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BOE PREVIEW: TIME FOR SOME CLARITY ON NEGATIVE RATES
Berenberg Macro View

Words matter: Although we do not expect the BoE to announce any significant policy changes at
the February Monetary Policy Report on Thursday, a combination of policymakers a) downplay-
ing the chance of negative rates soon and b) sounding optimistic in their economic assessment
could shift financial markets’ interest rate expectations upward somewhat. In our view, financial
markets during 2020 placed too much weight on the prospect of negative interest rates as a re-
sponse to the pandemic shock. Based on overnight index swap curves, financial markets still ex-
pect the bank rate (currently 0.1%) to fall below zero at the August meeting and to -0.04% by the
December meeting. Neither looks likely, in our view.

Ahead of the policy announcement at midday GMT on Thursday, we assess the four key issues:

1. The appropriateness of the current policy stance
When it had become clear in late 2020 that the UK was likely to remain under strict lockdown
until spring this year, market participants began to wonder if the BoE would need to further en-
hance its policy stimulus to support the economy through the turmoil. But key data since the re-
turn of lockdowns in November - including November GDP, December retail sales and December
employment - show that the economic hit from the winter wave of the virus is a mere fraction of
the initial shock in spring 2020. Further stimulus is thus not necessary for now. Whereas the BoE
needed to send a big signal in spring 2020 to prevent the pandemic from morphing into a serious
deflation and financial crisis, the calmer reaction by markets and economic participants to re-
strictions this time around allows the BoE to remain focused on its primary goal of price stability.

In addition, across all key metrics, BOE policy continues to work well: 1) despite the ongoing dis-
inflation from the pandemic-restrictions, inflation expectations are well anchored at close to the
upper end of the 10 year range — Chart 1; 2) _money and credit data for December continue to
show that businesses can still access the credit they need on generous terms; and 3) the BoE still
has plenty of stimulus still in the pipeline - including around £140bn of the £150bn asset pur-
chase commitment for this year (announced on 4 November 2020).

2. An assessment of Brexit impact so far
Policymakers may provide an updated assessment of the expected long-run impact of Brexit
based on the_deal signed by the UK and the EU in late 2020. Ahead of a deal being struck, the BoE
had assumed that the UK would leave the EU Single Market and Customs Union on 31 December
2020 and immediately move to a free trade agreement for goods with the EU on 1 January 2021.
As the outcome was in line with the BoE’s assumption, any adjustments to the BoE’s estimated
impact on potential growth and the like should be minor at this stage.

In time, the BoE may adjust such estimates based on the observable impact of leaving the Single
Market. Less than five weeks since that happened, it is probably a bit too early for that yet. In ad-
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dition, the harsh virus restrictions and related border and trade disruptions make it hard to fully
distinguish between Brexit and pandemic effects on international trade, cross border investment
and flows of migrant workers. At the press conference that follows the policy meeting, BoE Gov-
ernor Andrew Bailey may provide some commentary on the outlook for UK financial services ab-
sent any UK-EU deal to manage trade in this sector.

3. Anupdate on negative rates
The BoE’s Deputy Governor and CEO of the Prudential Regulation Authority, Sam Woods, has
already announced that the BoE plans to publish the conclusions from last years’ consultation
with financial institutions about the viability of negative rates alongside the February Monetary
Policy Report. While Bailey has signalled that the BoE plans to make negative rates “operational”
- so that they could be a viable policy option in the future —he has played down the idea that they
could be used soon in recent speeches, highlighting their negative impact on banks.

While it is not exactly clear what we can expect from the BoE on Thursday, as a best guess, we
expect guidance along the following lines: a) the BoE could cut the bank rate to below zero if nec-
essary (and such a policy is or will soon be operationally ready) — despite the potential negative
consequences for some institutions; but b) economic conditions currently do not warrant such a
move. This would be in line with our own analysis from October 2020, Staying positive — alterna-
tives to negative rates.

4. Sizeable forecast revisions
In the age of Covid-19, economic forecasting is even trickier than normal. As a result, we would
advise against putting too much weight on the precise numbers contained in the BoE’s updated
economic forecasts. The unusually high level of uncertainty and the need for sweeping assump-
tions (such as when lockdowns may be eased) to underpin any such projections reinforces this
point. In other words, focus on the forest - not the trees.

Following recent upward revisions to 2020 GDP data as well as the less bad than expected Q4
2020, we expect the BoE to revise up its estimate for 2020 GDP from -11.0% (November) to close
to our own call of -10.1%. With a smaller estimated shock for 2020 but harsher restriction in H1
2020 than anticipated in November, the BoE is likely to revise down its growth projections of
7.3% for 2021 (Berenberg - 6.1%) and 6.3% for 2022 (Berenberg 5.0%) — Chart 2. Due to the persis-
tent upside surprises in the labour market in H2 2020, the BoE may lower its estimate of unem-
ployment for 2021 from the 6.8% rate in its November forecast (Berenberg — 5.7%). Markets would
view such a revision as a hawkish signal if the BoE also revised up its outlook for wages and infla-
tion. In November, the BoE projected that headline inflation would recover from its 0.6% annual
rate in December to 2% by Q1 2023.

Because of the aforementioned challenges related to forecasting at present, governor Bailey may
provide a clear verbal assessment of the economy that adds important colour to any revisions.
While he probably will not be quite as explicit as BoE chief economist Andy Haldane was recently
- the recovery could be going ‘at a rate of knots from the second quarter’ - such supplementary
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commentary may provide a better guide to the BoE’s general view of the outlook than the forecast
changes themselves.

Policy outlook

We expect the BoE to end its ongoing easing in December 2021 once it has completed its current
round of £150bn of gilts purchases announced last November. The BoE had been buying gilts at a
weekly pace of £4.4bn during December and January — down from a peak of £13.5bn per week in
April, May and the first half of June 2020 — Chart 3. If needed, the BoE could adjust the distribu-
tion of such purchases, perhaps frontloading them in the months to come in order to provide
more support during the current difficulties. Beyond that, if economic activity begins to recover
strongly as we and the BoE expect once restrictions are eased, the BoE may spend the second half
of 2021 leaning against rising long-term rates that reflect improving expectations for growth, in-
flation and the potential for a tighter policy stance eventually.

Chart 1: Monetary policy impact — credit and inflation expectations up, real
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Monthly data. Net-finance data is three month moving average. Source: BoE
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Chart 2: BoE November 2020 projections versus Berenberg projections
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Chart 3: BoE Asset Purchase Facility (APF) - £ billions
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Disclaimer

This document was compiled by the above mentioned authors of the economics department of Joh. Berenberg, Gossler & Co. KG (hereinafter referred to as “the
Bank”). The Bank has made any effort to carefully research and process all information. The information has been obtained from sources which we believe to be
reliable such as, for example, Thomson Reuters, Bloomberg and the relevant specialised press. However, we do not assume liability for the correctness and complete-
ness of all information given. The provided information has not been checked by a third party, especially an independent auditing firm. We explicitly point to the
stated date of preparation. The information given can become incorrect due to passage of time and/or as a result of legal, political, economic or other changes. We do
not assume responsibility to indicate such changes and/or to publish an updated document. The forecasts contained in this document or other statements on rates of
return, capital gains or other accession are the personal opinion of the author and we do not assume liability for the realisation of these.

This document is only for information purposes. It does not constitute investment advice or recommendation to buy financial instruments. It does not replace
consulting regarding legal, tax or financial matters.

Remarks regarding foreign investors
The preparation of this document is subject to regulation in the United Kingdom. The distribution of this document in other jurisdictions may be restricted by law,
and persons into whose possession this document comes should inform themselves about, and observe, any such restrictions.

United Kingdom
This document is meant exclusively for institutional investors and market professionals, but not for private customers. It is not for distribution to or the use of
private investors or private customers.

United States of America

This document has been prepared exclusively by the Bank. Although Berenberg Capital Markets, LLC (“BCM”), an affiliate of the Bank and registered US broker-
dealer, distributes this document to certain investors, BCM does not provide input into its contents, nor does this document constitute research of BCM. In addition,
this document is meant exclusively for institutional investors and market professionals, but not for retail investors or private customers. It is not for distribution to or
the use of retail investors or private customers. BCM accepts responsibility for this research document’s contents and institutional investors receiving this research
and wishing to effect any transactions in any security discussed herein should do so through BCM and not the Bank.

Please contact Berenberg Capital Markets, LLC (+1 646 949 9000) if you require additional information.

Copyright
The Bank reserves all the rights in this document. No part of the document or its content may be rewritten, copied, photocopied or duplicated in any form by any

means or redistributed without the Bank’s prior written consent.
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