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BOE PREVIEW: IMPROVED RISK ASSESSMENT MAY PUSH YIELDS HIGHER
Berenberg Macro View

ONE TO WATCH

BoOE policymakers meet this week against a backdrop of rapid vaccine progress at home and an
improving global economic outlook. When the minutes are published at 12:00GMT on Thursday,
financial markets will likely focus on the Monetary Policy Committee’s assessment of the recent
rise in gilt yields. Since the previous meeting on 4 February, 10 year gilt yields have jumped 40bps
to c0.8% - their highest level since December 2019. While the increase in benchmark rates reflects
higher inflation and stronger real growth expectations, the move is associated with sharp losses
for gilt holders as well as higher discounted cashflows for tradeable companies — which may
threaten some equity valuations. The rise in UK benchmark rates is part of a broader trend across
the advanced world - Chart 1.

In the minutes from the February meeting, the BoE signalled that it would continue to support
the economic recovery and lean against any downside risks to inflation. Policymakers empha-
sised that they did not intend to tighten policy until they were confident that inflation would re-
turn to the 2% target on a sustained basis. The minutes note:

‘Risk management considerations had implied that policy should lean strongly against downside
risks to the outlook, to support the economy and to help to ensure that weakness in the economy
was not amplified by a tightening in monetary conditions that could slow the return of inflation
to the target’

‘If the outlook for inflation weakened, the Committee stood ready to take whatever additional
action was necessary to achieve its remit. The Committee did not intend to tighten monetary poli-
cy at least until there was clear evidence that significant progress was being made in eliminating
spare capacity and achieving the 2% inflation target sustainably’

While the MPC is unlikely to adjust its policy in response to the latest rise in yields and will prob-
ably highlight the rise as a sign that economic prospects have improved, policymakers may signal
that a faster pace of asset purchases remains an option in case yields rise to such an extent that
tighter financial conditions could impair recovery momentum.

Such an intervention may offset some of the upward pressure on yields coming from a likely shift
in the bank’s improved risk assessment. On 8 March, governor Andrew Bailey noted that risks
were turning ‘increasingly two-sided'. In a speech on 26 February, the BoE’s chief economist and
influential MPC member Andy Haldane said ‘my judgement is that we might see a sharper and
more sustained rise in UK inflation than expected’ — Chart 2.

Given the existing upward momentum in inflation and growth expectations, an absence of direct
intervention to lean against rising rates combined with a more positive tone may add to upward
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pressure on yields. Markets should thus brace for some volatility following a potential further
jump in benchmark rates.

However, any near-term attempt by the BoE at fine-tuning long term rates, either via a strong
verbal intervention or through a faster pace of asset purchases in the near-term, would only
serve to temporarily supress gilt yields. A sustained rise in bond yields is likely to be trait of the
early post-Covid upswing as inflation and productivity recovers across the advanced world. If
that happens, equity and bond markets alike will need to adjust to the new higher yield envi-
ronment.

When judging the BoE’s assessment of the rise in yields, markets should keep in mind three fac-
tors:

1) The ongoing rise in rates reflects a host of positive factors: In the UK, these include,
but are not limited to: 1) a rapid pace of vaccination which can allow a full and permanent
re-opening by mid-June; 2) large excess household savings which could turbo-charge the
consumer rebound — Chart 3; 3) an improving global backdrop, bolstered by a huge policy
tailwind in the US and across Europe; and 4) a material reduction in Brexit uncertainty
which has lifted business confidence. As long as rising benchmark rates are a sign of re-
covery and not a threat to it, the BoE probably will not see a need to intervene.

2) Benchmark rates are too low relative to the UK’s sustainable long-run economic
growth: The 10 year gilt yield has risen by around 75bps from the historic low c0.05% in
August 2020. Relative to what the UK can probably manage in terms of sustainable nomi-
nal GDP annual growth (¢c3.7% to c4.3%), gilt yields are too low. If core inflation begins to
trend above the BoE’s 2% target from 2022 onwards, as we expect, benchmark rates will
need to rise towards a more historical normal range of, say, 3% to 5%.

3) The BOE targets inflation, not interest rates: At present, inflation expectations are edg-
ing higher and growth expectations are improving. Under such circumstances, policymak-
ers are likely to view higher rates of a sign that policy is working. Policymakers also un-
derstand that financial markets are skittish. In contrast to current fears of an inflation
overshoot, right up until the February MPC meeting, markets had bet that the BoE would
cut rates below zero in 2021. While the BOE is not indifferent to market volatility, the level
of interest rates or market valuations, they are all second order concerns and matter most-
ly insofar as such developments reinforce or undermine the BoE’s pursuit of 2% annual
consumer price inflation.

POLICY OUTLOOK
Regarding its asset purchases, the BoE stated in the February MPC minutes that:

‘The existing programme of £150 billion of UK government bond purchases had started in January
and the Committee continued to expect it to be completed by around the end of 2021. The Com-
mittee continued to envisage that the pace of purchases could remain at around its current level
initially, with flexibility to slow the pace of purchases later’

As our base case, we expect the BOE to continue its asset purchases at the current pace of £4.4bn
per week during H1 2021 — Chart 4. That would leave c£41bn remaining of the £875bn gilts target.
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The BoE will likely taper purchases through the second half of the year. With a pace of £2.2bn per
week during Q3 and £1.1bn during Q4, the BoE would hit its target during the last week of De-
cember.

In 2022, we expect the BoE to remain on hold while outlining its strategy for tightening monetary
policy in the years ahead. We expect the first rate hike from its current historic low of 0.1% to
come in 2023. However, with its vastly expanded toolkit — including credit policies and macro-
prudential tools — the first steps towards a tighter monetary and financial policy may come as
early as 2022 ahead of the first rate hike.

Chart 1
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Chart 3
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Chart 4
UK: Asset Purchase Facility: Weekly Purchases of Gilts
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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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