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Bank of England: No policy change but
keeping its options open

The BOE voted unanimously to leave policy unchanged today, in light
of a broadly similar economic assessment compared to August.
Further preparation for negative rates is likely to be taken as a
vindication of market expectations and brings more downside risk to
gilt yields. The same can be said for GBP as Brexit-related pressures
compound
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Unanimous decisions to keep policy unchanged

The Bank of England unanimously decided to keep the Bank Rate at 0.1% and the size of its asset
purchase facility (APF) unchanged today.

The absence of any dovish dissent in favour of an increase in the APF might have come as a
surprise to some, but it is consistent with a committee that saw overall slightly less adverse
economic developments than it expected in August. Risks, it noted, remain skewed to the
downside.
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Among the positives, the committee noted stronger than expected consumption, and slightly
higher inflation. However, the tone was prudent to say the least. The phasing out of the
Coronavirus job retention scheme is posing a key risk to the job market, although the Bank did not
see a case to alter its forecast that the unemployment rate would peak at 7.5% in either direction.

No near-term policy signal, but negative rates expectations
hotting up

There was little in this assessment to validate near-term expectations of more easing at the
November meeting. The central bank's main scenario is premised on the UK signing a
comprehensive trade deal with the EU before 2021. In light of recent developments, this
assumption is likely to be challenged by investors, thus resulting in more dovish pricing than
today's MPC might imply.

Given already high expectations of further easing, the debate about which tool the MPC might use
has also gathered a lot of attention.

We remain confident that an increase in the APF is more likely in the near-term but, in its minutes,
the MPC noted that the Bank is exploring plans to take interest rates below zero if necessary.

It added that 'The Bank of England and the Prudential Regulation Authority will begin structured
engagement on the operational considerations in 2020 Q4'.

2021 Sonia forwards are pricing NIRP with near-certainty
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Rates: let's go negative!

From the point of view of the rates markets, the escalation in the Bank's communication around
negative interest rates policy (NIRP) is likely to be seen as a vindication of existing expectations.
The timeframe for the implementation/operational study and engagement confirm that these
would be more of a 2021 story.

Perhaps due to the worsening Covid-19 curve and to looming Brexit risk, the yield curve has
already made up its mind about the odds of further easing, at least judging from the shape of
Sonia forwards. To be consistent, we think gilt yields would have to drop significantly, likely below
0% for a time in 2021 to reflect negative Bank rate.
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An increase in QE would also do the trick to lower GBP interest rates, but the impact is likely to be
more limited. We show in the chart below the impact on the path of the 10-year gilt yield of a
£100bn increase in the APF, and of a 25 basis point cut to the Bank rate.

As 2021 approaches, we think gilt will converge to zero, provided expectations of a more dovish
central bank are not disappointed.

10-year gilt skewed to the downside, but NIRP is a lot more

impactful
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Pouring more oil into GBP fire

GBP took a hit as official discussed the effectiveness of negative interest rates. The market has
already been pricing a modest chance of negative rates and today’s meeting confirms this bias.

While clearly negative for GBP, we continue to see the UK-EU trade negations as the chief driving
factor of GBP in coming weeks, with the success or the failure to agree on a (reasonable) trade deal
also determining the odds of BoE negative interest rates.

This means that the potential GBP negative from the failed UK-EU trade negotiations would be
further exaggerated by the BoE likely moving rates into negative, as we discussed in Sterling
unprepared as UK-EU trade deal hopes fade.

Limited risk premium priced into GBP

The estimate of the EUR/GEP risk premium. Residual between EUR/GEP short-term financial fair value
and the spot.
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We continue to expect GBP trading on the soft side in coming weeks due to uncertainty
about the UK-EU trade deal with the probability of such a deal not being achieved
increasing sharply following the introduction of the internal market bill by the government.

The damage to GBP has been done, and we don't see the recent softening in the UK
government stance by giving parliament a veto over some measures of the bill as
substantial enough to reverse or change the decreased perceived odds of success in the
trade negotiations.

The odds of further negative headline news (or the lack of) trade negotiations are high and
with GBP not exhibiting enough risk premium (only 1.5% based on our financial fair value
model, vs 5% risk premium pricing in late June - see chart above). we see more downside
risks for GBP.

We expect EUR/GBP to re-test the 0.9300 level again this month.
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