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The great tightening experiment: BoE policy   

• Back to normal: As the recovery gains momentum, the Bank of 
England (BoE) will need to raise rates within the next 12 months. We 
still expect the first hike in Q1 2015. But the strength of the recent 
data means we raise the chance of a Q4 2014 hike from 30% to 35%.  

• Key questions are not about this or next month’s rate call: Policy 
is on autopilot for now because guidance is still in force. The 
unemployment rate is still above the BoE’s original 7% threshold for 
considering a rate hike. So we do not expect any change in BoE policy 
to be announced tomorrow (10 April). The key issues are how fast 
and how far the BoE will hike rates and sell assets when it tightens. 

• The great monetary experiment is only just beginning: The way 
into QE will probably end up looking straightforward compared to 
the way out. No nuance was needed back in 2009, just a big bazooka. 
Now policy needs to be more finely calibrated, but central banks still 
have little idea how effective QE was. 

• The recovery is on a firmer footing: There is every sign that the UK 
is set for a period of above-trend growth. Encouragingly, business 
investment is rising strongly again and investment intentions are 
surging. We expect growth to accelerate into 2015 and see upside as 
well as downside risks to our above-consensus growth forecasts. 

• We expect the central bank to move away from rock-bottom 
rates earlier and faster than the BoE itself projects: The basic 
reasoning is that we believe the recovery has much more momentum 
than the BoE seems to think it has. We look for four 25bp rate hikes 
in both 2015 and 2016, leaving rates at 2.5% by end-2016. That would 
still be providing stimulus to the economy. 

• Insurance no longer needed: The BoE was right to keep policy 
behind the curve after 2009. But the risks to growth are much more 
balanced now and the need for that BoE insurance policy is waning. 

• Low inflation should not stop rate hikes: Inflation at 1.7% now 
justifies looser-than-neutral monetary policy but not record-low rates. 
In any case, the BoE should ignore inflation shifts driven by energy 
and import prices and, importantly, a long period of below-target 
domestically generated inflation is not in prospect in our view. Slack in 
the economy has fallen rapidly. Some surveys report that firms are 
already working above capacity. That should push inflation back up. 

• Asset sales in 2017: To avoid trouble for the gilt market, the BoE will 
need to set out its asset-sale plans well in advance. Our best guess is 
that the BoE will stop reinvesting the proceeds from redemptions in 
autumn next year, and announce the first sales in early 2017. We do 
not hold that view with high conviction. The BoE may sell assets 
sooner, which would mean smaller rate rises than we expect. But our 
working assumption is that the BoE will be cautious about asset sales. 

• Many risks: We are looking a few years into the future here, so there 
is plenty of scope for events to knock our calls off course. China 
could have a hard landing, Scotland could vote for independence or 
the UK could eject itself from the EU. We do not expect those risks 
to materialise, but we need to watch them carefully.  
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When, how far, how fast? 

The UK recovery has much more momentum than consensus or the Bank of 
England (BoE) seems to think. As a result, the BoE will need to raise interest 
rates within the next 12 months. We expect the first hike in Q1 2015. 

Our growth forecasts are already above consensus, at 3.0% for 2014 and 
3.3% for 2015. But the latest data pose upside risks to those forecasts. 
Investment intentions are extremely strong and pay growth has accelerated 
faster than we expected. The strength of recent data means we raise the 
chance of a Q4 2014 hike from 30% to 35%. 

Key questions are not about this month or next 
With guidance still in force, the key questions for monetary policy are not 
about the interest-rate decision tomorrow (10 April), or next month’s. The 
BoE originally committed not to hike interest rates at least until the 
unemployment rate reached 7%; it is 7.2% now. The rate setters have since 
said that they do not expect to raise rates as soon as the threshold is breached 
anyway. Policy is on autopilot for now.  

The big issues are how far and how fast the BoE will hike rates and sell 
assets. Low interest rates and QE have been described as a huge experiment, 
but the experiment is only just about to begin with the possible exit from 
those policies. Back in 2009, policy was not finely calibrated. The BoE just 
needed a big bazooka. The position now is trickier. Central banks still do not 
know how effective QE was. 

We believe the recovery is on a firmer footing than the BoE seems to. So we 
expect the BoE to move away from rock bottom rates earlier and faster than 
the BoE itself projects. We look for the first 25bp hike in Q1 2015, followed 
by three more 25bp increases in 2015 and four more during 2016.  

It made sense for the BoE to be behind the curve when insurance was 
needed against bad events and the worst of fiscal austerity was under way. 
But the economy has strengthened. Austerity has eased and will likely run at 
0.5-1% of GDP a year until 2019. That does not pose a serious risk to 
growth, which is now above trend. There is anyway more monetary loosening 
to come. Credit availability is improving and banks are cutting interest-rate 
spreads. House prices are surging and risk appetite is rising. 

What is the neutral interest rate setting? 
A simple Taylor rule suggests interest rates should already be at 1.5% because 
slack in the economy has fallen sharply, inflation is close to target and credit 
spreads have narrowed markedly (Chart 8 below). Taylor rules are not gospel, 
but they can be a useful guide. One of the key judgements for calculating that 
rule right now is where the neutral interest rate is. 

If banks charge wider spreads over the BoE base rate, then BoE policy will 
effectively be tighter than in the past. Bank Rate at 3% now might mean a 
mortgage rate of 5.5%, whereas before the crisis the mortgage rate may have 
been very close to Bank Rate. One reason the Taylor rule points to higher 
rates is that spreads have fallen by 120bp since 2012. That is also one reason 
why policy is getting extra traction now. 
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Even on our forecasts, rates would be stimulating the economy in 2017and 
the BoE would not even have begun removing the QE stimulus. The neutral 
rate may in any case rise by then, making policy more stimulatory. 

Bank Rate hikes versus asset sales 
Also important is how Bank Rate hikes and asset sales interact. Rate changes 
can easily be reversed, but the BoE will need to set out its plans for asset 
sales well in advance and coordinate with government issuance plans. Our 
best guess is that the BoE’s first step will be to stop reinvesting the proceeds 
from redemptions by autumn 2015. As a second step, we expect asset sales to 
start in 2017, with the announcement in advance of the Budget that year 

That is a forecast for an event that might take place in four years’ time. So it 
is not a view we hold with high conviction. The BoE may start selling assets 
sooner, in 2016 say, which would mean more gradual rate hikes than we 
expect. Our judgement though, is that it will want to tread carefully with gilt 
sales, given the likelihood that government deficits will still be high, and the 
government debt-to-GDP ratio may only just have peaked by 2017. 
Reversing a sales policy would have high costs, so the BoE will want to be 
sure the chances of causing a big shock to the market are low. 

Risks 
We are looking a long way into the future here. The further one looks to the 
future, the greater the chance that an event could knock the forecasts off 
course. Perhaps the Chinese economy has a hard landing. There could be a 
war. Scotland might vote for independence from the UK, or the UK might 
vote itself out of the EU. We need to watch out for those possibilities, but 
right now we judge that the risks to our call are balanced. 

There are certainly downside risks to the UK recovery. But most indicators 
point to the recovery strengthening and broadening. Business investment 
seems to be picking up sharply and the consumer is showing no signs of 
flagging either. There are upside risks too, in other words. 

The risk of a housing-market crash is perhaps one reason why the BoE will 
be cautious. But the evidence suggests that households know that hikes are 
coming. For instance, Markit reports that nearly 60% of households expect 
the first hike by March 2015. Moreover, debt is back at 2003 levels relative to 
income, and back then mortgage rates were much higher than they are now. 
Prospective rate hikes mean we expect house price inflation to slow in 2016 
but that will be good news, reducing the danger of the market overheating. 

Low inflation and the uncertain membership of the BoE’s Monetary Policy 
Committee (one spot is currently unfilled) are also possible worries for our 
call. If a prolonged period of below-target inflation were in prospect, then 
our case would be much weaker. But the snowballing recovery is cutting 
economic slack, which will push inflation up over time. Some surveys report 
that firms are already operating well above capacity. 

The right question to ask is why inflation is below target. The BoE should 
ignore undershoots if they are driven by temporary or external factors, like 
energy prices, and do not feed through into second-round disinflationary 
effects. There is little sign of that. Consumer and company confidence is 
rising as inflation slows and improves households’ spending power. 
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Guidance still in force 

BoE policy is complicated now that it has announced two forms of guidance 
– one with the August 2013 Inflation Report and one with the February 2014 
Inflation Report.  

The original guidance is still in force. The BoE committed not to raise 
interest rates at least until the unemployment rate reached 7.0%, as long as 
inflation remained under control. The unemployment rate is 7.2% now, so 
there will be no change in policy at this month’s rate setters meeting. 

The unemployment rate will probably fall further in the coming months. The 
claimant count, which is available one month ahead of the official 
unemployment data, signals further falls (Chart 2). Survey measures of hiring 
are very strong. And the economy shows every sign of growing rapidly in the 
near term. 

Business surveys point to another strong quarter in Q1. Forward-looking 
elements of those surveys suggest the strength carried over into Q2 as well 
(Chart 3). The latest hard data for industrial production, retail sales, services 
and construction leave us comfortable with our forecast of 0.8% qoq growth 
in Q1 and Q2. There certainly seems to be more momentum in this recovery 
than the BoE expected. Its last forecast had growth slowing through 2014. 

The unemployment rate will probably drop below the 7% threshold in Q2. 
At that point, the BoE switches to what it calls “Phase II” of guidance. That 
does not amount to much more than inflation targeting (see Do the mistakes 
matter? dated 13 February). With inflation below target and some slack still 
hanging around in the economy, it does not plan to hike rates as soon as 
unemployment reaches 7%. 

There is unlikely to be any excitement about policy settings over the next few 
months then. But by late summer the debate will probably heat up. If the 
economy continues to grow solidly, unemployment falls and pay growth 
continues to recover, as we expect, one of the rate setters – possibly Martin 
Weale – could break ranks and vote for a rate hike. 
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Chart 2: Unemployment falling fast Chart 3: Economy growing strongly 

  

Three-month moving averages. Source: ONS Source: Markit, BCC, ONS, BoE 
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Why do rates need to rise? 

The key policy questions are not about this month or next then. Rather it is 
when will the BoE hike, how fast will subsequent increases be and how far 
the central bank will dare to go with rate hikes. 

It might seem odd to be talking about tightening policy. The economy has 
been growing for only five quarters. Household finances look precarious in 
some respects and inflation is low. Planned fiscal austerity means that the UK 
will need to run a tight fiscal/loose monetary policy mix for some time.  

But there is good reason to think the appropriate setting for interest rates is 
no longer 0.5%. Tightening policy does not mean making policy tight per se, 
just withdrawing some of the stimulus as the economy strengthens. 

Solid recovery 
The recovery seems to be on a much firmer footing than consensus or the 
Bank of England seems to think. Chart 3 shows the business surveys. But the 
recovery is broadening out too. Investment intentions are surging as 
uncertainty falls. The recent rises in sterling are unlikely to be a drag on the 
recovery anytime soon. In real terms, sterling is close to its record lows of 
previous cycles, which means the huge current-account deficit is unlikely to 
have much to do with the recent currency appreciation (Chart 5). 

Boiling the UK recovery right down to the fundamental drivers, two things 
have changed over the past year. First, uncertainty has fallen sharply (Chart 
4). Second, credit spreads have declined markedly, so monetary policy is now 
feeding through to firms and consumers (Chart 9 below). If banks charge 
wide spreads over the BoE rate, then even a loose official policy setting can 
actually be tight. In 2012, banks were adding, on average, 4ppt to the BoE 
rate. So households were not actually facing low interest rates. Now they are. 

Asset bubbles 
Very loose monetary policy can risk pumping up asset-price bubbles. The 
most obvious UK risk is the housing market, where prices are surging. That 
might be a risk worth taking when the economy is in the doldrums. But the 
economy is growing at above trend rates now. 
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Chart 4: Investment intentions surging Chart 5: Exchange rate not a big deal 

  
Net % balance of firms who expected UK corporates to raise capital 
expenditure over the next 12 months on left hand side. % of firms reporting 
above normal uncertainty on the right hand side. Source: Deloitte. 
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BIS 
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Chart 6: Slack falling Chart 7: Services inflation has bottomed 

  
Labour market slack equals the unemployment rate minus an estimate of 
the NAIRU. Last observation for wage growth is January. Source: ONS, 
Berenberg calculations 

Source: ONS, Berenberg 

Inflation low but slack falling 
On the other hand, inflation, at 1.7%, is now below the 2% inflation target. 
But that does not justify maintaining record low interest rates. Inflation a 
little below target means interest rates should be a little, not a long way, 
below neutral. 

Moreover, whether inflation remains low depends on economic slack. If 
there is a huge output gap, then inflation is most unlikely to return to the 2% 
inflation target soon, even if growth is now strong. As it happens, the 
evidence suggests slack has fallen sharply over the past couple of years. 

As we highlighted above, the unemployment rate has fallen substantially over 
the past couple of years. It is now back at the same level as in 1997, when 
interest rates were considerably higher than they are now. Comparing the 
unemployment rate to the non-accelerating inflation rate of unemployment 
(NAIRU) – the rate consistent with inflation being on target – then slack has 
halved in the past two years (Chart 6). As unemployment continues to 
decline, slack should fall further, easing the downward pressure on inflation. 

In terms of the prospects for inflation, services price inflation has probably 
bottomed out now (Chart 7). There may be some further downward pressure 
on goods and energy prices from international developments. But those are 
precisely the sorts of pressures that the BoE should ignore, just as it did when 
inflation was driven above target by world price pressures. 

Taylor rule 
A neat way of bringing these arguments together is with the Taylor rule, 
which calculates the appropriate interest rate as a weighted average of the 
output gap and inflation. Of course, Taylor rules are not a precise guide to 
how policy should be set. But they are a useful shorthand and sensible way of 
organising the arguments. A simple Taylor rule suggests the appropriate 
interest rate right now is 1.5% (Chart 8).  

The Taylor rule has risen over the past couple of years as growth has eroded 
the output gap and as credit spreads have narrowed (Chart 9). As we 
explained above, if banks widen the spreads they charge over Base Rate, then 
a given central-bank policy setting will be tighter than otherwise. With wide 
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spreads, 3% Bank Rate could mean 5% mortgage rates, or higher. But 
narrower spreads mean lower mortgage rates for a given Bank Rate. 

There is still slack in the labour market (Chart 5), but it has declined markedly 
and is likely to continue doing so as unemployment falls. Surveys of firms 
suggest they are working close to capacity. Taken together, these changes 
imply that the appropriate interest rate setting has risen by around 250bp 
over the past two years, to a still extremely supportive 1.5% (Chart 6). 

If a man from Mars landed today, it seems unlikely he would decide the right 
setting for interest rates was a record low in an economy operating with some 
but not huge amounts of slack, inflation close to target and growth above 
trend. 

How low is the neutral rate? 
The big unknown for the man from Mars is what has happened to the neutral 
interest rate, over and above the impact of wider credit spreads – the rate 
consistent with neither stimulating nor slowing the economy. There are 
reasons to be optimistic. 

First, productivity growth is returning. Productivity is a measure of the 
economy’s speed limit: how fast it can grow without setting off inflation. If 
productivity growth were to slow permanently from pre-crisis levels, then the 
neutral interest rate level would also be lower. Financial crises tend to mean a 
very protracted period of recovery, as credit is typically hard to come by and 
uncertainty is high. But other countries have grown strongly once the 
financial crisis has past: Canada is a prime example. 

UK productivity has been very weak since the financial crisis. Some of that 
probably reflects previous gains being an illusion of rising leverage (see our 
Tomorrow never dies note, dated 21 December 2012). That distortion has 
worked its way through now. Banks are now behaving normally and 
providing credit. Productivity growth may have reached 1% yoy or higher in 
Q1 2014 (Chart 10). Any upward revisions to GDP could make the picture 
even better. 
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Chart 8: Interest rates need to rise soon Chart 9: Credit spreads falling 

  
Taylor rule uses BoE inflation forecasts and Berenberg output gap 
estimates. Assumes inflation target of 2% and equilibrium nominal interest 
rate of 4.5%, adjusted for rise in credit spreads since 2007. QE adjustment 
based on Joyce et al (2011). QE effects assumed to fall to zero after five 
years. 2014 forecasts based on Berenberg projections and BoE credit spreads 
forecasts. Source: ONS, BoE, Berenberg calculations 

Weighted average spread over appropriate reference rate. Data to 2013 Q4. 
2014 figures based on BoE assumptions provided alongside February 
Inflation Report. Source: BoE 
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The Bank of England points to two other factors pushing down on the 
natural interest rate. First, the Bernanke idea of a savings glut. Second, 
austerity. Neither is a compelling reason, in our view, for thinking interest 
rates should be lower now than pre-crisis. 

A savings glut would have affected interest rates before the crisis. Investment 
has since fallen sharply, suggesting even larger excess savings. But the decline 
in investment is most likely cyclical rather than structural. It is one reason 
interest rates need to be low now, but not forever. 

Government austerity will weigh on growth. But that impact is already 
included in our growth forecasts and expectations for slack. Even with 
austerity, we expect the UK to grow 3.0% this year and 3.3% next year. The 
reason is that austerity has fallen back to manageable levels of 0.5-1.0% of 
GDP per annum and confidence is returning. 

Asset sales 
The BoE could tighten policy by raising interest rates or selling some of the 
£375bn of gilts it holds through QE. We expect the BoE to stop reinvesting 
the proceeds of gilt redemptions in Autumn 2015. A £16bn redemption is 
due to the BoE in September next year, which is probably too large to make 
it the first one the BoE does not reinvest. The next large redemption will be 
in September 2016, by which time the BoE should be content to allow policy 
to tighten that much. 

Asset sales are much harder to reverse than interest-rate hikes, because the 
BoE will need to announce sales well in advance to avoid any market 
disruption. So the rate setters will want to be absolutely sure they can commit 
to, perhaps, a year-long programme of sales before going ahead. We expect 
them to do so in early 2017, allowing the government to take account of BoE 
intentions. The budget deficit could still be high then. 

All this being said, our forecasts for asset sales are about what happens four 
years in the future. That is a long time in economic forecasting, so we do not 
hold the views with high conviction. The BoE may well decide to start selling 
earlier, particularly if the economy continues to grow strongly. 

We do not find the BoE’s 
arguments for a lower neutral 
rate compelling 
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Chart 10: Productivity rising again 

 

Productivity per hour on the right-hand side. Diamonds show yoy % 
change based on hours worked and NIESR’s GDP estimate. Source: 
ONS, NIESR, Berenberg calculations 
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Risks 

We have set out long-term forecasts here. And the nature of that exercise is 
that there are very substantial risks to our views. We do not expect any of the 
risks to materialise of course, but we need to watch them carefully. 

Political uncertainty 
Three elections over the next year – the 22 May European elections, 18 
September Scottish referendum and the general election next May – could 
make some firms hold back on their investment plans, hitting the recovery. 

The yes campaign for Scottish independence is gaining ground in the polls. 
The latest Scottish referendum poll gave only a five-point lead to the 
unionists. Although that survey is always the most favourable for the 
independence campaign, there has been a narrowing across several polls in 
recent months. The no lead is still substantial, but it is falling. We do not 
expect Scotland to vote for independence, but the polls are likely to narrow 
further over the next few months. 

Housing market 
One reason the BoE may be more cautious than we expect is that rate hikes 
could put pressure on the housing market. Any serious downturn there could 
hit the recovery. But raising rates from their record lows to 1.5% by end-2015 
and 2.5% by end-2016 is unlikely to be enough to cause disaster. Moreover, 
the risk that house prices will react badly to higher rates is not a good reason 
to pump house prices up even further. 

A rate hike is unlikely to be a shock to households. Markit’s survey of 
households shows that nearly 60% of them expect a rate hike in the next year 
(Chart 10). Higher interest rates are unlikely to feed through one-for-one into 
mortgage rates, because banks will squeeze spreads. 

Consumers’ can cope with higher interest rates, after the substantial 
deleveraging of the past few years. Debt is back to 2003 levels relative to 
incomes, and mortgage rates were much higher then. Some households will 
have borrowed too much, and rate increases will mean debtors have less 
money to spend. But unfortunately that is the point of rate increases. Once 
animal spirits return, rates at record lows will drive a very strong recovery. 
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Chart 10: Households expect rates to rise Chart 11: Consumers have delevered 

  
Source: Markit Total financial liabilities, % of total household resources. Source: ONS 
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Low inflation 
There is certainly a risk that the output gap is much larger than the data 
suggest, or international price pressures could weaken substantially over the 
next few years. The lower inflation is, and is likely to be, then the less interest 
rates will need to rise. 

But some perspective is needed too. Inflation would need to be expected to 
be a substantial way below the 2% target for it to justify continued rock-
bottom interest rates. Indeed, the debate about low inflation has some 
parallels to the mid-2000s, when inflation was below target. The lowest 
interest rates fell to then was 3.5%. 

The argument about that period is similar to now. Is it worth the risk of 
creating a boom in the real economy and asset prices to raise inflation from, 
say, 1.5% to 2.0%? Policy should certainly be supportive and aim to return 
inflation to target, but with the economy already growing above trend, there 
are risks of pushing growth even higher. 

It is hard to predict precisely how this debate would play out in the BoE, 
particularly as one of the slots on the rate-setting committee is currently 
unfilled. And we have little information about the leanings of Jon Cunliffe, 
the new Deputy Governor for Financial Stability who also votes on interest 
rates.  

A prolonged period of low inflation would likely mean that rates were hiked 
less rapidly than we expect. This risk needs to be watched carefully, but we 
do not expect that prolonged period of low inflation. 

 
Inflation could remain lower 
than we expect 

 

But inflation would need to be 
substantially below 2% to justify 
rock-bottom rates 

 

Policy should be supportive but 
there are risks from creating a 
boom to shift inflation a little 

 

It is hard to predict how this 
debate would play out in the 
BoE 

 

Lower-than-expected inflation 
would mean fewer rate hikes 
than we expect 
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Disclaimer 
 
This document was compiled by the above mentioned authors of the economics department of Joh. 
Berenberg, Gossler & Co. KG (hereinafter referred to as “the Bank”),. The Bank has made any effort to 
carefully research and process all information. The information has been obtained from sources which we 
believe to be reliable such as, for example, Thomson Reuters, Bloomberg and the relevant specialised press. 
However, we do not assume liability for the correctness and completeness of all information given. The 
provided information has not been checked by a third party, especially an independent auditing firm. We 
explicitly point to the stated date of preparation. The information given can become incorrect due to passage 
of time and/or as a result of legal, political, economic or other changes. We do not assume responsibility to 
indicate such changes and/or to publish an updated document. The forecasts contained in this document or 
other statements on rates of return, capital gains or other accession are the personal opinion of the author 
and we do not assume liability for the realisation of these. 

This document is only for information purposes. It does not constitute a financial analysis within the meaning 
of § 34b or § 31 Subs. 2 of the German Securities Trading Act (Wertpapierhandelsgesetz), no investment 
advice or recommendation to buy financial instruments. It does not replace consulting regarding legal, tax or 
financial matters. 

 
Remarks regarding foreign investors 
The preparation of this document is subject to regulation by German law. The distribution of this document 
in other jurisdictions may be restricted by law, and persons, into whose possession this document comes, 
should inform themselves about, and observe, any such restrictions. 
 
United Kingdom 
This document is meant exclusively for institutional investors and market professionals, but not for private 
customers. It is not for distribution to or the use of private investors or private customers. 
 

United States of America 
This document has been prepared exclusively by Joh. Berenberg, Gossler & Co. KG. Although Berenberg 
Capital Markets LLC, an affiliate of the Bank and registered US broker-dealer, distributes this document to 
certain customers, Berenberg Capital Markets LLC does not provide input into its contents, nor does this 
document constitute research of Berenberg Capital Markets LLC. In addition, this document is meant 
exclusively for institutional investors and market professionals, but not for private customers. It is not for 
distribution to or the use of private investors or private customers. 

This document is classified as objective for the purposes of FINRA rules. Please contact Berenberg Capital 
Markets LLC (+1 617.292.8200), if you require additional information. 
 

Copyright 
The Bank reserves all the rights in this document. No part of the document or its content may be rewritten, 
copied, photocopied or duplicated in any form by any means or redistributed without the Bank’s prior written 
consent. 
 
© May 2013 Joh. Berenberg, Gossler & Co. KG  
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