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BOE INFLATION REPORT: DOVISH AS RISKS MATERIALISE 

Berenberg Macro Flash 

The Bank of England’s Inflation Report was dovish today reflecting low inflation, still weak pay growth and 
stalling Eurozone growth. The BoE cut its growth forecasts a little, slashed its near-term inflation forecasts (see section at 
the bottom of this email for details) and left its longer-term inflation forecasts little changed, meaning it does not expect 
inflation to return to the 2% target until the end of 2017. Those forecasts assumed that the first BoE interest rate hike 
would come next October. In other words, the central bank signed up to rates staying on hold for the best part of the next 
twelve months. The central bankers have changed their views markedly over the past few months then, as downside growth 
risks have materialised, principally a slowdown in the Eurozone, and falling oil and food prices have dragged down inflation. 
Low inflation means the BoE faces little pressure to raise rates now and is unlikely to face much pressure over the next six 
months. We expect the first hike in June next year, earlier than the BoE does. 
 
A good chunk of the inflation undershoot is due to weak import costs. When rising import prices were pushing up on 
inflation a few years ago the BoE ignored the pressures, but this time round they are paying attention. That is the single 
most important point from today’s Inflation Report. Notwithstanding cuts to their growth forecasts rate setters expect the 
UK to continue expanding solidly and unemployment to keep declining, but they will be reluctant to raise rates while infla-
tion remains considerably below their target. Delaying interest rate hikes then is mainly risk mitigation. When inflation is low 
and interest rates are effectively at zero, the central bank finds it harder to counter downside than upside risks (it can always 
hike rates, but it cannot cut them): see our note ‘Wait and See BoE’ from 17 October. Rate hikes are off the table while 
inflation remains close to 1% and probably while it remains below 1.5%. 
 
The surprisingly dovish aspect of today’s report are the cuts to growth forecasts in 2016. Not all of the news has 
been dovish over the past few months Falling food and petrol prices should provide a boost to consumers’ spending power 
and give the recovery some of its fizz back. Similarly, later rate hikes mean lower mortgage rates which should also help the 
expansion. Yet the BoE has cut its growth forecasts across the board. It has become more gloomy about the outlook. We 
had expect upward growth revisions later in the forecast and expect the BoE’s view to prove too pessimistic. 
 
Slack is falling quickly. The BoE cut its unemployment forecasts again and the key domestic driver of inflation, unit la-
bour costs, grows at a rate consistent with hitting the inflation target from 2015 onwards in the central bank’s projections 
(2%, 2.25% and 2.25% in 2015, 2016 and 2017 respectively, with the 2015 figure raised by 0.5ppts). Wages are showing 
some signs of life, with the data this morning showing private sector regular pay rising by 2.3% yoy in September. Below 2% 
inflation then is heavily down to weak import prices and delaying rate hikes is heavily dependent on the risks from hiking 
while inflation is well below target. That means the outlook for interest rates could change rapidly in the coming months just 
as it has done over the past few. 
 
Eurozone growth can recover if geopolitical tensions ease. The risks are to the downside still in our view, but the fact 
that weaker German growth is a key explanation for stalling Eurozone growth recently signals to us that geopolitical ten-
sions are mainly to blame. Reports suggest fighting is flaring again in Ukraine now, but if that conflict freezes again, and 
remains frozen, then German confidence can pick-up and the key drag on UK growth right now – the Eurozone – can fade. 
We look for stronger growth (2.9%) than the BoE in 2016. 
 
“I’m a pragmatist”: set policy to hit the target, explain as best as you can. That was Mark Carney’s characterisation of 
himself in today’s Inflation Report press conference, and it seems apt. Indeed, it is what we’ve been writing since forward 
guidance began to unravel. Central bank communications over the past year have not provided good steers for where policy 
has been heading. But policy was always going to be data dependent, and so it has proved. The potential cost to pragmatism, 
and rapidly shifting communication, is that it could mean markets are less likely to believe the forward guidance that remains 
– that rate hikes will be gradual and limited – when the BoE comes round to hiking rates.  
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Forecast changes 

- Growth little changed. The BoE’s mean growth forecasts were 3.5%, 2.9%, 2.6%, 2.6% for 2014, 2015, 2016, and 
2017 respectively, little changed from the previous forecasts of 3.5%, 3.0% and 2.6%. There were some fiddly de-
tails though. Carney explained that rate setters believe that downside risks in the previous forecasts have now ma-
terialised. So rate setters cut their modal forecast, or their single most likely forecast, but did not change their mean 
forecast. 

- Inflation down in the near-term, unchanged after 2 years. The BoE cut its 2014 and 2015 inflation forecasts to 
1.2% and 1.4% from 1.9% and 1.7% respectively. They left 2016 unchanged at 1.8%. The central bank published 
its 2017 forecast for the first time, and expects inflation at 2.0% by the end of that final year of their forecast. 

- Unemployment down, to 5.7% and 5.4% in 2014 and 2015 from 5.9% and 5.6% respectively. For 2016 they cut 
unemployment to 5.3% from 5.4% and the BoE expects unemployment to end 2017 at 5.2%. 

- Pay growth little changed. 
- Slack now estimated at 1% of GDP, unchanged from 1% in the third quarter. 
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