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Central bank watcher:
time to deliver

Fed: make life easy and do 50
ECB: a September to remember
PBoC: easing by reform?

BoJ: game theory

Central banks across the spectrum have made a big shift and are now focused on the best way to make their
policies more accommodative. But, after all the talking, it’s now time to deliver.

It looks as if the Fed will take the lead among the four major central banks. The ECB and BoJ have hinted at but
not yet delivered fresh stimulus in order to not create the impression that they are “outdoving” the Fed and
embarking on a currency war with the US. The Fed Article

will almost certainly cut rates in July and pave the For professional investors

way for the others to follow through. The market has July 2019

started to price in quite a bit of easing, so central

banks better deliver or run the risk of a fierce Martin van Vliet
response in risk assets. Rikkert SC,hOItgn
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Federal Reserve: make life easy and do 50

Fed to cut by 50 bps by September
Risks are tilted towards more easing
Yields to drift lower on a global scarcity of safe assets

An opportunity to get ahead of the curve

The Fed looks set to deliver an ‘insurance’ cut at the 31 July meeting. The main question now is by how much they will
reduce rates at this meeting. In our opinion it makes a lot of sense to cut rates by 50 bps, get ahead of the curve and
take the angle about the lingering talks about currency intervention. But, their communication in the past weeks has
been hinting more towards a 25 bps cut, which makes this the more likely outcome. Some important data have indeed
improved since the June meeting, with payrolls and retail sales surprising to the upside, and the US and China agreeing
to a sort of “trade truce”. That might tempt them to think 25 bps is enough. We think the market will respond
negatively to such decision, but this Fed still looks less in tune with markets than its predecessors.

Unfortunately 25 bps won't do the job. It will not be enough to convince markets and corporates that the Fed will do
everything it can to sustain economic momentum. It will not be enough to put some downward pressure on the dollar
and thus stop the rumors about currency intervention. A 25 bps move will also lack the power to lift inflation
expectations. Hopefully the FOMC members acknowledge this and cut by 50 bps. If not, the response to a smaller cut
will probably force them to cut rates again in September. So, in both scenarios we expect rates to be cut by 50 bps by
September. The main risk to this scenario is that the Fed will have to deliver more cuts.

Whatis priced in for the Fed, versus our expectations

Fed funds rate 2.38  Sepl9 De€l9 Mar20 Jun20 Sep20 Dee20
Change implied by FF Futures (bps) 45 -65 -74 -88 95 -101
Our probably weitgd expectation (bps) -55 -65 -70 -80 -85 -85
Our central scenario (bps) -50 50 50 50 50 50

The market has priced in -100 for December 2020. For September this year the market is now very close to our
expectation. There is still some room for the Fed to surprise on the dovish side, for instance by immediately ending the
balance sheet rundown, but a dovish view is more or less priced in. Still, we would argue against a large repricing of
Fed expectations. US domestic conditions remain supported by stable consumer demand, but global economic
conditions remain challenging, ongoing trade disputes (with China or Europe) remain a risk and we see little evidence
of inflationary pressure. This keeps risk for the Fed funds rate tilted towards the downside, even after an insurance cut.

USTs Spot yield 12m Fw Carry* Hedged to EUF
2yr 1.86 1.74 89 56

5yr 1.85 1.89 39 20

10yr 2.07 2.18 27 5

30yr 2.60 2.64 14 1

*for a 1pd position over 12 months

Conditions to remain supportive for US Treasuries

When looking at the US Treasuries market in isolation, arguments against owning Treasuries are easy to find. To name
a few: plenty of rate cuts are priced in, FX hedging costs are high, some important data have improved and real rates
have reached low levels. Still, we think the motives to go long Treasuries are more compelling: safe assets with a yield
are scarce, spreads versus peer markets remain elevated, there is still plenty of uncertainty regarding international
trade, the S&P just reached a new all-time high and risk markets might be in for a breather. We continue to favor long
positions in US Treasuries and have a preference for futures as an instrument.
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Global scarcity of safe assets pushes down term premium, we expect more to come
Since the end of April, 10-year US Treasury yields have declined by approximately 50 bps. Expectations for central
bank rates continued to play a dominant role in determining interest rates. Changes in the term premium explain
circa 20 bps of lower rates. Longer-term inflation expectations have remained stable during this period.
The term premium has a cyclical component and it is quite extraordinary for the term premium to decrease in
episodes where the market is pricing in rate cuts by the central bank. The decline can be explained by the early
ending of the Fed’s balance sheet rundown and by speculation about a new round of QE by the ECB. We are of the
opinion that central bank policy has a global impact on term premia, as it forces investors out of their home market
to seek for yield elsewhere.,
For the coming months we don't expect a rise in the US term premium unless the US economy would slow further
and much more rate cuts would be priced in. In that case the whole yield spectrum would come down, but the short
end would lead this move. The more likely scenario is a continued grind lower in term premia, driven by a
continued scarcity of safe assets.
We don't expect any big changes in US long-term inflation expectations for now. An accommodative Fed policy
should ultimately lead to higher inflation expectations, but inflation pressures are still muted and the market
probably wants to see more evidence before believing any sustained pick-up in inflation.
100bps in rate cuts have been priced in, but we don't expect a correction there. US domestic economic conditions
still look reasonable, resulting from strong consumer demand, but the uncertainty around global growth and trade
remain elevated, as is visible in the weakening of business confidence. Risks are therefore tilted towards a greater
measure of easing than the ‘insurance’ cuts that are expected for the coming months.
To sum up, we expect yields to grind lower, primarily owing to a global scarcity of safe assets, especially those with

yield.
Chart 1. Fed expectations are down, inflation expectation are stable  Chart 2. Economic barometer now a mixed picture
Inflation expectations have not changed much US Economic Barometer

P o e A Qe % 0 ®

\’é\ \’& \’bQ » \’é\l \’& \’z’Q ¥ \/bQ W "~ Barometer Labor Inflation Inflation ConsumerProducer
Fed funds (% implied yield, 30th contract) exp. - Behavior Behavior
US 5y5y forward BE inflation (%) =-5M ®=-4M ®=-3M =-2M ®-1M ®current
Source: Bloomberg, Goldman Sachs Source: Bloomberg
Chart 3. Real rates are below zero, but close to average levels Chart 4. The 10-year term premium has declined further
Real 5yr UST rate (vs core CPI) Term premium in US Treasuries
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European Central Bank: a September to remember

ECB paves way for September stimulus package
10-year German yields at record lows thanks to rate cut discount
Outlook: neutral Bunds — use any further richening to move into swaps or other G10 bonds

Persistent inflation undershoot prompts fresh ECB stimulus

Although growth on the services side of the Eurozone economy is still holding up relatively well, manufacturing activity
has slumped even further in recent months. Against this backdrop longer-term inflation expectations, both of financial
markets and professional forecasters, have fallen further below the ECB’s medium-run target of “below but close to
2%" (see Chart 2 on the next page). To be sure, according to recent ECB research shorter-term inflation expectations
currently are a more important driver of core inflation in the Eurozone, which is still hovering around 1%. But at 0.85%
and 1.05%, respectively, the 1-year spot and 1-year/1-year forward inflation-linked swap rates give little reason to cheer.

Consequently, it was no surprise to see ECB President Draghi live up to his reputation and deliver a dovish message at
the July ECB meeting. While the ECB didnt deliver a rate cut, as some had expected, they unambiguously paved the
way for fresh monetary easing at the next policy meeting on September 12. First of all, the forward guidance on policy
rates was changed to now explicitly make reference to the expectation for policy rates at “lower levels” through 1H
2020 —a clear hint at a cut in the deposit facility rate (currently: -0.40%). This could be accompanied by measures to
mitigate the side-effects of negative interest rates on the banking system, such as a “tiered system for reserve
remuneration”. The ECB has also tasked committees to examine options for the “size and compaosition of potential new
net asset purchases”. Finally, Draghi stressed that the ECB is “determined to act”, in line with its commitment to
“symmetry” in the inflation aim. This could allow the ECB to let inflation hover above 2% for a while before withdrawing
policy accommodation. The bottom line is that the ECB decided to keep all options open on the forthcoming stimulus.

A rate cut in September seems pretty much a done deal now. We think there is a 50% chance of a 20 bps (rather than
10 bps) move. As we believe the risks are skewed to further rate easing — certainly if a tiered reserve system is
implemented — we agree with the market discount of c. 25 bps of rate cuts by Q12020 — even though our central
scenario is for 20 bps (see table below). That said, we do not exclude the possibility that instead of “tiering”, the ECB
opts for sweetening the terms of the TLTRO3s as a mitigating measure. On our calculations markets discount a roughly
60% probability of renewed net asset purchases at a monthly pace of EUR 30bn for 12 months. While we agree that the
odds of renewed net asset purchases are more likely than not, we feel it is not a done deal yet that large-scale
sovereign bond purchases and an increase in PSPP issuer/issue share limits from 33% to 50% are forthcoming. To
retain some ammunition the ECB could restart the APP within the existing limits or increase them to 40%, and signal
they could expand the program (and limits) further if conditions do not improve. Moreover, we cannot escape the
thought that relaunching a carbon copy of QET risks eventual disappointment, as QE1 failed to revive inflation
expectations in a sustained manner.

What is priced in for the ECB versus our expectations

ECB deposit facility rate 0.40 Sepl9 Decl9 Mar20 Jun20 Sep20 Dec20
Change implied by OIS (bps) -11 -19 -23 -26 -26 -28
Our probhilityweighted expectation (bps) -15 -22 -23 -23 -23 -23
Our central scenario (bps) -20 -20 -20 -20 -20 -20

10-year German yield at record lows thanks to rate-cut discount

The belly of the German curve has kept on trading one for one with the market’s pricing of ECB policy, having now
rallied towards the -0.7% area. Even at these levels, carry and rolldown are still positive (table above), but more so in
10-year space. Based on the approach we introduced in our previous Central Bank Watcher, we estimate 5 bps of this
(still) reflects flight to safety due to the repricing of Italian sovereign risk in May last year (Chart 4), while 15 bps reflects
the further richening due to ECB QE scarcity effects since mid-2016.

DBR curve Spot yield 12mFwd Carry*lfps)
2yr 0.76 .83 -17
Syr 0.67 0.66 2
10yr 0.37 0.27 9
30yr 0.23 0.30 4

*for a 1pd position over 12 months
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https://www.ecb.europa.eu/pub/pdf/scpwps/ecb.wp2295~3ac7c904cd.en.pdf
https://www.ecb.europa.eu/pub/pdf/scpwps/ecb.wp2295~3ac7c904cd.en.pdf




