetary policy decisions we

are providing substantial monetary stimulus to counteract heightened risks to the ECB’s price stability objective. While
very low or even negative inflation rates are unavoidable over the next few months, as a result of movements in oil
prices, it is crucial to avoid second-round effects by securing the return of inflation to levels below, but close to, 2%
without undue delay. The Governing Council will continue to monitor very closely the evolution of the outlook for price
stability over the period ahead.

Let me now explain our assessment in greater detail, starting with the economic analysis. Euro area real GDP growth
was confirmed at 0.3%, quarter on quarter, in the thirdfourth quarter of 2015, supported mainly—by private
coensumptiondomestic demand, while being dampened by a negative contribution from net exports. The most recent
survey indicators—available-up-to-December;data point to engeing—realGBbPweaker than expected growth momentum
irat the fourth—quarterbeginning of lastthis year. Looking ahead, we expect the economic recovery to proceed_at a
moderate pace. Domestic demand should be further supported by our monetary policy measures and their favourable
impact on financial conditions, as well as by the—earlierprogress—made—with—fiscalconselidation—andcontinued
employment gains benefiting from past structural reforms. Moreover, the renrewed-fal-inlow price of oil-prices should
provide additional support for households’ real disposable income and private consumption, as well as corporate
profitability and—therefere,forprivate—consumption—and investment. In addition, the fiscal stance in the euro area is
beecoming-slightly expansionary, partly reflecting-in-particutar measures in support of refugees. However, the economic
recovery in the euro area continues to be dampened by subdued growth prospects in emerging markets, volatile financial
markets, the necessary balance sheet adjustments in a number of sectors and the sluggish pace of implementation of
structural reforms.

This outlook is broadly reflected in the March 2016 ECB staff macroeconomic projections for the euro area, which
foresee annual real GDP increasing by 1.4% in 2016, 1.7% in 2017 and 1.8% in 2018. Compared with the December
2015 Eurosystem staff macroeconomic projections, the outlook for real GDP growth has been revised slightly down,
mainly reflecting the weakened growth prospects for the global economy.

The risks to the euro area growth outlook remain entilted to the downside-and. They relate in particular to the heightened
uncertalntles regardlng developments in the global economy, as well as to broader geopolltlcal risks. —'Fhese—nsks—have

EureAccording to Eurostats flash estimate, euro area annual HICP inflation was -0.2% in Deeembe#z@%February 2016,
compared with 0. A

sharp3% in January. All main HICP components contrlbuted to thls decllne4n—e|4—|enees—as—weu—as—leweefeed—pnee—and
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Looklnq ahead, on the basis of current ett-futures pr|ces—Wh+eh—e\re—Wel4—lae1le\.cv—th(-:‘—te\re1l

for energy, |nflat|on rates are eurrentl%expected to remain at very—lewer—negatlve
levels in the coming months and to pick up erly-later in 2016. Thereafter, supported by our monetary policy measures
and the expected economic recovery, inflation rates should econtinue—to—recover—butrisks—of-recover further. The

Governing Council will closely monitor price-setting behaviour and wage developments in the euro area, paying particular
attention to ensure that the current low inflation enwronment does not become entrenched in_second-round effects
j n wage and other-external-and

This broad pattern is also reflected in the March 2016 ECB staff macroeconomic projections;,-which-will-also-cover-the
year_for the euro area, which foresee annual HICP inflation at 0.1% in 2016, 1.3% in 2017 and 1.6% in 2018._In
comparison with the December 2015 Eurosystem staff macroeconomic projections, the outlook for HICP inflation has
been revised down, mainly reflecting the fall in oil prices over recent months.

Turning to the monetary analysis, recent data confirm solid growth in broad money (M3), with the annual rate of growth of
M3 standing at 5.20% in Nevember2015January 2016, after 5:34.7% in OcteberDecember 2015. Annual growth in M3
continues to be mainly supported by its most liquid components, with the narrow monetary aggregate M1 growing at an
annual rate of 11-210.5% in NevemberJanuary, after 1110.8% in OcteberDecember.

Loan dynamics continued the path of gradual recovery observed since the beginning of 2014. The annual rate of change
of loans to non-financial corporations (adjusted for loan sales and securitisation) increased to 0.96% in Nevember
2015January 2016, up from 0.61% in OctoberDecember 2015. Developments in loans to enterprises continue to reflect
the lagged relationship with the business cycle, credit risk and the ongoing adjustment of financial and non-financial
sector balance sheets. The annual growth rate of loans to households (adjusted for loan sales and securitisation)

increased-teremained stable at 1.4% in Nevember-compared-with-1.2%in-October

Januar 2016 Overall the
monetary policy measures in place since June 2014 have clearly improved borrowing conditions for beth-firms and
households, as well as credit flows across the euro area.

To sum up, a cross-check of the outcome of the economic analysis with the signals coming from the monetary analysis

conflrmed the eﬁeetweness—ef—theneed for further monetary pehey—measures—m—plaee—anel—the—need—te—rewew—and

v y v hstimulus in order to secure a return of
inflation rates towards levels that are below but close to, 2%-% W|thout undue delay.

Monetary policy is focused on maintaining price stability over the medium term and its accommodative stance supports
economic activity. However, in order to reap the full benefits from our monetary policy measures, other policy areas must
contribute decisively. Given continued high structural unemployment and low potential output growth in the euro area, the
ongoing cyclical recovery should be supported by effective structural policies. In particular, actions to_raise productivity
and improve the business environment, including the provision of an adequate public infrastructure, are vital to increase
productive-investment;_and boost job creation-and-raise-preductivity. The swift and effective implementation of structural
reforms, in an environment of accommodatlve monetary policy, WI|| not onIy lead to higher sustainable economic growth
in the euro area but will also rai
reforms-thereby-makingmake the euro area more reS|I|ent to global shocks._As |nd|cated by the European Comm|SS|on
the implementation of country-specific recommendations continued to be fairly limited in 2015; reform efforts thus need to
be stepped up in the majority of euro area countries. Fiscal policies should support the economic recovery, while
remaining in compliance with the fiscal rules of the European Union. Full and consistent implementation of the Stability
and Growth Pact is crucial to maintain confidence in the fiscal framework. At the same time, all countries should strive for
a more growth-friendly composition of fiscal policies.
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DISCLAIMER

This document has been prepared by BBVA Research Department, it is provided for information purposes only and
expresses data, opinions or estimations regarding the date of issue of the report, prepared by BBVA or obtained from or
based on sources we consider to be reliable, and have not been independently verified by BBVA. Therefore, BBVA offers
no warranty, either express or implicit, regarding its accuracy, integrity or correctness.

Estimations this document may contain have been undertaken according to generally accepted methodologies and
should be considered as forecasts or projections. Results obtained in the past, either positive or negative, are no
guarantee of future performance.

This document and its contents are subject to changes without prior notice depending on variables such as the economic
context or market fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes.
BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents.
This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any
interest in financial assets or instruments. Neither shall this document nor its contents form the basis of any contract,
commitment or decision of any kind.

In regard to investment in financial assets related to economic variables this document may cover, readers should be
aware that under no circumstances should they base their investment decisions in the information contained in this
document. Those persons or entities offering investment products to these potential investors are legally required to
provide the information needed for them to take an appropriate investment decision.

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation,
distribution, public communication, making available, extraction, reuse, forwarding or use of any nature by any means or
process, except in cases where it is legally permitted or expressly authorized by BBVA.



