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Start early to go slowly: BoE preview   

• UK monetary policy will become exciting soon: The BoE has kept 
rates on hold for 63 months now and is extremely unlikely to change 
them at this week’s policy meeting. But we expect the rate setters to 
respond to strong growth and tumbling unemployment by hiking rates 
in November this year. The first dissenting vote for a hike among the 
nine-person BoE committee should come in August. 

• Strong growth: The PMI surveys point to possibly accelerating 
momentum in the second quarter. New order flows suggest no 
slowing from the torrid pace of increase in the third quarter. The latest 
hard data, for April, showed GDP rising at a 4.3% annualised pace.  

• Labour market moving fast: Employment growth may even be 
improving from the extremely strong 345,000 gain to April. Services 
firms reported a record increase in payrolls in the June PMIs, while 
manufacturing jobs saw their biggest rise in 39 months. 

• Further rapid falls in unemployment are in prospect: The BoE has 
bet that unemployment will fall at a markedly slower pace in Q3. That 
does not look at all likely, strengthening the case for a November rate 
hike. What is going on? Super-loose monetary policy has gained 
traction. The cyclical recovery is blossoming. Confidence is shooting up.  

• Wages are a risk to our call: We see a 60% chance of a November 
rate hike. The BoE may wait longer if wages stay weak. An erupting 
supermarket price war dragged inflation down to 1.5% in May. There 
are few inflationary pressures evident. Wage growth remains very 
weak. The big judgement is whether there is still a lot of slack in the 
economy or not. If there is, strong growth will not push up wages 
anytime soon. If there is little slack, firms’ costs will start rising. 

• Surveys signal rising wage growth: The Recruitment and 
Employment Confederation’s data are the strongest (Chart 2), but 
other surveys also show rising pay. The construction PMI was perhaps 
the most notable in June. That contrasts with the official data. The 
important point is that wages are a lagging indicator. The drivers of 
wage pressure, growth and unemployment, signal stronger pay growth 
to come. 

• Careful – pre-2007 wage growth is not a sensible benchmark: 
Productivity growth remains weak. A huge statistical rewriting of 
history due in September could change that, but for now it means 
even weak wage growth leads to rising unit labour costs. 

• BoE housing market actions do not mean anything – yet: The 
very gentle restrictions the BoE introduced last month will do nothing 
until mid-next year. That does not mean interest rates will have to rise 
instead. Rather, it means the BoE has a high tolerance for house price 
inflation. Even so, it will have to take more action. We expect it to 
start by reining in high loan-to-value ratio lending. Housing action is 
not likely to delay a rate hike or make one more likely. 

• BoE should start the process of gradually withdrawing stimulus: 
One argument for delaying hikes is that, with interest rates so low, 
there is no room to cut them if the economy reacts badly to a rate rise. 
The data resilience suggests that is not a huge risk. The looming issue 
is how to keep rate hikes only gradual. The BoE should start sooner 
rather than later. 
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Early and gradual or late and fast? 

Surprisingly strong growth since August 2013 has forced the Bank of 
England (BoE) to bring forward the likely date of its first rate hike by the 
best part of two years. Unemployment is falling like a stone and there is no 
sign of growth slowing from its recent torrid pace. 

The key question for the BoE is not whether a rate hike will be needed in the 
next year. With the economy growing this quickly, an emergency interest rate 
policy is no longer required. Rather, the questions come down to risk 
management. Does it hike early to keep the pace of increase slow? Or does it 
wait until the downside risks to growth have diminished even further, at the 
risk of having to hike rates faster? 

The continued resilient data put us firmly in the former camp. We believe the 
BoE should move sooner rather than later. As for what the rate setters think, 
that is still shrouded in uncertainty. But BoE Governor Mark Carney’s June 
Mansion House speech sent an important signal. The rate setters see a very 
real chance of a November rate hike now. As every month brings yet more 
good data, we expect the centre of gravity on the rate-setting committee to 
shift to a hike by November. We put a 60% probability on a November hike, 
and look for the first vote for a hike among the nine-person Monetary Policy 
Committee in August. 

Strong growth 
UK GDP has grown at or above trend rates for four consecutive quarters 
now. The latest round of PMI survey indicators remained extremely buoyant. 
The 60 plus readings on the services PMI mid-last year were never going to 
last. That would have signalled a late-1980s strength boom. At their current 
levels, the PMIs signal more than 4% annualised growth. 

The recovery looks increasingly balanced: the manufacturing PMI is as 
buoyant as services now, while investment posted a 5.0% qoq rise in Q1 as 
an initial impulse from consumption kick-started a nascent investment cycle. 
The prospects for continued growth are good, in our view. New orders flows 
in the PMIs remain very strong. Monetary policy is gaining traction now the 
cloud of uncertainty, austerity and deleveraging has lifted from the economy. 

Chart 1: PMIs stable at buoyant levels 

 
Source: Markit. 
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Growth is likely to comfortably outperform the BoE forecasts. It expected 
growth to slow to 0.7% qoq in the third and fourth quarters. That looks 
unlikely given the strength of the recent indicators. We forecast above-
consensus growth of 3.2% and 3.3% in 2014 and 2015 respectively. The BoE 
expects calendar-year growth to slow in 2015. 

Falling unemployment 
If growth is motoring along nicely now, the labour market is shifting like 
greased lightning. Job gains posted an all-time record in the three months to 
April. The unemployment rate has fallen by 1.2ppts in the past year. If falls 
continue at that pace, then the unemployment rate will be 5.4% this time next 
year. Aside from those with an extremely dovish view of the world, that 
would be close to full employment by most people’s books. Certainly by ours. 

The slowing pace of unemployment decline the BoE is expecting does not 
seem at all likely (Chart 2). The June PMIs point to extremely strong 
employment growth. Services firms reported a record increase in payrolls 
while manufacturing jobs rose the most in 39 months. This strengthens the 
case for a November rate hike. 

Chart 2: Unemployment dropping fast 

 
Source: ONS, BoE 

Wages are a risk to our call 
On the other side of the coin are data that have not been so buoyant. 
Inflation fell to 1.5% in May, below the BoE’s 2% inflation target, as 
supermarkets engaged in a price war. Some of that weakness could well prove 
temporary. Volatile air fares, for instance, fell in May but could well bounce 
back next month. Petrol price falls will drop out of the index through the rest 
of this year. 

Wage growth also remains very weak, with private sector regular pay (ie 
excluding bonuses) up by just 0.5% yoy in April. If pay pressures remain 
subdued then so will inflation. That would signal much more slack in the 
economy than the unemployment rate suggests, meaning that low interest 
rates would be needed for longer. Is that likely? 

Surveys would suggest not. The Recruitment and Employment 
Confederation (REC) survey of salary gains, for instance, points to a very 
rapid increase in wage growth over the past six months (Chart 3). That survey 
measures salaries for new placements, rather than the rump of workers who 
stay put in the same job. But it has been a good leading indicator in the past. 
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Firms report rising recruitment difficulties across a range of surveys, while 
construction stood out in the latest round of PMIs for wages. Amid a sharp 
upturn in output growth and demand for contractors, costs are now rising 
fast. That survey contrasts sharply with official data showing construction pay 
falling. 

In our view, rapid unemployment declines and some surveys showing rising 
pay growth indicate that the labour market is tightening and there is indeed 
not much slack left. 

Why does wage growth remain so weak then? Care is needed when 
comparing nominal wage trends to the pre-crisis era. Average earnings 
growth including bonuses peaked at 7.4% yoy in the three months to 
February 2007, for instance. Nowadays, productivity is barely growing, which 
means only weak real and nominal pay awards are justified. Even with wage 
growth as low as it is now, unit labour costs rose by 1.4% yoy in 2014 Q1. 
Wages would not need to pick-up very far at all – if productivity growth also 
does not – for them to be consistent with inflation at target. That pick-up 
seems likely given survey indicators. 

Other reasons not to hike early 
The juxtaposition of an early hiking BoE with a still dovish Federal Reserve is 
sometimes given as one reason why the BoE will avoid an early hike. The 
implication being that sterling would soar. But there are three reasons to be 
sanguine there. 

First, markets are already pricing in a much earlier rate hike in the UK than 
the US, which has been factored into sterling. Second, manufacturers are 
brushing off the higher pound, mainly because it remains at an extremely 
competitive level (Chart 4 and see Sterling is not crimping UK growth, 4 July). 
Third, the Fed itself may not be able to be as dovish in practice as Chair Janet 
Yellen is currently sounding. The latest payrolls figures are a case in point. A 
six month gap between a UK and US rate hike should not be that big a deal. 

Another reason for delaying a hike is based on risk management. The idea is 
that the BoE can always hike rates faster if inflation picks up, but it cannot at 
the moment cut them if inflation weakens because rates are stuck at their 
lower bound.   

Recruitment difficulties are rising 
 
 
 
 

We do not believe much slack is 
left in the economy 
 

Weak productivity is probably 
holding down pay growth still 
 
 
 
 
 
 
 
 
 
We are sanguine about the rise 
in sterling 
 
 

Manufacturers are brushing off 
the higher pound 
 
 
 
 
 

BoE could always hike rates 
faster if inflation took off 

Chart 3: Surveys signal rising pay pressure Chart 4: Sterling is not crimping growth 

 
 

Source: Markit Exchange rate index, 2005=100, left-hand axis. Manufacturing PMI on 
the right-hand axis. Source: BoE, Markit 
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The power of that argument is waning on a monthly basis as hard data and 
sentiment indicators signal continued strong growth. This recovery 
increasingly, to us, looks resilient enough to withstand a small rate hike. 

The other side of the coin is also important. Raising rates will be a risk 
because they have been on hold for so long. Many borrowers have never 
experienced interest rates above a record low. That argues for ensuring that 
rate hikes are slow and signalled in advance, at least to start with. If the BoE 
wants to ensure it has time to be deliberate about rate hikes, it ought to stop 
dithering and get on with hiking soon. Otherwise it may well be forced to 
hike quicker. 

Housing market actions are a sideshow for interest rates 
The BoE started walking the walk on the housing market by taking some 
very, very gentle action to guard against risks. Its Financial Policy Committee 
implemented a restriction on high loan-to-income lending in June. But those 
restrictions will not bite at all until maybe the middle of next year. Those 
measures will not allow the BoE to delay a rate hike. 

That gentle action is a prelude of more to come, in our view. Even then, we 
do not expect the action to significantly alter the path of interest rates. The 
BoE has shown a high tolerance for house price inflation so it is unlikely, 
certainly in the near-term, to do anything dramatic enough on housing that it 
would affect the interest rate decision. Equally, the BoE will continue to rely 
on so-called macroprudential policy tools to deal with housing, rather than 
resorting to interest-rate hikes. That scenario – the last resort of interest rates 
coming into play to control housing – is a long way off. 

But the recovery looks 
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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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