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8. Monetary policy: More easing on the way?

In the environment of sharply falling inflation — which is leading inflationary expectations down the same path, albeit
more slowly — and cyclical weakness of the economy, the central bank has continued with cuts to its reference interest
rate. In the last quarter of last year it cut the rate by 25 bps, on top of the three previous cuts (in May, July and
September). As a result, the reference interest rate ended the year at 3.25%. Furthermore, it continued to reduce
reserves in dollars (see Figure 8.1), seeking to offset the rise in international interest rates and so mitigate the impact
on lending.

In January 2018 the central bank cut its base rate by a further 25 bps, to 3.00%. It was reasonable for the central bank
to do so in view of the performance of inflation in the past few months, the room that inflationary expectations still have
to continue falling (according to central bank calculations, in December they were at 2.3%), the cyclical weakness of
the economy, a fiscal boost that it is taking longer than expected to make itself felt, the uncertainty engendered by the
increase in political noise (already reflected in a significant decline in business confidence), and the relative stability of
the exchange rate. We do not rule out the possibility of an additional cut of 25 bps in the next two or three months if
GDP growth surprises the economic authorities negatively, which we think will happen with 4Q figures, if the fiscal
stimulus is less than expected, if increased political noise translates into further loss of business confidence, or if
inflationary expectations fall below 2% (the middle of the target range). After that, with inflation tending to move
towards the middle of the target range and inflationary expectations positioned around it, with private sector spending
slowly gaining traction, and with monetary policies in the US and Europe more clearly geared towards normalisation,
we estimate that the central bank will opt to hold its key rate at 2.75% (see Figure 8.2) and will not start to raise it until
the second half of next year.

Figure 8.1 Marginal reserve rate in domestic and foreign Figure 8.2. Reference rate
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DISCLAIMER

This document, prepared by BBVA Research Department, is informative in nature and contains data, opinions or estimates as at
the date of its publication. These derive from the department’'s own research or are based on sources believed to be reliable, and
have not been independently verified by BBVA. BBVA therefore makes no guarantee, either express or implied, as to the
document's accuracy, completeness or correctness.

Any estimates contained in this document have been made in accordance with generally accepted methods and are to be taken as
such, i.e. as forecasts or projections. Historical trends in economic variables (positive or negative) are no guarantee that they will
move in the same way in the future.

The contents of this document are subject to change without prior notice, depending on (for example) the economic context or
market fluctuations. BBVA does not give any undertaking to update any of the content or communicate such changes.

BBVA assumes no liability for any loss, direct or indirect, that may result from the use of this document or its contents.

Neither this document nor its contents constitute an offer, invitation or solicitation to acquire, disinvest or obtain any interest in
assets or financial instruments, nor can they form the basis of any contract, undertaking or decision of any kind.

In particular as regards investment in financial assets that could be related to the economic variables referred to in this document,
readers should note that in no case should investment decisions be made based on the contents of this document; and that any
persons or entities who may potentially offer them investment products are legally obliged to provide all the information they need
to take such decisions.

The contents of this document are protected by intellectual property law. The reproduction, processing, distribution, public
dissemination, making available, taking of excerpts, reuse, forwarding or use of the document in any way and by any means or
process is expressly prohibited, except where this is legally permitted or expressly authorised by BBVA.
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