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On June 5, 2014, the European Central Bank (ECB) announced its first change in policy

since November 2013. These actions included:   • Decreasing all three policy rates: -

Negative marginal deposit facility rate (-0.10%) for the first time in history - Main

refinancing rate cut to 0.15% - Marginal lending facility rate cut to 0.40% • Creating

targeted longer-term refinancing operations (TLTROs) in an effort to reduce interest

rates in nonfinancial markets • Suspending "sterilization" program of previous asset

purchase plan • Intensifying preparatory work for outright purchases of asset-backed

securities (ABS) In his introductory statement, ECB president Mario Draghi sought to

employ several levers in order to help stimulate economic growth and increase market

inflation expectations. In one of the more poignant quotes from the Q&A, Draghi stated,

“We aren’t finished here,” hinting that a broader quantitative easing program could be

in the wings should market conditions deem it necessary. Below, we seek to explain the

various changes in policy as well as how these measures are intended to affect monetary

policy in the eurozone.   ECB Policy RatesECB Policy Rates

 Standing FacilitiesStanding Facilities

The interest rates on the marginal lending and deposit facilities normally provide a

ceiling and a floor for the overnight market interest rates. Essentially, these rates

create the range that banks charge one another for overnight borrowing. MarginalMarginal

Deposit Facility Rate:Deposit Facility Rate: The rate of interest that banks receive on deposits with the

central bank. Decreased from 0.00% to -0.10% (in line with expectations) MarginalMarginal

Lending Facility Rate:Lending Facility Rate: The rate at which banks obtain overnight liquidity from the
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central bank. Decreased from 0.75% to 0.40% (0.60% expected) With interest rates now

below zero for deposits at the ECB, this policy is meant to entice banks to lend excess

cash rather than park it at the ECB. While the impact of negative interest rates is

mostly symbolic, it does continue to bolster Draghi’s focus on reversing low levels of

inflation. Open Market OperationsOpen Market Operations Main Refinancing Rate:Main Refinancing Rate: The so-called benchmark

interest rate for European monetary policy. Decreased from 0.25% to 0.15% (0.10%

expected) This rate is targeted by the ECB through one-week liquidity-providing

operations referred to as main refinancing operations (MROs), as well as three-month

liquidity-providing operations, referred to as longer-term refinancing operations

(LTROs). MROs seek to manage short-term liquidity and interest rate targets, while LTROs

seek to provide additional longer-term financing support to banks. The initial

announcement of three-year LTROs in 2011 and 2012 resulted in an injection of just over

€1 trillion on a gross basis.1 In this most recent announcement, the ECB expanded its

lexicon to include targeted longer-term refinancing operations, which seek to improve

bank lending to the euro nonfinancial private sector. Accessing this new facility will

begin in two tranches in September and December and will continue quarterly for the next

two years. The initial size of this program is estimated to be approximately €400

billion. The interest rates for each of the operations will reflect the main refinancing

rate at the time plus a fixed spread of 10 basis points. All TLTROs from this initiative

will mature in September 2018. This policy was introduced in an effort to increase

lending by banks into the real economy through cheap capital. Evolution of NonstandardEvolution of Nonstandard

Monetary PolicyMonetary Policy The ECB has technically had this authority, often referred to in the

press as Outright Monetary Transactions, since 1999. The ECB first deployed these

policies in June 2009 when it began purchasing covered bonds in order to ease liquidity

and lower financing rates. During the height of the eurozone crisis in 2010, the ECB

expanded this program into what is now called the Securities Markets Program (SMP).

Developed as temporary programs, the European Financial Stability Facility (EFSF) and

the European Financial Stabilization Mechanism (EFSM) were established by European Union

(EU) member states in order to provide assistance during times of crisis. Their primary

function was to purchase one- to three-year European government debt in the secondary

market in order to lower borrowing costs without violating the “no bailout” clause of

the Maastricht Treaty. In order to fund these operations, the EFSF issued bonds to

purchase debt of EU member states. At the time, there was concern that this new facility

was essentially “printing money,” which could lead to unhealthy increases in inflation

and decreases in the exchange rate. In order to allay those fears, the ECB would

“sterilize” all asset purchases by draining liquidity from the money supply at weekly

auctions. As a more permanent solution, EU member states announced the formation of the

European Stability Mechanism (ESM) in 2012. This facility would serve as a liquidity

bridge for euro-area countries in distress to give them time to make changes in fiscal

policy to ensure medium-term economic strength. Additionally, policy makers would also

look to use the ESM as one way to help troubled banks recapitalize. At present, the ESM

has a maximum lending capacity of €500 billion.2 Changes in Nonstandard Policy:Changes in Nonstandard Policy:

Suspending Sterilization & Readying PurchasesSuspending Sterilization & Readying Purchases   Fast-forward to the meeting on June

5, 2014: The ECB announced that it would be suspending sterilization efforts from the

SMP in order to increase inflation expectations and potentially weaken the exchange

rate. This is expected to inject an estimated €175 billion into the banking system.3 In

order to further condition the market, ECB president Draghi announced during his press

conference that the ECB was preparing a “real, simple and transparent” asset-backed

securities purchase program. While widely hinted at leading up to the announcement, the

initiative is attempting to increase the bank’s ability to lend money into the real

economy for asset purchases. By directly targeting asset-backed securities, the ECB is

seeking to encourage bank lending in this specific segment of the market. While Draghi

reiterated that the ECB could do more to help the eurozone economy if needed, he

continued to sound confident that economic activity was continuing to recover. Over the

coming weeks, we will seek to provide greater clarity as to the direct impact these

changes in policy will have for the euro, equities and bond markets.         1Source:
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ECB, May 2012. 2Source: ECB, as of 2/2/12. 3Source: J.P. Morgan, as of 6/5/14.

Important Risks Related to this ArticleImportant Risks Related to this Article

Foreign investing involves special risks, such as risk of loss from currency fluctuation

or political or economic uncertainty. Investments focused in Europe may be significantly

impacted by events and developments associated with the region, which can adversely

affect performance.

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATIONIMPORTANT INFORMATION

U.S. investors only: Click U.S. investors only: Click herehere to obtain a WisdomTree ETF prospectus which to obtain a WisdomTree ETF prospectus which

contains investment objectives, risks, charges, expenses, and other information;contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)
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 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONSDEFINITIONS

Marginal Deposit Facility RateMarginal Deposit Facility Rate  : The rate of interest that banks receive on deposits

with the central bank.

Main Refinancing RateMain Refinancing Rate  : The so-called benchmark interest rate for European monetary

polic.

Marginal Lending Facility RateMarginal Lending Facility Rate  : The rate at which banks obtain overnight liquidity

from the central ban.

Targeted longer-term refinancing operations (TLTRO II)Targeted longer-term refinancing operations (TLTRO II)  : a periodic open market

operation executed via tender offers which mature in June 2020.

SterilizationSterilization  : Activity undertaken by a central bank meant to mitigate the impact of

other policies on changing the overall supply of money in an econom.

InflationInflation  : Characterized by rising price levels.

Quantitative Easing (QE)Quantitative Easing (QE)  : A government monetary policy occasionally used to increase

the money supply by buying government securities or other securities from the market.

Quantitative easing increases the money supply by flooding financial institutions with

capital, in an effort to promote increased lending and liquidity.

Eurozone (EZ)Eurozone (EZ)  : Consists of the following 18 countries that have adopted the euro as

their currency: Austria, Belgium, Cyprus, Estonia, Finland, France, Germany, Greece,

Ireland, Italy, Latvia, Luxembourg, Malta, the Netherlands, Portugal, Slovakia, Slovenia

and Spain (source: European Central Bank, 2014).

Main refinancing operations (MRO)Main refinancing operations (MRO)  : a periodic open market operation executed for the

purpose of providing the banking system with the amount of liquidity that the ECB

desires. Main refinancing operations are conducted through weekly standard tenders (in

which banks can bid for liquidity) and normally have a maturity of one wee.

Targeted longer-term refinancing operations (TLTRO II)Targeted longer-term refinancing operations (TLTRO II)  : a periodic open market

operation executed via tender offers which mature in June 2020.

Basis pointBasis point  : 1/100th of 1 percent.

Outright monetary transactions (OMT)Outright monetary transactions (OMT)  : a transaction whereby assets are bought or

sold outright in the market in order to affect monetary polic.

Securities Market Programme (SMP)Securities Market Programme (SMP)  : a program of interventions by the ECB in debt

markets in order to re-establish the efficient transmission of monetary polic.

European Financial Stability Facility (EFSF)European Financial Stability Facility (EFSF)  : a company established by euro area

Member States for the purpose of providing loans to euro area countries in financial

difficultie.

European Financial Stabilization Mechanism (EFSM)European Financial Stabilization Mechanism (EFSM)  : a European Union (EU) facility

which allows the European Commission to raise €60 billion on behalf of the EU for

lending to EU Member States experiencing exceptional economic circumstance.

Maastricht TreatyMaastricht Treaty  : the original treaty that established the formation and rules of

the European Union and the eur.
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European Stability Mechanism (ESM)European Stability Mechanism (ESM)  : the permanent crisis resolution mechanism for

the countries of the euro are.
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