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Central banks In

the race to slow
down

In 2020, policy rate cuts
Summary POHLY

In the wake of the health crisis and the subsequent eco-

e 99% of central banks around the world cut nomic crisis, all central banks around the world have
their key interest rates in 2020 to deal with the taken steps to give a fillip to their economies. There were
crisis. 2021 marks the end of the cycle of policy 207 decisions to cut key interest rates worldwide in 2020,
rate cuts. compared with only 9 decisions to raise them.

Most central banks resumed QE (Quantitative
Easing) in 2020. The first step towards normal-
isation of monetary policy is therefore tapering, END OF POLICY RATE CUT CYCLE IN 2021
i.e. the reduction in asset purchases. In devel-
oped countries, this has already been done in
Canada and the UK.

The reduction in emergency measures could
begin in June in the eurozone, and in Septem-
ber in the US, in our view.

The financial markets fear tapering. The 10- '
year US Treasury yield and the term premium
have partially priced in this risk.
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Some central banks in emerging market coun-

. - - - # Difference between the number of rate hikes and cuts among 33 majoe central
tries have been forced to raise their key inter- bunks, an a eomly bavs >
est rates in the face of inflationary risk. S e
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In a number of developed countries (the eurozone, the US,
the UK, Japan, etc.), policy rates were already zero or
even negative. So central banks resumed their quantita-
tive easing (QE) programmes.

Definition of QE: a central bank buys assets in the markets
(government bonds, corporate bonds, mortgage-backed
securities, etc.), in a bid to lower medium- and long-term
interest rates and, mechanically, borrowing costs. For
example, companies and individuals can borrow or re-
finance at more affordable rates, and this effect helps to
stimulate consumption and investment, leading to an
economic recovery.

THE RESUMPTION OF QE HAS HELPED TO

INCREASE THE SIZE OF CENTRAL BANK BALANCE
SHEETS

IN BILLIONS OF DOLLARS
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In 2021, some policy rate hikes

Economic recovery is underway in developed countries
thanks to the vaccination campaign and the gradual re-
opening of economies. Consequently central banks will
embark on a very slow process of first gradually lifting
emergency measures before raising policy rates.
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Canada: the first developed country
to announce tapering

The central Bank of Canada (BoC) announced on 21 April
that it would reduce its net asset purchases (tapering) to
CAD 3 billion per week, versus CAD 4 billion previously.
The market did not react to the news because this had
already been priced in. The BoC believes that Canada wiill
return to its pre-Covid-19 level of activity by the second
half of 2022 and it will thus raise its key interest rate at
around this time.

The UK was second

The Bank of England (BoE) announced on 6 May that it
would slightly scale down its net purchases of govern-
ment bonds until the end of the year to reach the initial
target of increasing its bond stock to GBP 895 billion by
the end of 2021. Gross purchases of government bonds
will drop from GBP 4.44 billion per week to GBP 3.44 bil-
lion per week between 10 May and 4 August 2021. Pur-
chases will continue to be allocated equally between the
three maturity categories (3 to 7 years; 7 to 20 years and
over 20 years).

The BoE remains very cautious. We do not believe it will
reduce its asset purchases more substantially as this
would mean that it would reduce its targeted amount.
The BoE insists that rising inflation is transitory and it
will not tighten rates before there is tangible evidence of
an economic recovery. The markets are expecting a rate
hike around September 2022. We do not believe the Old
Lady of Threadneedle Street will raise interest rates until
2023.

Eurozone

In addition to the QE of EUR 20 billion per month in place
since September 2019 ("APP” or the “Asset Purchase Pro-
gramme"), the ECB created in March 2020 a temporary QE
to deal with the pandemic (the “PEPP” or the “Pandemic
Emergency Purchase Programme”) with an amount that
was successively increased to EUR 1,850 billion to be used
until at least March 2022.
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Following the rise in bond yields in the first quarter of the
year, the ECB decided in March to increase "substantially"
its net purchases via the PEPP, in the light of still gloomy
economic prospects.

In June, the ECB will announce further economic projec-
tions. These should be better than those published in
March. The ECB will then find it difficult to justify its plan
to keep purchases "substantially” high - even though in
reality net purchases have risen only moderately in our
view.

WEEKLY NET PURCHASES OF THE PEPP
IN BILLIONS OF EUROS
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We believe that the ECB will reduce its net purchases
from June onwards, albeit at a slightly slower pace, so as
not to use up the PEPP amount before the scheduled end
date (March 2022).

Reinvestments of matured bonds will continue until at
least the end of 2023, so even if flows (net purchases) dry
up, the stock of accumulated bonds will allow the ECB to
continue to be very active via reinvestments.

In the second half of the year, probably in September, the
ECB will issue the conclusions of its strategic review,
which it began more than a year ago. These conclusions
should consolidate an accommodative monetary policy by
moving to an inflation target of around 2% (versus "below
but close to 2%" currently), which will ease the ECB's
concern about a rebound in inflation in the short term.
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Meanwhile, the ECB may announce that it is not renewing
the PEPP beyond March 2022 as the effects of the pan-
demic will have largely dissipated by then.

The ECB will ensure a smooth transition after the PEPP to
keep financial conditions favourable. Therefore we cannot
rule out the possibility of the ECB stepping up QE from
EUR 20 hillion to EUR 40 billion per month as of March
2022, while changing some of its parameters to make it
more flexible, in line with the PEPP which will not exist
by then.

The next step will be the increase in key rates, perhaps
towards the end of 2023.

NET MONTHLY PURCHASES OF THE APP
(UNRELATED TO THE PANDEMIC)
IN BILLIONS OF EUROS
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USA

The US Federal Reserve (the "Fed™) also resumed its QE in
March 2020 in the wake of the pandemic. The current
rhythm is at least USD 80 billion in government bonds
and USD 40 billion in MBS (Mortgage Backed Securities).

According to Fed Chairman Powvell, there are two prereq-
uisites for stopping monetary support: 1) inflation must
reach the target of 2% on average over a defined period
and durably remain at that level; and 2) the economy
must reach a maximum level of employment for all cate-
gories of the population (including women, ethnic minori-
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ties, low skilled workers, etc.). The Fed will begin tapering
once substantial progress has been made on both fronts.

FED MANDATE: INFLATION AND EMPLOYMENT
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However, some regional Fed chairmen are impatient and
indeed concerned that the Fed is creating excesses and
imbalances in the financial markets. How is QE justified
when inflation expectations are at their highest since
2008, the equity and bond markets are close to their all-
time highs and the real estate market is soaring?
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The Fed is likely to wait a little longer in view of the last
disappointing employment report. We expect the tapering
debate to heat up again in June and an announcement to
be made in September after several strong jobs reports
and when 70% of the American population is vaccinated.

Tapering will be very slow and will likely begin with the
MBS in view of the frothy housing market, especially as
the Fed already holds nearly one-third of the MBS market.
Reinvestment of matured bonds will continue for several
years to come.

Once tapering is over, the Fed should raise its key rates
when its inflation and maximum employment targets are
met, probably around Q3 2023. The eurodollar futures
market anticipates a tightening of key interest rates as of
December 2022.

Should we fear tapering?

The experience of 2013 has left its mark. The 10-year US
Treasury yield tightened sharply and quickly, by around
1.30% in the space of 4 months. At the time, the former
Fed Chairman surprised the markets by making hints
about tapering in front of the Senate even though eco-
nomic data were still disappointing. A month later, these
data started to surprise to the upside. At the same time,
there was speculation that Larry Summers, an advocate of
a hawkish monetary policy, could be the next Fed presi-
dent.

THE US RATE AND TERM PREMIUM HAVE RISEN
SINCE MID-2020

2013: Taper tantrum ‘
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The circumstances are a little different today and the Fed
has learnt from this experience. The 10-year US Treasury
rate has already tightened and the term premium (i.e. the
additional yield that investors demand to buy long-dated
bonds rather than renew short-dated bonds) has also
risen. The next Fed Chairman will take office in February
2022. Joe Biden may decide to renew Powell's mandate or
appoint another candidate. In the latter case, the obvious
choice would be Lael Brainard, the current governor and a
Democrat. In either case, both are resolutely dovish (ad-
vocates of an accommodative monetary policy) and
should not surprise the markets.

Iceland: the first developed country
to raise its policy rate

The central bank of Iceland decided to raise its policy rate
on 19 May in the context of higher-than-expected infla-
tion, the depreciation of the Icelandic krona as well as
rising labour and real estate costs.

Norway: perhaps the second?

The Norwegian economy barely contracted during the
Covid-19 crisis relative to other developed countries. This
was thanks to its sovereign wealth fund and the support
of its central bank. Moreover, the central bank cut its key
rate to zero in 2020, but has never done any QE due to
technical constraints: the size of the Norwegian govern-
ment bond market is relatively small, the market is quite
illiquid and the share of government bonds held by for-
eign investors is significant. The central bank hinted at
hiking rates in the second half of this year.
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Emerging Markets

Some 20 emerging market central banks launched QE in
March 2020 during the pandemic, and the amounts were
smaller than in developed countries. The central bank of
the Philippines was the most ambitious in terms of QE
size, followed by Hungary, Croatia, Chile, Poland and In-
donesia.

Colombia, Croatia, Romania, South Africa and Turkey re-
cently stopped their asset purchases. Only the central
banks of Poland, Hungary, India and Indonesia remain
very active in their asset purchases.

Several central banks have had to raise their key rates in
the face of higher-than-expected inflation and rising bond
yields in developed countries. This is the case, for exam-
ple, of Brazil, Turkey and Russia.

Since the beginning of the year, there have been 16 deci-
sions to raise key interest rates versus 4 decisions to cut
them, in stark contrast to 2020 (9 hikes and 207 cuts).
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DISCLAIMER

This marketing document is communicated by the Wealth Management
Métier of BNP Paribas, a French Société Anonyme, Head Office 16 boule-
vard des Italiens, 75009 Paris, France, registered under number 662 042
449 RCS Paris, registered in France as a bank with the French Autorité
de Controle Prudentiel et de résolution (ACPR) and regulated by the
French Autorité des Marchés Financiers (AMF). As marketing material, it
has not been prepared in accordance with legal and regulatory require-
ments aimed at ensuring the independence of investment research and
is not subject to any prohibition on dealing ahead of its dissemination. It
has not been submitted to the AMF or any other market authority.

This document is confidential and intended solely for the use of BNP
Paribas SA, BNP Paribas Wealth Management SA or their affiliates ("BNP
Paribas”) and the persons to whom this document has been delivered. It
may not be distributed, published, reproduced or disclosed by any recipi-
ent to any other person, nor may it be quoted or referred to in any
document, without the prior consent of BNP Paribas.

This document is provided solely for information and shall not constitute
an offer or solicitation in any state or jurisdiction in which such an offer
or solicitation is not authorized, or to any person to whom it is unlawful
to make such offer, solicitation or sale. It is not, and under no circum-
stances is it to be construed as, a prospectus.

Although the information provided herein may have been obtained from
published or unpublished sources considered to be reliable and while all
reasonable care has been taken in the preparation of this document, BNP
Paribas does not make any representation or warranty, express or
implied, as to its accuracy or completeness and does not accept respon-
sibility for any inaccuracy, error or omission. BNP Paribas gives no
warranty, guarantee or representation as to the expected or projected
success, profitability, return, performance, result, effect, consequence or
benefit (either legal, regulatory, tax, financial, accounting or otherwise)
of any product or transaction. Investors should not place undue reliance
on any theoretical historical information regarding such theoretical
historical performance. This document may contain or refer to past
performance; past performance is no guarantee for future performance.
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The information contained in this document has been drafted without
prior knowledge of your personal circumstances, including your finan-
cial position, risk profile and investment objectives.

Prior to entering into a transaction each investor should fully under-
stand the financial risks, including any market risk associated with the
issuer, the merits and the suitability of investing in any product and
consult with his or her own legal, tax, financial and accounting advisors
before making his or her investment. Investors should be in a position to
fully understand the features of the transaction and, in the absence of
any provision to the contrary, be financially able to bear a loss of their
investment and willing to accept such risk. Investors should always
keep in mind that the value of investments and any income from them
may go down as well as up and that past performance should not be
seen as an indication of future performance. Any investment in a prod-
uct described herein is subject to the prior reading and understanding of
the legal documentation concerning the product, and in particular the
one which describes in details the rights and obligations of investors as
well as the risks inherent to an investment in the product. Save as
otherwise expressly agreed in writing, BNP Paribas is not acting as
financial adviser or fiduciary of the investor in any transaction. The
information, opinions and projections expressed herein reflect the opin-
ion of their author at the time of writing; they are not to be relied upon
as authoritative or taken in substitution for the exercise of judgment by
anyone, and are subject to change without notice. Neither BNP Paribas
nor any BNP Paribas Group entity accepts any liability whatsoever for
any consequences that may arise from the use of information, opinions
or projections contained herein.

As distributor of the products described herein, BNP Paribas may receive
distribution fees on which you can obtain more information upon specif-
ic request. BNP Paribas, their employees or administrators may hold
positions in these products or have dealings with their issuers.

By accepting this document, you agree to be bound by the foregoing
limitations.

© BNP Paribas 2021. All rights reserved.
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