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Where Wealth Crows

All Eyes on Central Banks

To combat the widespread economic dislocations
caused by the COVID-19 pandemic, most countries
rolled out extraordinary fiscal and monetary policy
measures, starting as early as February 2020.
Central banks reduced their policy rates to record
low levels and where practicable, adopted
aggressive asset purchasing programmes (bond
purchases). This accommodative stance, along with
elevated government expenditure, averted what
would otherwise have been a much deeper plunge
in economic activity. Even so, the economic losses
arising from measures to control the virus are quite
substantial, prompting assurances from major
central banks that their easy money policies will
remain in place until output returns to 2019 levels or
at least their respective economies are imbued with
sufficient stability.

Now that the expansion of vaccination programmes
is facilitating the gradual re-opening of many
economies, the outlook for global economic activity,
particularly for developed countries, has improved.
Nevertheless, a lot of the COVID-19-related supply
chain disruptions that were first manifested in 2020,
remain in play and as such, represent a major
impediment to commercial activity. These
interruptions have resulted in significant bottlenecks
in the aggregation, manufacture, transport and
distribution of several goods, ranging from raw
materials to final products. Higher shipping costs,
partly influenced by increased fuel prices and
logistical challenges at some ports (due to
unexpected labour shortages) are among the major
hindrances. Labour shortages have also hampered
the recovery of other sectors, including restaurants,
with  virus-related fears and the cushion of
government transfers, delaying the return of some

workers in certain jurisdictions. Altogether, these
supply chain challenges have been stoking
inflationary pressures since the first quarter of 2021,
forcing central banks to seriously consider the
prospect of unwinding their easy monetary policy
much earlier than initially envisaged and well before
the full recovery of their respective economies. This
note briefly examines the responses of a few major
central banks to the rising price pressures they have
been facing in recent months.

The United States

In the US, the Fed Funds rate (the benchmark
interest rate) remains at 0 - 0.25%, after being cut in
March 2020 and the Federal Reserve’s (Fed) bond
buy-back programme continues. Notwithstanding
the Fed’s accommodative stance, yields in the US
were trending up in the first four months of 2021,
driven in part by the expectation among some
investors, that the Fed would begin to increase the
benchmark rate and thereby reverse its policy
stance, sooner that initially envisaged. This view
was also based on the faster-than-expected
recovery of real GDP and encouraging employment
figures, facilitated in part by the country’s fiscal
injections and ongoing Vvaccination campaign.
However, in April 2021, Fed Chairman, Jerome
Powell, moved to assuage those fears, indicating
that there were still significant risks to the economy,
particularly with unemployment still above desirable
levels. A major objective of the Fed is for a recovery
of the labour market to 2019 levels, when
unemployment was 3.5%. Accordingly, the Fed was
of the view that the economy still needed further
support, with unemployment at 6% in March 2021.
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In August 2021, the inflation rate has surged to 5.3%
(Figure 1), 230 basis points above the Fed’s target
rate (2%) and unemployment remained well above
pre-pandemic levels. Nevertheless, with rising
prices eroding consumer purchasing power, the Fed
is also facing growing calls from certain segments of
the business and political communities to pull back
some portion of its current policy. Given these
opposing pressures, the accommodative monetary
stance is expected persist through 2022, with the
Fed likely to slow asset purchases before cutting its
benchmark rates, whenever it decides to begin to roll
back its pandemic response measures. In this
regard, no increase in the policy rate is expected
before the second half of 2022, at the earliest.

The Eurozone

The European Central Bank (ECB) had adopted an
accommodative policy stance long before the
emergence of the pandemic, to stimulate the
economy and to raise inflation to its 2% target rate.
After a further reduction in September 2019, the
ECB’s policy rates remain in the -0.5% to 0.25%
range. The €20 billion per month Asset Purchase
Programme (APP) was also restarted in November
2019. However, to mitigate the economic strains
associated with COVID-19, the ECB instituted a
temporary asset purchasing programme called the
Pandemic Emergency Purchase Programme
(PEPP), with a total envelope of €1,850 billion. Bond
yields rose in the first quarter of 2021, a period in
which the ECB’s bond purchases under the PEPP
had fallen, though purchases under the APP
continued. The period was also defined by spikes in
COVID-19 infections, with new rounds of lockdown
measures in several countries. Acknowledging the
risks posed by these two developments, the ECB
revealed its intention to significantly increase its
bond purchases in the second quarter. This
statement calmed fears that tighter monetary
conditions were emerging and as such resulted in a
fall in bond yields in the Euro zone.

In its September monetary policy announcement,
the ECB underscored its continued commitment to
conduct net asset purchases under the PEPP until
the end of the crisis phase of the pandemic or at
least until the end of first quarter 2022. Unlike the
Fed however, the ECB indicated that based on the
outlook for inflation and current financing conditions,
it intended to reduce the rate of purchases at this

time. In August, inflation surged to 3%, which
represents a 10-year high for the EU and came in
the wake of a greater-than-expected 2% GDP
expansion in the second quarter. Even so, the Bank
left its policy rates unchanged, communicating its
expectation for the rates to remain at current or lower
levels until it judges that inflation will stabilise at the
2% target over the medium-term. While this latest
policy statement calmed fears that the Bank would
shift to a hawkish policy stance (where low inflation
is the top priority) too soon, it induced anxiety among
some stakeholders, particularly those fearful that the
high inflation rate may become persistent.
Nonetheless, the ECB is likely to maintain its policy
rates at current levels through 2022, although it may
decide to further slow the pace of its asset
purchases over the next six months.

The United Kingdom

In its March 2021 policy announcement, the Bank of
England (BOE) communicated its decision to leave
the rate unchanged at 0.1%.

With dislocations caused by COVID-19 and some
BREXIT-related factors triggering further increases
in inflation during the third quarter of 2021, the BOE
has found its policy announcements subject to
substantial speculation and anxiety. In August,
inflation rose by 3.2%, notably above its target rate
(2%) with core inflation reaching its highest level
since 2011 at 3.1%. Prices are projected to increase
by 4% in the fourth quarter of 2021 and could
register above 4% in the first half of 2022, given
surging gas prices. However, the Bank is mindful of
signs of the slowdown in economic activity during the
third quarter, with real GDP in July only 0.1% above
the levels of the previous month. In fact, based on
current performance, economic activity is still 2.1%
below the UK’s pre-pandemic levels. Additionally,
the BOE took the opportunity to point out that in its
view, inflation is expected to return to the target rate
over the medium-term, with the elevated pressures
currently being experienced likely to prove
transitory. Consequently, after review, the BOE
deemed its current monetary stance to be
appropriate given the needs of the economy at this
time, and therefore it decided to maintain its policy
rate at 0.1% and preserve its asset purchases.
Some observers expect that surging inflation will
force the Bank to begin to tighten its policy by mid-
2022. If this assessment turns out to be true, these
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efforts are expected to begin with a reduction in the
asset buying programme.

Figure 1: Inflation Rate (%)
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Conclusion

Since it reduced its benchmark rate the “Repo” from
5% to 3.5% in March 2020 and reduced the reserve
requirement for commercial banks from 17% to 14%,
the Central Bank has not altered any of the tools of
its monetary policy. However, given the pandemic-
imposed depression of both the energy and non-
energy sectors, the demand for credit continues to
be unspectacular. In this environment, high levels of
liquidity continue to characterise the domestic
financial sector, more than a year after these major
adjustments by the Central Bank. Excess system
liquidity expanded to average $9.5 billion in 2020,
from $4 billion in 2019, before falling moderately to
$8.6 billion in the first seven months of 2021.

The domestic economy is expected to register 1%
contraction in 2021, before an improved
performance in 2022. However, real GDP is not
expected to return to 2019 levels before 2023 at the
earliest. Given its desire to stimulate economic
activity, the Central Bank is not expected to increase
rates for the foreseeable future. However, narrowing
TT-US short term interest rate differentials may
complicate the Central Bank’s policy as the
monetary policy committee may be forced to choose
between stimulating economic growth or limiting
capital flight at a time when both objectives are
crucial.

Given the critical mandate of Central Banks to
facilitate stable economic growth and control
inflation, it is natural that their policy decisions are
attracting the great level of attention they are now.
Confronted, as they are by a confluence of
tremendous uncertainty surrounding the COVID-19
virus, the need to protect nascent recoveries in the
wake of an historic global recession and the need to
promote stable prices, their roles could hardly be
more complicated. For now, it seems like global
Central Banks are prepared to prioritise stimulating
growth, with there still being substantial downside
risks. The Banks are confident in their belief that the
current inflationary pressures will ultimately prove to
be transient. This assessment is hinged on the
continued removal of economic restrictions globally,
which will eventually address the shortages and
bottlenecks that are now hindering commercial
activity. Accordingly, the success of COVID-19
vaccination programmes will be pivotal, in particular
their effectiveness regarding increasing vaccine
equity among nations and reducing hesitance within
the population.
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