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FAB Macro Strategy: BoE'’s policy mistake

e We knew the BoE could go soon, but this was ‘too soon’

e Inflation, the sole basis for tightening, may yet prove transitory

e Raising rates amid parlous Covid-19 infection rates is a dangerous strategy
e PMl data also paints a more sobering macro picture

Our regular readers will recall that we had stated previously that we thought that the Bank of England could
be the first of the major (G10) banks to increase interest rates. That said, while we thought they could go
‘soon’, we certainly didn’t expect them to go this soon and saw little justification for such hawkish action last
week. Of course, the move by the BoE came as part of a hawkish trilogy with the Fed and the ECB also both
showing a tighter bias in their policy rhetoric last week — although, importantly, the latter two have kept rates
firmly anchored for now.

This was ‘too soon’ from BOE
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Notwithstanding all the confusion at the time of the Bank’s November MPC meeting, when the market was
subliminally told to brace for a rate hike, only for the BoE to then ‘disappoint’ and fail to deliver, we still
believe that last week’s (token 15bps) rate increase in the Bank Rate to 0.25% will soon prove to have been
a policy mistake. Here’s why.


https://www.nbad.com/en-ns/insight-and-features/mena-and-global-markets.html
https://www.bankfab.com/en-ae/cib/market-insights
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Their sole justification for tightening

The Bank of England's sole, but still very understandable, basis for increasing rates last week appears to
have been inflationary pressure. With CPI running at 5.1% YoY in November — way above the official 2%
target - and seemingly set to edge higher still in Q1 2022, we can see why the Monetary Policy Committee
was keen to hit the button marked 'hike'. But we continue to believe that is too blinkered, short-term a view of
inflation, which over the coming months we do expect to prove itself as somewhat transitory.

As discussed previously, we see inflation falling back quickly in 2H2022, after peaking in late Q1 or early Q2.
The MPC now sees the high point at around 6%, close to our anticipated peak of just sub-6%. Looking
beyond such an early 2022 peak, if energy prices follow a similar path to the futures curve, inflation could in
fact be back below target as early as 2023.

Inflation drove BoE action, but price pressures may yet prove transitory
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In this scenario, last week's rate increase could be perceived as a premature policy mistake. At the very least
is should be seen as a 'one and done' strategy for putting some token ammunition back in the monetary
policy chamber.

But there are arguably many more reasons not to hike

Given the parlous state of the U.K. in terms of current Covid-19 infection rates and the escalating spread of
the Omicron variant, we were more than surprised when the Bank of England raised rates last week. If
anything, we would have expected the uncertainties surrounding and the opaque veil cast across the
Omicron pathogen to have persuaded the BoE to keep its powder dry for now. With UK economic sentiment
under increasing downward pressure once again and with rising concerns about potential new socio-
economic lockdown restrictions being introduced by the BoJo government before Christmas, we would
conjecture that caution should remain the better part of valour for now.

Admittedly, if virus infection rates begin to recede, then the BoE may be able to argue that last week’s
tightening move was justified; they may just get away with it. But for now the reality is that infection rates are
rising exponentially , not receding, and the economy is losing steam as consumers become more cautious.
Moreover, alluded to above, we are cognizant that there is a not insignificant risk of new socio-economic
restrictions being put in place over the coming week(s). Under that scenario, the rate rise would surely look
like a policy mistake.

Raising rates now is a huge risk, in our view, given the impact that any near-term restrictions would surely
have on consumer sentiment and the economy in general. All eyes need to remain firmly fixed on the
government’s Plan B anti-Covid restrictions, not to mention the spectre of Plan C in response to the omicron
variant.
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Aside from the current ominous Omicron data, we would also suggest that myriad other recent macro data
releases would corroborate a more dovish stance for U.K. monetary policy. Indeed earlier this month,
October GDP figures showed a much slower-than-expected rate of recovery for the U.K. economy, coming in
at just +0.1% MoM, down from +0.6% in September and below consensus (+0.4%). Meanwhile U.K.
industrial production data for October painted a picture of deepening contractionary conditions. October IP
fell to -0.6% MoM in October from -0.4% in the prior month. Consensus had been for a rebound to
expansionary territory (+0.1%).

But it is the latest U.K. PMI data — released just last week — that makes the BoE rate increase look even
more surprising and potentially a policy mistake. The Markit UK PMI Manufacturing index may have only
slipped modestly — to 57.6 this month from 58.1 in November — but the Services PMI index was a lot more
sobering. Markit Services PMI declined sharply to 53.2 this month from 58.5 in November with the market
having only been expecting a softening to around the 57.0 level. And this, well before any new
Covid/Omicron restrictions come into force.

Bottom line

We are hopeful that the BoE will see last week’s rate move in the context of a ‘one and done’ strategy for
now. The persistently worrying uncertainties surrounding Covid-19 and the Omicron variant — even if they
hopefully begin to recede from a peak early next year — certainly seem to warrant such an approach.

Cable gyrations seem to reflect a ‘one and done’ strategy from BoE
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Indeed, given the gyrations in Cable (GBPUSD) over the past week, the market does seem to be
sympathetic to our view. Sterling rallied on Thursday in the wake of the rate increase, from $1.3259 to a
session high of $1.3374, but has subsequently failed to hold onto those gains. As a result, GBP has
consolidated lower since Thursday and was seen in the context of $1.3205 at the time of writing (12.55pm
GST 20/12/21)
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Important Notice: This communication has been prepared by individual personnel of First Abu Dhabi Bank PJSC or its
affiliates (collectively, “FAB”) and, accordingly, it may not represent the views of FAB. FAB is licensed and regulated by
the Central Bank of the United Arab Emirates and its registered office address is P.O. Box 6316, 1 — Al Qurm, Abu
Dhabi, the United Arab Emirates. This communication is directed at persons (i) who have been or can be classified by
FAB as eligible counterparties, professional clients or sophisticated investors, (ii) who have experience in matters relating
to investments and (iii) other persons to whom it may otherwise lawfully be communicated. No other person should
review the contents or access the products or transactions discussed in this communication. All material contained
herein, including any proposed terms and conditions, is indicative and for discussion purposes only, is subject to change
without notice, is strictly confidential, may not be reproduced and is intended for your consideration only. It does not
include a number of terms and conditions that will be included in any actual transaction and final terms and conditions
are subject to further discussion and negotiation nor does it purport to identify all applicable risks. This communication is
not a commitment to deal in any product, offer financing or enter into any transaction described herein. FAB is not acting
as your agent, fiduciary or investment adviser and is not managing your account. The provision of information in this
communication is not based on your individual circumstances and must not be relied upon as an assessment of
suitability for you of a particular product or transaction. It does not constitute investment advice and FAB makes no
recommendation as to the suitability of any of the products or transactions mentioned. Even if FAB possesses
information as to your objectives in relation to any transaction, series of transactions or trading strategy, this is not
sufficient for, and does not constitute, any assessment of suitability for you of any transaction, series of transactions or
trading strategy. Save in those jurisdictions where it is not permissible to make such a statement, FAB hereby informs
you that this communication should not be considered as a solicitation or offer to sell or purchase any securities, deal in
any product or enter into any transaction. You should make any trading or investment decisions in reliance on your own
analysis and judgment and/or that of your independent advisors and not in reliance on FAB and any decision whether or
not to adopt any strategy or engage in any transaction will not be FAB’s responsibility. FAB does not provide investment,
accounting, tax, financial, legal, regulatory or other advice; such matters as well as the suitability of a potential
transaction or product or investment should be discussed with your independent advisors. Prior to dealing in any product
or entering into any transaction, you and the senior management in your organization should determine, without reliance
on FAB, (i) the economic risks or merits, as well as the investment, accounting, tax, financial, legal and regulatory
characteristics and consequences of dealing with any product or entering into the transaction (ii) that you are able to
assume these risks, (iii) that such product or transaction is appropriate for a person with your experience, investment
goals, financial resources or any other relevant circumstance or consideration. Where you are acting as an adviser or
agent, you should evaluate this communication in light of the circumstances applicable to your principal and the scope of
your authority. Any prices used herein, unless otherwise specified, are indicative. Although all information has been
obtained from, and is based upon sources believed to be reliable, it may be incomplete or condensed, it has not been
verified by FAB and its accuracy cannot be guaranteed. FAB makes no representation or warranty, expressed or
implied, as to the accuracy of the information, the reasonableness of any assumptions used in calculating any illustrative
performance information or the accuracy (mathematical or otherwise) or validity of such information. Any opinions
attributed to FAB constitute FAB’s judgment as of the date of the relevant material and are subject to change without
notice. Provision of information may cease at any time without reason or notice being given. Commissions and other
costs relating to any dealing in any products or entering into any transactions referred to in this communication may not
have been taken into consideration. Any scenario analysis or information generated from a model is for illustrative
purposes only. Where the communication contains “forward-looking” information, such information may include, but is not
limited to, projections, forecasts or estimates of cashflows, yields or return, scenario analyses and proposed or expected
portfolio composition. Any forward-looking information is based upon certain assumptions about future events or
conditions and is intended only to illustrate hypothetical results under those assumptions (not all of which are specified
herein or can be ascertained at this time). It does not represent actual termination or unwind prices that may be available
to you or the actual performance of any products and neither does it present all possible outcomes or describe all factors
that may affect the value of any applicable investment or product. Actual events or conditions are unlikely to be
consistent with, and may differ significantly from, those assumed. FAB shall not be under an obligation to update any
information contained in this communication. lllustrative performance results may be based on mathematical models that
calculate those results by using inputs that are based on assumptions about a variety of future conditions and events and
not all relevant events or conditions may have been considered in developing such assumptions. Accordingly, actual
results may vary and the variations may be substantial. The products or transactions identified in any of the illustrative
calculations presented herein may therefore not perform as described and actual performance may differ, and may differ
substantially, from those illustrated in this communication. When evaluating any forward looking information you should
understand the assumptions used and, together with your independent advisors, consider whether they are appropriate
for your purposes. You should also note that the models used in any analysis may be proprietary, making the results
difficult or impossible for any third party to reproduce. This communication is not intended to predict any future events.
Past performance is not indicative of future performance. FAB accepts no responsibility and makes no representation to

4



Joll ubg il el iy

FABT

First Abu Dhabi Bank

you or to any third parties for, and has not independently verified, the quality, accuracy, timeliness, continued availability
or completeness of any data or calculations contained and/or referred to in this communication and FAB shall not be
liable for any special, direct, indirect, incidental or consequential loss or damage which may be sustained because of the
use of the information contained and/or referred to in this communication or otherwise arising in connection with the
information contained and/or referred to in this communication, provided that this exclusion of liability shall not exclude or
limit any liability under any law or regulation applicable to FAB that may not be excluded or restricted. The transactions
and any products described herein may be subject to fluctuations of their mark-to-market price or value and such
fluctuations may, depending on the type of product or security and the financial environment, be substantial. Where a
product or transaction provides for payments linked to or derived from prices or yields of, without limitation, one or more
securities, other instruments, indices, rates, assets or foreign currencies, such provisions may result in negative
fluctuations in the value of and amounts payable with respect to such product prior to or at redemption. You should
consider the implications of such fluctuations with your independent advisers. The products or transactions referred to in
this communication may be subject to the risk of loss of some or all of your investment, for instance (and the examples
set out below are not exhaustive), as a result of fluctuations in price or value of the product or transaction or a lack of
liquidity in the market or the risk that your counterparty or any guarantor fails to perform its obligations or, if this the
product or transaction is linked to the credit of one or more entities, any change to the creditworthiness of the credit of
any of those entities. FAB (whether through the individual sales and/trading personnel involved in the preparation or
issuance of this communication or otherwise) may from time to time have long or short principal positions and/or actively
trade, for its own account and those of its customers, by making markets to its clients, in products identical to or
economically related to the products or transactions referred to in this communication. FAB may also undertake hedging
transactions related to the initiation or termination of a product or transaction, that may adversely affect the market price,
rate, index or other market factor(s) underlying the product or transaction and consequently its value. FAB may have an
investment banking or other commercial relationship with and access to information from the issuer(s) of securities,
products, or other interests underlying a product or transaction. FAB may also have potential conflicts of interest due to
the present or future relationships between FAB and any asset underlying the product or transaction, any collateral
manager, any reference obligations or any reference entity. Any decision to purchase any product or enter into any
transaction referred to in this communication should be based upon the information contained in any associated offering
document if one is available (including any risk factors or investment considerations mentioned therein) and/or the terms
of any agreement. Any securities which are the subject of this communication have not been and will not be registered
under the United States Securities Act of 1933 as amended (the Securities Act) or any United States securities law, and
may not be offered or sold within the United States or to, or for the account or benefit of, any US person, except pursuant
to an exemption from, or in a product or transaction, not subject to, the registration requirements of the Securities Act.
This communication is not intended for distribution to, or to be used by, any person or entity in any jurisdiction or country
which distribution or use would be contrary to law or regulation. FAB may process your personal data to provide you with
information or promotional and advertising communications on products, services, other events and campaigns.

If you wish not to receive email from the Market Insights team at FAB, please click here to send us your request
to unsubscribe, and you shall no longer receive such information. You can also let us know by contacting your
usual FAB representative should you wish to no longer receive any such further information. You may be entitled
according to the applicable laws to exercise your rights to access, to rectification, to erasure and to portability of your
personal data, to restrict the use of and to object to the processing of your personal data. You may exercise any such
aforesaid rights by sending your request to FAB at the following address: privacy@bankfab.com.
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