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UK ECONOMICS UPDATE  

Slightly later interest rate hike likely 

● This week’s Inflation Report gave no clear sign of an imminent 
rate hike. In addition, uncertainty about the economic outlook has 
risen in recent weeks. As escalating tensions in Ukraine weigh on 
confidence and investment in the Eurozone, we may have to brace 
for some further poor data from the UK’s major trading partner over 
the next month or so. As a result we now expect the first BoE rate 
hike to come in Q1 2015, later than our previous forecast of Q4 2014. 
However, the decision remains finely balanced in our view. 

● Weak wage growth means the BoE now believes that 
unemployment can fall further without pushing up inflation. It 
now thinks the jobless total can safely slip below 5.5%; it had 
previously thought that the magic number was north of 6%. 

● But the Report was not as dovish as it first appears. The central 
bank assumed a February 2015 lift-off date for interest rates, earlier 
than in the previous forecasts. Without that change the BoE’s 
forecasts would have made less comfortable reading. 

● Wages are an unreliable signal. Pay tells the central bank only 
where slack has been, not where it is going. It is using the rear-view 
mirror to set a forward-looking policy. Several temporary factors are 
weighing on take-home salaries now, making it hard for the BoE to 
judge how far unemployment can safely fall. 

● The BoE will not wait too long before hiking. Slack is uncertain 
but rate setters can see that unemployment is falling quickly. That may 
already have prompted one rate setter to call for a hike; we will find 
out in next week’s minutes of the early August policy meeting. With 
economic uncertainty higher now than a few months ago and BoE 
chief Carney’s latest words, the risk of a majority of rate setters 
backing an early hike has receded significantly. 

● This intrigue on interest rates does not matter for the growth 
outlook. The precise timing of the first rate hike will not make or 
break the UK’s recovery. We continue to expect the BoE to hike rates 
faster than the market does, by 25bp a quarter rather than the 15bp 
the market expects – mainly because we see more momentum in the 
UK economy. We look for 3.0% growth in 2014 and 3.2% in 2015. 

 

Berenberg UK forecasts 

 2014 2015 

GDP 3.0% 3.2% 
Inflation 1.7% 1.9% 
U/e 6.3% 5.5% 
Fiscal deficit 3.2% 2.7% 

 

Next week’s key data 
(See p4 for more details) 

CPI inflation, July 

CPI inflation, July 
Previous 1.9% 
Berenberg 1.8% 
Consensus 1.8% 

We expect little of last 
month’s bounce up to 1.9% 
inflation to unwind. However, 
further falls in food prices 
should ensure inflation slips a 
little. 

BoE interest rate vote, 
August 
After this week’s Inflation 
Report we do not hold this 
view with a lot of conviction, 
but on balance we still expect 
one rate setter to have voted 
for a hike. 

Chart 1: Slowing unemployment falls gives the BoE time to wait  

 
Source: BoE 
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Week in review: Carney moves markets again 

After telling markets back in June that they were not taking the risk of an 
early rate hike seriously enough, Mark Carney sounded dovish at this week’s 
quarterly BoE Inflation Report update. The press conference seems like a 
solid signal that most of the rate setters plan to leave rates unchanged this 
year. 

We are wary of reading too much into post-Inflation Report comments. For 
instance, Carney’s dovish steer after the May Inflation Report was 
subsequently not shared by all rate setters. While the latest report was more 
dovish than we had expected, there were plenty of details and grammatical 
swerves that suggest active disagreement on the Monetary Policy Committee 
(MPC). We expect next week’s minutes of the early August MPC meeting to 
show that one rate setter voted for a hike. 

But the news flow in recent weeks weighs against an imminent hike. Since we 
warned of risks to our rate hike call in BoE preview: will productivity pick 
up?, wage growth has disappointed while Ukrainian tensions have hit the 
Eurozone. We may have to brace for continued weak economic data from 
Germany and the Eurozone over the next month or so. 

In response to that news, we change our forecast. We now see a 70% chance 
of a February rate hike and a 30% chance of a November move. We had 
previously seen the chances split 60-40 in favour of a November hike. We 
would emphasise the risks here. Notwithstanding weak wage growth, the 
BoE will not wait too long before hiking. 

The eye-catching domestic figures this week were on pay, which fell 0.2% yoy 
in June when bonuses are included. That figure is distorted by tax changes 
last year which will soon drop out of the annual growth rate, but wages 
excluding bonuses were also disappointing (Chart 2). In our 12 August note 
Rapidly falling UK slack should raise wages, we showed that wage growth 
should already have risen above 2% given the sharp unemployment falls. 

The BoE faces a conundrum then: rapidly falling unemployment calls for rate 
hikes soon, but surprisingly weak wages say there is plenty of time to hold 
off. We learnt more this week about how the central bank is balancing those 
arguments. Carney signalled a dovish approach, saying the BoE would use 
weak wage growth as a signal that it can wait some time before hiking rates. 

 
 

Mark Carney signalled rates 
would stay on hold this year  
 
 

 
We are wary of reading too much 
into those comments 
 
 
 
 

 
But the news flow in recent 
weeks points to slightly later 
hikes than we had previously 
thought. 
 
 

So we change our rate forecast 
slightly 
 
 

 
Pay growth has been very weak 
 
 
 
 

 
Carney outlined a dovish 
interpretation of weak wages 
 

Chart 2: Pay growth distorted by bonuses Chart 3: Inflation set to remain subdued 

  
Source: ONS Source: BoE, Berenberg estimates 
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In the details, the dovish changes to the BoE’s forecasts were on pay, 
unemployment and inflation. It slashed its wage growth forecast to 1.25% for 
2014 from its previous forecast of 2.5%. The reasoning was straightforward. 
Pay has been disappointingly weak, which probably signals that there has 
been more slack in the labour market in the past than the BoE previously 
thought. As a result, it now thinks the unemployment rate can fall as low as 
5.5% without setting off inflationary pressures: previously, it thought that 
wage-neutral unemployment rate was 6.4%. That extra slack in the past holds 
down slack in the near term. 

That is all about the past. The outlook is much less changed. The BoE left its 
estimate of slack in Q3 little modified, at 1%. That suggests a need to hike 
rates soon. But the BoE continues to forecast that the recent rapid falls in 
unemployment rate will slow over the next few quarters (Chart 1), giving it 
room to wait. That is despite it raising its growth forecast to 3.5% for 2014 
(from 3.4%) and to 3.0% for 2015 (from 2.9%). 

That focus on wage growth is risky. It makes sense to inject a dovish note 
given slow pay growth. But it is only the past 3-6 months that have seen 
surprisingly weak wage growth. There is a solid alternative case, which is that 
in current uncertain times, it is just taking longer for falling unemployment to 
feed through to increased pay. Some surveys, which operate as leading 
indicators, suggest rising pressure on salaries for instance. 

This is where the details in the inflation report show the decision on when 
and how fast to hike rates is likely to remain finely balanced. Slack is 
ultimately very difficult to measure, and any estimates can easily lead the 
central bank miles off course. Moreover, there are plenty of temporary 
factors that could be distorting the signal from wage growth at the moment. 
For instance, firms’ pension contributions increased this year as millions of 
employees have been auto-enrolled into workplace pension schemes. So total 
labour costs are rising faster than average wages.  

What there is little uncertainty about is that growth remains strong (this week 
it was actually revised up to 3.2% yoy in Q2); unemployment is falling 
quickly; and productivity growth is weak. However much slack there is 
currently, it is declining fast. This argument may have prompted one of the 
rate setters to vote for a hike at the BoE’s early August policy meeting. We 
will find out next week, when the minutes of that meeting are released. 

Bringing all this together, the BoE’s forecasts all hang on the assumption that 
the first rate hike will come in February next year. With the BoE forecasting 
inflation to stay close to the 2% target, it seems the majority of rate setters are 
happy with a February hike. There are unlikely to be hawkish surprises for 
the BoE over the next few months. For instance, it expects the 
unemployment rate to fall to 6.1% in Q3 from 6.4% now and it expects 
inflation to remain at 1.9% in July, after it bounced up from 1.5% in June. 

All this intrigue on interest rates and the position of the BoE policy 
committee matters a lot for sterling and near-term interest rate expectations. 
But big picture, the UK’s recovery does not hang on the precise timing of the 
first rate hike. The timing could cause some wobbles in consumer 
confidence, retail spending and the housing market as a hike seems more or 
less imminent to households. But the longer-term picture for interest rates 
has changed little this month. With inflation under control for now, the BoE 
can keep any hikes gradual and allow the economy to keep growing strongly.  

The BoE slashed their pay 
forecasts 
 
 
 
 
 
 
 

 
Rate setters also expect the falls 
in unemployment to slow 
 
 
 

 
But wages are a backward 
looking signal 
 
 
 
 
 

There are more hawkish details 
in the Inflation Report 
 
 
 
 
 

 
One rate setter may have voted 
for a hike in the early-August 
policy meeting 
 
 

 
The BoE implicitly signed up to 
a February hike and are 
unlikely to get hawkish surprises 
in the next few months 
 
 

 
This intrigue on interest rates 
does not matter for the big 
picture 
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Economic Calendar 

July CPI inflation, published 19 August 
There are two big events with a bearing on the interest rate outlook next 
week, the first of which is CPI inflation for July. Inflation jumped to 1.9% in 
June from 1.5% in May on a lack of normal summer clothes discounting 
from retailers. We do not see that as a purely timing effect that will just be 
reversed in July. Good weather and strong retail sales this year mean clothes 
retailers are apparently running with relatively little stock, meaning they face 
less pressure to cut prices to clear the stock. We expect inflation to drop only 
slightly to 1.8%, dragged down by further falls in food prices. They could well 
accelerate in the coming months as Russian bans on food imports mean there 
is additional supply available to EU consumers. 

 
 

CPI inflation, July 
Previous 1.9% 
Berenberg 1.8% 
Consensus 1.8% 

 

 

Minutes of August BoE interest rate meeting, published 20 August 
Notwithstanding the dovish tone of this week’s Inflation Report, we believe 
there was enough evidence from Carney’s words and the forecasts to mean 
one rate setter voted for an interest rate hike. Carney was at pains to 
emphasise that there were a wide range of views on the MPC about the 
current amount of slack in the economy, and he batted away questions on 
when the first rate hike may come. Some of the latter is no doubt because he 
wanted to focus on his guidance that when hikes come, they will be gradual 
and limited. Still, it leaves room for someone to have voted for a hike. 

BoE interest rate vote, August 
We forecast one vote for a 
hike  

 

Tuesday 19 August   Forecast Consensus Last 
09:30 CPI inflation yoy July 1.8% 1.8% 1.9% 
09:30 Core CPI inflation yoy July 1.9% 1.9% 2.0% 

Wednesday 20 August 
     

09:30 BoE minutes  Aug. 1/8/0  0/9/0 

Thursday 21 August 
     

09:30 Retail sales ex Auto mom July 0.6% 0.4% -0.1% 
09:30 Retail sales ex Auto yoy July 3.8% 3.5% 4.0% 
09:30 Retail sales Mom July 0.7% 0.4% 0.1% 
09:30 Retail sales yoy July 3.2% 3.0% 3.6% 
09:30 PSNB  July -£4bn -£1.3bn £9.5bn 
09:30 PSNB ex interventions  July -£3bn -£0.1bn £11.4bn 
09:30 PSNB ex interventions & APF  July £1bn £0.5bn £11.4bn 
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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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