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Tough job that of a central banker

Tuesday 04 June 2019 The escalation of trade tensions poses a new problem for central bankers.

Making the right choices becomes more difficult in this scenario. The Fed is
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managed the euro crisis in 2012 is complicating the decisions. With inflation
expectations pointing downwards, the ECB should logically send signals that
there is hope for monetary easing fairly soon. It is far from certain that it will be in
a position to do so this week.
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https.//www.oddosecurities.com Monetary reaction functions, from the Fed to the ECB

Investors, bankers, economists, financial journalists, politicians, everyone has their own
ideas about what monetary policy should be. The central bank cannot satisfy everyone
all the time. Normally, its action is dictated by a mandate that more or less explicitly
aims to stabilise economic and financial conditions (employment, inflation, markets).
Monetary decisions are not always easy to make in ordinary times, but when additional
elements of uncertainty are put into the mix, they become infinitely more complex.

Let us give two examples. The first concerns the Fed. At first sight, in a situation of full
employment, with inflation slightly below its target and an S&P500 index that is only
about 7% below its historical record, there is no justification for lowering key rates, let
alone reviving QE. The US president nevertheless is demanding both of these, taking
as witnesses his tens of millions of followers as to the merits of his demands. One
wonders whether Donald Trump is trying to make the economic environment so chaotic
and unpredictable that it forces the Fed's hand. In the face of gloomy prospects, it would
be logical for the Fed to ease its policy. A few weeks ago, forward contracts anticipated
a decline in Fed rates towards the end of the year. But as of now, two or three
decreases are expected out to this horizon, the first one as soon as next month (chart
Ihs). The Fed’s current position is status quo, but pressure in favour of lower
rates is now huge. It will become increasingly difficult for the Fed to resist. This
will not be possible if job creation weakens, even modestly, let alone if stock
markets really correct. Given the influence of the Fed's policy in determining long
rates and the dollar, its decisions may have a global impact, including on the interest-
rate expectations of other central banks. Market expectations about ECB rates are also
on a downward trend, even though its key rate is already in negative territory and
around 300bp below that of the Fed (chart rhs).
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This brings us to a second example, which we will examine in greater detail, that of the
ECB. Here, there is no political pressure to adopt a specific stance. However, it is up to
European leaders to appoint the members of the ECB board, which will have an impact
on how monetary policy is conducted. This year, this problem is significant in two
respects. First, it is a coincidence in terms of the timeframe that the choice of the
president of the ECB takes place when the heads of state and government must agree
on a candidate to propose for the Commission’s presidency. We cannot help but link
these two choices, even if one is political and the other should not be at all’. Second,
the major changes at the ECB this year are not limited to Mario Draghi’s succession,
but also concern the two people who were responsible for framing the monetary debate
at the beginning of each Council meeting, Peter Praet, whose term of office has just
ended, and Benoit Coeuré, whose mandate will be over end-2019. These three
formed a Dream Team in the management of the euro crisis in 2012 and in all the
decisions that resulted from it. Their successors will, by definition, be less
experienced and perhaps less responsive in the event of market turbulence.

In addition to the uncertainty regarding the composition of the ECB’s board, there is also
uncertainty about the direction of its monetary policy. What should the ECB do given
that real GDP growth in the eurozone is subject to downside risks and that
inflation remains well below its target? If we refer to the ECB's reaction function,
the answer is obvious: monetary policy should be eased. In 2014, Mario Draghi
had even described in detail the procedure to be followed?. At the time, he
identified three risks, each requiring a different response.

e The first risk was unwarranted monetary tightening, e.g. a rise in the euro or
long rates resulting from contagion from the US markets. The ECB then had to
respond by lowering its policy rates into negative territory. This is not the type of
problem we are seeing today. The euro is currently undervalued. That said,
negative interest rates are proving controversial. Banks are taking every
opportunity to call this a “tax” that is eating into their profits (to the tune of around
€ 8bn, i.e. 0.4% applied to around € 1,900bn in surplus reserves). This “tax” could
be reduced by creating a Swiss- or Japanese-type tiering system which would make
some of these reserves “tax’-exempt. But this is a technically complex solution that
creates distortion of its own. In addition, banks’ low profits are not solely attributable
to negative rates. Other causes are at play that the ECB deems more decisive (cost-
control and a lack of consolidation). In any case, the governing council does not
seem overly keen on creating a tiering system in the immediate term. Some are not
in favour because this would allow the negative interest rate policy to be pursued in
the longer term. Other probably think that paving the way to a possible reduction in
the deposit rate would be premature.

e The second risk was a freeze on the credit channel due to a shortage of bank
liquidity. The response was an abundant supply of the necessary liquidity by
adjusting its cost depending on new loan production. This is what led to TLTRO-II.
TLTRON-III is now being planned, but we do not know what the terms will be yet. At
first glance, the goal is not, as was the case in 2014, to stimulate loans to the
economy (their growth is now steady) but to ensure that no bank in the eurozone will
encounter refinancing issues over the next two years. This should prompt the ECB
to set less generous terms than in the past®. Nevertheless, given the negative
balance of risks, it would be dangerous for the ECB to increase the cost of liquidity
excessively because of the risk of a contraction of its balance sheet. As shown by
the US end-2018, market players would be quick to see this as a form of quantitative
tightening. This is not the message that Mario Draghi wants to send out.

o The third risk was a drop in medium-term inflation expectations which, if it
persisted, would give rise to expectations of deflation. The response to this risk
was to launch QE on government bonds. At the time, in a noted speech at Jackson
Hole, Mario Draghi drew attention to a specific metric for inflation expectations taken
from the inflation swaps market*. This indicator has declined significantly in recent
months. It is much lower than its 2014 level and has recently tested its low points of

" The criteria of competence and experience are the key elements for appointment to the ECB Board. But there are also various unwritten rules on the
representation and rotation of different countries. Regarding Draghi's succession candidates, in particular the Weidmann case, see our previous note
dated 9 April, 2019: “What legacy will Mario Draghi leave to the ECB?”

2 See Draghi (2014), "Monetary policy communication in turbulent times", speech of 24 April 2014.

3 The benchmark rate for the TLTRO-III will be the refi rate (0%) but we do not know yet whether a negative premium will be applied, as in TLTRO-II.

4 See Draghi (2014), "Unemployment in the euro area”, speech of 22 August 2014.
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EMU: inflation expectations — markets' view
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2016 (lhs chart). Rather than being alarmed at this, the ECB has attributed this drop
to global factors, which minimises the risk of deflation in the eurozone. Note also
that other measurements of inflation expectations, based on surveys conducted with
professional forecasts, are less worrying than the levels seen in 2014 (rhs chart). In
any case, there seems to be no question of restarting QE in the eurozone at
present. This option would be sure to reignite opposition from the
Bundesbank. It would also compel the ECB to review the technical constraints
of its asset purchases one way or another (split by country, 33% criterion).

EMU: inflation expectations — forecasters' view
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All in all, we would tend to conclude that the situation in the eurozone is not solid
enough to rule out the possibility of monetary easing — especially given the Fed’s more
accommodative stance now — but not fragile enough for immediate action to be
warranted. The growth rates at the start of the year have been a little better than
anticipated and the business climate has stabilised, except in the manufacturing sector.

In contrast, inflation in the eurozone is still too weak in light of the target and,
more seriously, the ECB seems to be living with the situation, in the absence of a
miracle solution to improve the trajectory. In March, the ECB’s staff issued a
forecast for core inflation of 1.6% in 2021. There is no reason for this figure to be raised
in this month’s updated projections. On the subject of inflation, the ECB recently
endeavoured to show that once the appropriate factors were stripped out (prices of
goods set on the global market, price of administered services, impact of taxes),
domestic inflation has indeed started to rally in the eurozone. Even if these arguments
make sense®, the ECB seems resigned to inflation being weak. Since the start of
2019, core inflation has been around 1%. There was a time that Mario Draghi said that
this was the edge of the "danger zone" to be avoided at all costs. We have no memory
of this expression being used recently. Unlike the Fed which has kicked off a review
of its monetary strategy this year to re-establish the symmetry of its inflation
target, no similar steps are on the horizon at the ECB.

5 See Cceuré (2019), "The rise of services and the transmission of monetary policy”, speech of 16 May 2019, or Ehrmann & al. (2018), "Measures of
underlying inflation for the euro area”, ECB Economic Bulletin
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Disclaimer:
Disclaimers for Distribution by ODDO BHF SCA to Non-United States Investors:

This publication is produced by ODDO BHF Corporates & Markets, a division of ODDO BHF SCA (“ODDO”), which is licensed by the Autorité de Controle
Prudentiel et de Résolution (ACPR) and regulated by the Autorité des Marchés Financiers (“AMF”).

This document, when distributed outside of the U.S., is intended exclusively for non-U.S. customers of ODDO and cannot be divulged to a third-party without prior
written consent of ODDO. This document is not and should not be construed as an offer to sell or the solicitation of an offer to purchase or subscribe for any
investment. This document has been developed by our economists. It does not constitute a financial analysis and has not been developed in accordance with legal
requirements designed to promote the independence of investment research. Accordingly, there are no prohibitions on personal dealing ahead of its dissemination.
“Chinese walls” (information barriers) have been implemented to avert the unauthorized dissemination of confidential information and to prevent and manage
situations of conflict of interest.

At the time of publication of this document, ODDO and/or one of its subsidiaries may have a conflict of interest with the issuer(s) mentioned. While all reasonable
effort has been made to ensure that the information contained is not untrue or misleading at the time of publication, no representation is made as to its accuracy or
completeness and it should not be relied upon as such. Past performances offer no guarantee as to future performances. All opinions expressed in the present
document reflect the current context which is subject to change without notice. The statements, assumptions and forecasts contained in this document reflect the
judgment of its author(s), unless otherwise specified, and do not reflect the judgment of any other person or of ODDO. This document does not constitute a
personal recommendation or take into account the particular investment objectives, financial situations, or needs of individual clients. Clients should consider
whether any advice or recommendation in this document is suitable for their particular circumstances and, if appropriate, seek professional advice, including tax
advice.

This document is for institutional investors only. It may not contain information necessary for others to make investment decisions. Consult your financial adviser or
an investment professional if you are not an institutional investor.

Disclaimers for Distribution by ODDO BHF New York Corporation to United States Investors:
Please refer to the most recent research reports on the subject companies for complete information and relevant disclosures.

This document is produced by ODDO BHF Corporates & Markets, a division of ODDO BHF SCA ( “ODDOQ"). It is distributed to U.S. investors exclusively by ODDO
BHF New York Corporation (“ONY”), MEMBER: FINRA/SIPC, and is intended exclusively for U.S. institutional customers of ONY and cannot be divulged to a third-
party without prior written consent of ONY. This document is not and should not be construed as an offer to sell or the solicitation of an offer to purchase or
subscribe for any investment. This document is being furnished to you for informational purposes only and should not be relied upon as sufficient to form a basis for
any investment decision.

At the time of publication of this document, ODDO, and/or one of its subsidiaries may have investment banking and other business relationships with any of the
companies in this report. While all reasonable effort has been made to ensure that the information contained is not untrue or misleading at the time of publication,
no representation is made as to its accuracy or completeness and it should not be relied upon as such. However, ODDO has no obligation to update or amend any
information contained in this publication. Past performance offers no guarantee as to future performance. All opinions expressed in the present document reflect the
current context which is subject to change without notice. This document does not constitute a personal recommendation or take into account the particular
investment objectives, financial situations, or needs of particular clients. Clients should consider whether any advice or recommendation in this document is suitable
for their particular circumstances and, if appropriate, seek professional advice, including tax advice.

This document is not a research report as defined in FINRA Rule 2241(a)(11) because the material in it is limited to one or more of the exclusions of the definition of
research report in Rule 2241(a)(11)(A). This document is for institutional investors only. Consult your financial adviser or an investment professional if you are not
sure you are an institutional investor.

Disclosures Required by United States Laws and Regulations:

Rule 15a-6 Disclosure: Under Rule 15a-6(a), any transactions conducted by ODDO, and/or one of its subsidiaries with U.S. persons in the securities described in
this document must be effected through ONY.

Contact Information of firm distributing investment recommendations to U.S. investors: ODDO BHF New York Corporation, MEMBER: FINRA/SIPC, is a wholly
owned subsidiary of ODDO BHF SCA; Philippe Bouclainville, President (pbouclainville@oddony.com) 150 East 52nd Street New York, NY 10022 212-481-4002.

Statement of conflict of interests of all companies mentioned in this document may be consulted on Oddo & Cie’s research site .
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