For professional investors

ECB: trying the big bang
Multi Asset Solutions | 10 March 2016

SUMMARY
 After disappointing markets in December, the
ECB tried a big-bang approach, but actually
presents investors with a déjà-vu.
 The ECB sees itself not running out of
ammunition, but its focus is shifting from
interest-rate policy to non-conventional tools.
 Market scepticism of the effectiveness of
monetary policy in general could diminish the
impact of further ECB action.
 We believe the latest measures are hardly the
game changer some market participants had
looked for. We prefer a cautious positioning in
European assets for now.
At the news conference after January’s meeting of its
policy-setting council, the ECB had indicated that more
action was to come. But it had been (deliberately) vague
about the instruments it could use and ECB council
members had tried not to trigger overly big expectations
over the last few weeks. At the same time, a debate
raged among market participants about the
(in)effectiveness of monetary policy in general and the
possible harm that negative deposit rates could do to
banks’ ability to lend.
The closer the March meeting of the ECB’s governing
council came, the more published broker research lifted

market expectations for bigger ECB steps. Anticipating
the market response correctly became harder for the
ECB. In this environment, it opted for a raft of measures:
 Cutting its main refinancing (refi) rate by 5bp to 0%,
accompanied by a 10bp cut in the deposit rate to
minus 0.4%
 Expanding the volume of monthly asset purchases by
EUR 20 billion to EUR 80 billion until at least March
2017
 Adding investment-grade euro corporate bonds to the
list of eligible assets for purchase
 Starting from June with a new TLTRO refinancing
programme of loans with a maturity of four years
We believe the expanded asset buying volume and the
inclusion of corporate credit were an attempt by the ECB
to surprise markets positively to avoid another
disappointment. After an initial euphoric reaction, with the
euro losing roughly 1.5 cents against the USD, 10-year
Bund yields down by 6bp to 0.16% and the EuroSTOXX
equity index rising by roughly 3%, 10-year yields and the
euro even surpassed the levels seen before the ECB
news and equities gave up their gains.
In our view, the ECB’s possible contribution to real growth
through these additional measures appears to be limited.
The main impact will be in safeguarding growth in times
of elevated uncertainty in the short term, improving
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financial conditions via its purchases of corporate bonds.
In addition, for the medium term, the four-year TLTROs
and the expanded QE programme should keep yields low
for longer and help the central bank in its fight against the
build-up of long-term deflation expectations.
At this spring meeting, the ECB delivered substantially
more than in December, but it can be hardly satisfied by
the ‘bang for the buck’ in terms of the market response
either now or in December. This could be a painful lesson
for the ECB.
WHAT’S NEXT?
We believe the discussion in the ECB council about the
need for a further easing of monetary conditions will not
stop. A key message from the council after its latest
meeting is that the ECB believes it is not running out of
ammunition, but its focus appears to be shifting from
traditional interest-rate measures to non-conventional
policy instruments. This might explain some of the
disappointment in bond markets.
The ECB looks boxed into a corner by its own rhetoric, as
do other central banks, giving the impression that
monetary policy measures would be able to generate
growth and inflation in the short term. As more and more
questions about the effectiveness of this stance arise, we
believe there is a risk that further measures could be
seen as action for action’s sake and will become
counterproductive.
The ECB has shown that deviations from the targeted
path of inflation put it under pressure to take far-reaching
action, even if another plunge in oil prices is the main
driver. Missing the inflation target and a potential spillover into inflation expectations of that miss are clearly key
concerns for the ECB. In this respect, its first projection
for inflation in 2018 is important: it puts this at just 1.6%.
We see the ECB having difficulties meeting the inflation
target after 2018 due to the huge output gap and with unit
labour costs growth hovering at around 1%. The latter is
an important factor in determining core inflation, now far
away from the target.
Further action remains on the agenda, in our view. After
these latest steps, we do not expect new measures until
at least the second half of the year. Any impression that
the ECB is now done might well be premature. We
believe further policy steps will depend on the incoming

economic data. In the course of this year, pressure for
additional action could ease if the oil price rises to above
USD 50 per barrel, growth picks up in the eurozone and
the euro weakens.
A CAUTIOUS VIEW ON EUROPEAN ASSETS
As said, the positive reaction in bond markets was shortlived as participants took the view there was now less to
expect in the foreseeable future from the ECB. If
developed countries show more signs of reasonable
growth and expectations of further interest-rate increases
by the US Federal Reserve this year are revived, market
vulnerability could rise further. Prolonged asset buying by
the ECB could result in a negative supply in eurozone
government bonds. Together with more negative money
market rates, anchored for longer, this should prevent a
sharp and prolonged rise in yields. Nevertheless, as in
2015, a low yield environment does not mean low market
volatility and ECB buying is no guarantee for positive
returns in bond markets.
As for European equities, we currently prefer a more
defensive stance after the ECB meeting. Sentiment
should get a further boost from the ECB’s QE expansion
and could unwind somewhat further the market’s
extremely pessimistic view of the global economy.
However, we see few other drivers to lift the market’s
spirits. Overall, global corporate earnings trends look less
supportive now than they did a couple of months ago. In
Europe, there are geopolitical issues that look set to
weigh on equities in the next few months including June’s
EU referendum in the UK, forming a stable government in
Spain and the refugee crisis.
Such issues could in the medium term add to the
weakness of the euro, but we believe Fed policy will be
the main driver. Opportunities for additional US dollar
strength could present themselves as the Fed resumes
its slow-motion policy tightening later this year.
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DISCLAIMER
This material is issued and has been prepared by BNP Paribas Asset Management S.A.S. (“BNPP AM”)* a
member of BNP Paribas Investment Partners (BNPP IP) **.
This material is produced for information purposes only and does not constitute:
1.
An offer to buy nor a solicitation to sell, nor shall it form the basis of or be relied upon in connection with any
contract or commitment whatsoever or
2.

Any investment advice.

Opinions included in this material constitute the judgment of BNPP AM at the time specified and may be subject to
change without notice. BNPP AM is not obliged to update or alter the information or opinions contained within this
material. Investors should consult their own legal and tax advisors in respect of legal, accounting, domicile and tax advice
prior to investing in the Financial Instrument(s) in order to make an independent determination of the suitability and
consequences of an investment therein, if permitted. Please note that different types of investments, if contained within
this material, involve varying degrees of risk and there can be no assurance that any specific investment may either be
suitable, appropriate or profitable for a client or prospective client’s investment portfolio.
Given the economic and market risks, there can be no assurance that any investment strategy or strategies mentioned
herein will achieve its/their investment objectives. Returns may be affected by, amongst other things, investment
strategies or objectives of the Financial Instrument(s) and material market and economic conditions, including interest
rates, market terms and general market conditions. The different strategies applied to the Financial Instruments may have
a significant effect on the results portrayed in this material. The value of an investment account may decline as well as
rise. Investors may not get back the amount they originally invested.
The performance data, as applicable, reflected in this material, do not take into account the commissions, costs incurred
on the issue and redemption and taxes.
*BNPP AM is an investment manager registered with the “Autorité des marchés financiers” in France under number
96002, a simplified joint stock company with a capital of 67,373,920 euros with its registered office at 1, boulevard
Haussmann 75009 Paris, France, RCS Paris 319 378 832. www.bnpparibas-ip.com.
** “BNP Paribas Investment Partners” is the global brand name of the BNP Paribas group’s asset management services.
The individual asset management entities within BNP Paribas Investment Partners if specified herein, are specified for
information only and do not necessarily carry on business in your jurisdiction. For further information, please contact your
locally licensed Investment Partner.

