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ECB sees inflation pressures lasting longer than anticipated but easing over 2022

It delves on the disconnect between ECB’s forward guidance on rates and market expectations of the
lift-off timeframe

PEPP is expected to end next March, with recalibration of the instruments to be in place at the
December meeting

Today’s ECB policy adhered to broader expectations of a status quo on policy rates, forward guidance as well as QE
while deliberating substantially on two key topical issues concerning markets - 1) the central bank’s view on the
drivers and durability of ongoing inflation pressures and 2) the disconnect between ECB’s forward guidance on rates
and the market’s timeframe for a lift-off.

The central bank struck a sanguine tone on the state of economic recovery, which it judged as being still strong but
acknowledged that growth momentum had moderated off-late as the support from policy stimulus, economic
reopening, pent up demand and large scale vaccination was being partly offset by the adverse-effects of rising
inflation pressures on consumer purchasing power and the impact of supply shortages on the manufacturing sector.
The ECB highlighted three key drivers of inflation, namely 1) decompressed demand outpacing disrupted supply
with the latter caused by shortages of materials, equipment and labor, 2) higher energy prices and 3) base effects,
including those related to the German VAT changes. Notably, the ECB sounded cautiously optimistic on the
inflation outlook. While it expects inflation to gain further traction this year, it sees price pressures easing
over the course of 2022. Lagarde echoed other central bankers, insisting on the temporality of inflation even though
she admitted that bottleneck problems would persist longer than expected, in turn taking a good chunk of
2022 to be sorted out. In this regard, the ECB is talking to large firms and they confirm this delay, reporting that
bottlenecks will gradually disappear, but not “in the first quarter of 2022”.

Meanwhile, the ECB expects energy prices to at least stabilize if not decline in 2022. Against this backdrop, the
ECB “continues to foresee inflation in the medium term to remain below the two per cent target”. On inflation
expectations, Lagarde stated that while they have moved up they remain well anchored. She also stressed the
need to monitor wages for risks of second round effects of higher inflation, although she added that the ECB
does not see any indication of this yet.

The other key focus this time was to what extent Mrs Lagarde will push back against market expectations of
interest rate increases (which foresee a high probability of a first hike in September 2022). During the Q&A, she
stressed a couple of times that there is a disconnection between ECB’s forward guidance on rates, their
analysis of inflation and the market expectations. In her own words: “the conditions for forward guidance are not
satisfied neither at the time when markets expect a liftoff or anytime thereafter soon”. Moreover, she stressed that
the ECB will be bound by its forward guidance (FG), as to when ECB will lift rates and its forward guidance
has to do with inflation. And she remarked that these conditions do not seem to be satisfied in the near
future: 1) Inflation reaches 2% well ahead of ECB’s projection horizon. ECB has more certainty about its forecast.
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2) Inflation remains at 2% durably for 3 years. 3) There is sufficient progress in underlying inflation for headline
inflation to stabilise at the 2% level.

Regarding monetary policy instruments in place, which are expected to be recalibrated at the December meeting
when new staff projections are released, Lagarde gave very few clues. She stated that the PEPP is expected to
end in March; this suggests that the expected measures to avoid a sharp reduction of QE in March will not be an
extension of PEPP, but rather other types of measures. On TLTROS, she stressed that the ECB should do
everything possible to avoid a cliff edge effect (strong repayments are expected in June 2022 when the special
period expires) and confirmed that it will be discussed during the December meeting.

Overall, the ECB’s diagnosis of growth, inflation and current markets expectations of the first liftoff coincide very
much with our view. The key issue is to what extent this majority view within the ECB is maintained if the persistence
of inflation lasts longer than projected or there are signs to inflation expectations rising quickly.

The market reaction was more sensitive to the ECB’s remarks on the prolongation of bottlenecks and longer duration
of inflation than to Lagarde’s warning that markets are out of line with their forward guidance. On rates, 2Y and 10Y
German Bund'’s rate hiked 3bp and 4bp respectively, while 10Y ltaly and Spain’s spreads rose further, 11bps and
5Sbps respectively, while the EURUSD appreciated by 0.7% to 1.168.
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PLEASE NOTE: TRACKING CHANGES IN FOLLOWING STATEMENTS

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

1.1. Christine Lagarde, President of the ECB,

Luis de Guindos, Vice-President of the ECB

Frankfurt am Main, 9-September28 October 2021

Good afternoon, the Vice-President and | welcome you to our press conference.

Finaneing-cenditions-The euro area economy continues to recover strongly, although momentum has moderated to some extent.
Consumers continue to be confident and their spending remains strong. But shortages of materials, equipment and labour are
holding back production in some sectors. Inflation is rising, primarily because of the surge in energy prices but also as the recovery
in demand is outpacing constrained supply. We foresee inflation rising further in the near term, but then declining in the course of

next year.

Market interest rates have increased since our last meeting in early September However overall flnancmq conditions currently
remain favourable for firms, households and the public sector-h

in-June.. Favourable financing conditions are essential for the economy to continue its recovery and to eﬁsetcounter the negative
impact of the pandemic on the inflation_path.

: We continue to judge
that favourable flnancmg condltlons can be malntalned with a moderately lower pace of net asset purchases under the pandemic
emergency purchase programme (PEPP) than in the previcus-twesecond and third quarters_of this year.

We also confirmed our other measures, namely the level of the key ECB interest rates, our forward guidance on their likely future
evolution, our purchases under the asset purchase programme (APP), our reinvestment policies and our longer-term refinancing
operations, as detailed in the pressreleasepress release published at 13:45 today. We stand ready to adjust all of our instruments,
as appropriate, to ensure that inflation stabilises at our two per cent target over the medium term.
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I will now outline in more detail how we see the economy and inflation developing; and_will then talk about our assessment of
financial and monetary conditions.

1.2. Economic activity

The econom A A
growthcontinued to grow stronqu in the third quarter—, even thouqh momentum moderated to some extent We still expect output
to exceed its pre-pandemic level by the end of the year.

The recovery-builds-on-the-successgrip of the va

pandemic on the economy _has visibly weakened, with restnctlons being lifted as a result of successful health measures and large
numbers of people now vaccinated. This is supporting consumer spending, especially on entertainment, dining, travel and
transportation. But higher energy prices may reduce purchasing power in the months to come.

The recovery in domestic and qlobal demand is also supportlnq productlon and business investment. That said, shortaqes of
materials, equipment and labour are holding back the manufacturing sector. Delivery times have lengthened considerably, and
transport costs and energy prices have surged. These constraints are clouding the outlook for the coming quarters.

business-investmentis down 5|qn|f|cantlv from the peak last year. This supports the prospect of hlqher incomes and increased
spending. But, both the number of people in the labour force and the hours worked in the economy remain below their pre-

pandemic levels.

To suppertsustain the recovery,ambitious, targeted and coordinated fiscal pelicysupport should continue to complement monetary
policy. ta-particular-This support will also help the economy adjust to the structural changes that are under way. An effective

implementation of the Next Generation EU programme will-help-ensureand the “Fit for 55” package will contribute to a stronger,
greener and unifermmore even recovery across euro area countries.Hwillalso-accelerate the green-and-digitattransitions;-support
structural-reforms-and-ift- long-term-growth-

ECB Watch 4



B BVA Creating Opportunities

Research

1.3. Inflation

Inflation increased to 3.64 per cent in AugustSeptember. We expect inflationit to rise further this avtumn-butyear. But while the
current phase of higher inflation will last longer than originally expected, we expect inflation to decline in the course of next year.

Fhistemporary

The upswing in inflation mainkylargely reflects the-streng-inerease-in-oil-a combination of three factors. First, energy prices sinee
around-the-middle—of-lastyear— especially for oil, gas and electricity — have risen sharply. In September, energy inflation
accounted for about half of overall inflation. Second, prices are also going up because recovering demand related to the
reversalreopening of the temperary-economy is outpacing supply. These dynamics are especially visible in the prices of consumer
services, as well as the prices of goods affected most stronqlv by supply shortaqes And flnallv, base effects related to the end of
the VAT reductioncut in Germany;—€

materials-and-equipmentIn-_are still contrlbutlnq to hlqher |nflat|0n

We expect the influence of all three factors to ease in the course of 2022 thesefactors-should-ease-or willto fall out of the year-
on-year inflation calculation._As the recovery continues, the gradual return of the economy to full capacity will underpin a rise in
wages over time. Market and survey-based measures of longer-term inflation expectations have moved closer to two per cent.
These factors will support underlying inflation and the return of inflation to our target over the medium term.

1.4. Risk assessment

icThe recovery continues to depend on the course of the
pandemlc and further progress with vaccmatlons We see the rlsks to the economic outlook as broadly balanced. In the near term,

supply bottlenecks and rising energy prices are the main risks to the pace of recovery and the outlook for inflation. If supply
shortages and higher enerqy prices last longer, these could slow down the recovery. At the same time, if persistent bottlenecks
feed through into higher than anticipated wage rises or the economy returns more quickly to full capacity, price pressures could
become stronger. However, economlc activity could outperform our expectatlons if consumers become more confldent and save
less than currently expected.-A
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1.5. Financial and monetary conditions

ThereceveryofgrowthGrowth and medium-term inflation dynamics still dependsdepend on favourable financing conditions for all
sectors of the economy. Market interest rates have eased-—over—the summer—butreversedrecently—Overallincreased.

Nevertheless, financing conditions for the economy remain favourable-

Banlk-, not least because bank lending rates for firms and households areremain at hrstorrcally low levels. Lending-to-households
is-helding-While there was a pick-up; 3 in September, lending to
firms is-mainly-due-teremains moderate. Thrs contrnues to reﬂect the fact that frrms are—sﬂ#—we“—tended—beeaese—they—berrewed
hea#ds,um4he—ﬁrst—wavecf—theupandem+c—‘£heyqenerallv need Iess external fundrnq since these have hrgh cash holdrngs and are

increasingly retaining their earnings;-—» : : attra
alternative-to-bankloans—Selid. Lending to households remains stronq drrven by demand for mortqaqes Our most recent bank
lending survey shows that credit conditions for firms stabilised and were supported — for the first time since 2018 — by a reduction
in banks’ risk perceptions. By contrast, banks are taking a slightly more cautious approach to housing loans and have tightened
their lending standards for these loans accordingly. Bank balance sheets continue to ensure-thatsufficientcreditis-available:

favourable fundrnq conditions and remain SO|Id

1.6. Conclusion

Summrng up, the euro area economy B—QeaH%reboundmg—Hewe%r—me—speed—of—the-reewery—contrnues to depend-on-the

ise-in-recover strongly, although at a more moderate pace.
Rising enerqy prices, the recovery in demand and supplv bottlenecks are currentlv pushing up |anatron—r{-:-—e9@|eeeteel—te—Iee—l\e\trga]el{vt
. While. mfIatron

in the course of next year. We continue to foresee |nflat|0n in the medrum term remaining below our two per cent target. Our polrcy

measures, including our revised forward guidance on the key ECB interest rates, are keycrucial to helping the economy shift to a
sustained recovery and, ultimately, to bringing inflation over the medium term to our twe-percenttarget.
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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.

Any 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.

With 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 on 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. Reproduction, transformation, distribution, public
communication, making available, extraction, reuse, forwarding or use of any nature by any means or process is prohibited,
except in cases where it is legally permitted or expressly authorised by BBVA.
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