BBVA

Research

Central Banks

A faster tapering than expected

Javier Castro / Miguel Jiménez
December 16 2021

More hawkish tone after announcing the end of PEPP in March 2022 and a lower-than-expected
increase of the APP

Lower rates under TLTROIIl will end in June 2022, with a reassessment of the tier multiplier

GDP is revised marginally downwards in 2022 and upwards in 2023. Strong upward revision for
inflation in 2022 but reverting clearly below 2% in the medium term

Flexibility will continue to be key, and PEPP may be resumed should pandemic conditions deteriorate

The ECB announced the end of the pandemic bond purchasing program, PEPP, for March 2022, as it was
expected, and approved several measures to soothe the cliff-edge that this measure implies, such as an
extension of the reinvestment period of PEPP purchases and an increase of net purchases under the standard QE
program (APP) for the second and third quarters of 2022. The special period for liquidity operations (TLTROIII) in
which entities could benefit up to -100bps favourable rate will end in June 2022, to mitigate the impact of this expiry
on banks the ECB will assess the calibration of the tier multiplier. Yet, the commitment to adapt all current measures
in any direction, if needed, continues.

PEPP purchases will be conducted at a slower pace during 1Q22 and will end in March, as expected, and despite
the rumors that this decision could be postponed until more evidence of the impact of the Omicron strain was
available. Still, a new package of measures will ease the potential cliff-edge effects that could come with this.

First, the reinvestment of PEPP purchases will be extended by one year to end 2024, and this reinvestment will
be flexible in asset classes and jurisdictions. Special emphasis was put on the fact that Greek bonds will be
included now. Second, APP purchases are increased to a monthly amount of €40bn in 2Q22 and to €30bn in
3Q22, to then revert to the current €20bn afterwards. This implies €90bn more for APP above the current
purchases to substitute for the expiration of PEPP, which is below what we were expecting. Third, TLTROIII special
period under which entities could benefit from an interest rate of up to -1% will end in June 2022, but this will come
along with a calibration of the tier multiplier in order to alleviate cost for banks in an environment of increasing liquidity.
The ECB also stressed that all these measures continue to be flexible, and that the PEPP could be resumed to
counter negative shocks of market fragmentation related to the pandemic.

Regarding the updated macroeconomic outlook, President Lagarde said that the economy continues recovering while
the labour market keeps improving, but energy prices, bottlenecks and the pandemic will lead to a slowdown in the
near term. The GDP projections have been adjusted marginally downwards for 2022, but with a significant
deceleration in 4Q21 (0.2% QoQ from 2.2% by mid-year) and 1Q22 (0.4% QoQ), and upwards for 2023 (5.1% in
2021 with a downward revision of 0.1pp; 4.2% in 2022, down 0.4pp; 2.9% in 2023, up 0.8pp and 1.6% in 2024).

Inflation is revised upwards to 3.2% in 2022, but with a sharp moderation expected during the year (1.9% in 4Q22,
from 4.6% in 4Q21) due to the stabilization of energy prices, the ease of bottlenecks and the fade out of base effects,
and reverting to below 2% afterwards (2.6% in 2021, 3.2% in 2022 and 1.8% in 2023 and 2024). In their analysis,
they attribute most of the recent surprise to energy prices and do not see any second round effects on wages for the
moment, though the projections incorporate higher wages (especially due to minimum wages in 2022). The risks of
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inflation are tilted to the upside not only because pressures from energy prices and bottlenecks may persist longer
than expected, but also from stronger demand.

Overall, the ECB was relatively hawkish as the main instrument to smooth the suppression of PEPP, APP,
received less money than expected, while the measures on liquidity also imply some hardening. Moreover,
the pace of APP purchases for 2022 seems now settled and implies that tapering of QE has started. The
stress on flexibility and the readiness to reopen PEPP if needed is a welcome measure, but not enough to
compensate for it. On the key issue of medium term inflation projections, they remain on the soft side.
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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).

28 Octoberl6 December 2021

The Governing Council centindes-tofudgejudges that the progress on economic recovery and towards its medium-
term inflation target permits a step-by-step reduction in the pace of its asset purchases over the coming quarters. But
monetary accommodation is still needed for inflation to stabilise at the 2% inflation target over the medium term. In
view of the current uncertainty, the Governing Council needs to maintain flexibility and optionality in the conduct of
monetary policy. With this is mind, the Governing Council took the following decisions:

& A In the first quarter of 2022, the
Governmq Counc|l expects to conduct net asset purchases under the pandemic emergency purchase programme

(PEPP) at a lower pace than in the second-and-third-quarters-of-this-yearprevious quarter. It will discontinue net asset
purchases under the PEPP at the end of March 2022.

The Governing Council decided to extend the reinvestment horizon for the PEPP. It now intends to reinvest the

principal payments from maturing securities purchased under the PEPP until at least the end of 2024. In any case,

the future roll-off of the PEPP portfolio will be managed to avoid interference with the appropriate monetary policy
stance.

The pandemic has shown that, under stressed conditions, flexibility in the design and conduct of asset purchases
has helped to counter the impaired transmission of monetary policy and made efforts to achieve the Governing
Council’'s goal more effective. Within our mandate, under stressed conditions, flexibility will remain an element of
monetary policy whenever threats to monetary policy transmission jeopardise the attainment of price stability. In
particular, in the event of renewed market fragmentation related to the pandemic, PEPP reinvestments can be
adjusted flexibly across time, asset classes and jurisdictions at any time. This could include purchasing bonds issued
by the Hellenic Republic over and above rollovers of redemptions in order to avoid an interruption of purchases in
that jurisdiction, which could impair the transmission of monetary policy to the Greek economy while it is still
recovering from the fallout of the pandemic. Net purchases under the PEPP could also be resumed, if necessary, to
counter negative shocks related to the pandemic.
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confirmedIn line with a step-by-step reduction in asset purchases and to ensure that the monetary policy stance
remains consistent with inflation stabilising at its ether-measures-namely-the-level-of-target over the medium term,
the Governing Council decided on a monthly net purchase pace of €40 billion in the second quarter and €30 billion
in the third quarter under the asset purchase programme (APP). From October 2022 onwards, the Governing Council
will maintain net asset purchases under the APP at a monthly pace of €20 billion for as long as necessary to reinforce
the accommodative impact of its policy rates. The Governlnq Councn expects net purchases to end shortly before it

starts ralsmg the key ECB interest rates | A

The Governing Council also intends to continue reinvesting, in full, the principal payments from maturing securities
purchased under the APP for an extended period of time past the date when it starts raising the key ECB interest
rates and, in any case, for as long as necessary to maintain favourable liquidity conditions and an ample degree of
monetary accommodation.

1.14.1.3. Key ECB interest rates

The interest rate on the main refinancing operations and the interest rates on the marginal lending facility and the
deposit facility will remain unchanged at 0.00%, 0.25% and -0.50% respectively.

In support of its symmetric twoe-perecent2% inflation target and in line with its monetary policy strategy, the Governing
Council expects the key ECB interest rates to remain at their present or lower levels until it sees inflation reaching
two-percent2% well ahead of the end of its projection horizon and durably for the rest of the projection horizon, and
it judges that realised progress in underlying inflation is sufficiently advanced to be consistent with inflation stabilising
at twe-perecent2% over the medium term. This may also imply a transitory period in which inflation is moderately
above target.
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1.4. Refinancing operations

The Governing Council will continue to monitor bank funding conditions and ensure that the maturing of TLTRO |lI

operations does not hamper the smooth transmission of its monetary policy. The Governing Council will also regularly
assess how targeted lending operations are contributing to its monetary policy stance. As announced, it expects the
special conditions applicable under TLTRO lll to end in June next year. The Governing Council will also assess the
appropriate calibration of its two-tier system for reserve remuneration so that the negative interest rate policy does
not limit banks’ intermediation capacity in an environment of ample excess liquidity.

*k%
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The Governing Council stands ready to adjust all of its instruments, as appropriate_and in either direction, to ensure
that inflation stabilises at its two-perecent2% target over the medium term.
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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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