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8 Monetary policy: a suitable scenario for the Cent  ral
Bank to embark upon more aggressive monetary
stimulus

The outlook for activity and prices described in the previous sections suggests there is both a need to increase the
flexibility of the monetary policy position, and room to do this. But, what do we mean when say there is a need to
adopt a more expansionary monetary position? GDP growth rates have fallen below 1% YoY in the last three months.
Growth in activity is weak, particularly domestic demand (see Figure 8.1). The picture in the labour market is similar:
not only has the creation of new jobs slowed (see Figure 3.5), but the quality of the jobs created has deteriorated.
Whilst it is true that larger anchovy catches will increase the GDP growth rate for May and June, this will be a
temporary effect and does not reflect a significant improvement in spending by businesses and households. This
situation is exacerbated by increased political noise. Countercyclical economic policies are therefore required to shake
activity out of this lethargy, with fiscal and monetary stimuli that will pass through to businesses and households.
Unfortunately, no fiscal stimulus is taking place, and it seems unlikely that there will be any major boost in the coming
months. Most of the spending on reconstruction in the coast northern of the country will not impact activity until next
year. And while it is true that a significant expansion in public spending is expected in the fourth quarter, this is mainly
due to the basis for the year-on-year comparison being low due to the fiscal adjustment at the end of 2016, meaning
that spending levels are only returning to normal. Finally, there is also no room for the state to spend more, as its
revenues have fallen as a percentage of GDP and this will limit the expansion of spending, if it wishes to meet its 2017
fiscal deficit target (3% of GDP). This leads us to state that monetary policy will take centre stage in countercyclical
efforts at present.
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But, does the Central Bank have room for a more expansionary monetary position? Expectations of inflation are within
the target range and have continued to fall (see Figure 8.2). The picture for inflation, and inflation excluding food and
energy, is similar. We are likely to see inflation fluctuating between its current level (2.7%) and the ceiling of the target
range (or perhaps slightly higher than this) over the coming months, before slowing again in the fourth quarter.
Demand pressures on prices are contained, the depreciation of the local currency we expect to see over the coming
months is limited, and we do not expect a marked recovery in oil prices. Our inflation forecast for the end of the year is
closer to the centre of the target range, and the downward trend may continue in early 2018. It appears that there is
some room to increase the flexibility of the monetary position.

Against this backdrop, the Central Bank has started to relax its monetary policy position through cuts in its base rate,
which it reduced by 25 bp in May, to 4.0%. However, this was followed by a surprise pause in June, when the outlook
for activity and prices still seemed to be pointing to further flexibility in monetary conditions. Our baseline scenario
includes two further 25 bp cuts in the base rate this year, one in the third quarter and one in the fourth. It also includes
an additional cut at the start of 2018, when inflation is close to the floor of its target range and reconstruction spending
in the north of the country is still only starting to kick in (see Figure 8.3).
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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.
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