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The Bank of England kept monetary policy unchanged at its November
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A member of MUFG, a global financial group meeting despite market expectations for a rate increase. It seems that a hike
will come soon, however. The BoE is waiting for evidence on the fate of
furloughed workers after the close of the Job Retention Scheme. Official
labour market data for October will be available at the time of the MPC’s
next meeting in December but there were indications that any increase in
unemployment might be quite limited. Further ahead, the BoE’s latest CPI
inflation and GDP projections might suggest a more gradual pace of
tightening than previously expected.

The BoE keeps policy unchanged, but hikes are coming

The current mix of inflationary pressures but looming consumer headwinds facing the
UK economy is a tricky one for BoE. Governor Bailey and other MPC members had
appeared to be laying the ground work for a rate hike with a series of hawkish
comments. These culminated with Bailey saying three weeks ago that the BoE will
“have to act” to contain inflation. Market participants accordingly brought forward rate
hike expectations. There was no attempt from the BoE to temper these expectations
around the pace of policy tightening. Added to the mix was last week’'s Autumn
Budget announcement with more fiscal support than had been expected (see here).

However, the BoE left rates unchanged at its November meeting and the voting split
(7-2) was not as tight as expected. The BoE made it clear that rate hikes are coming,
though. The MPC noted that “provided the incoming data, particularly on the labour
market, were broadly in line with the central projections in the November Monetary
Policy Report, it would be necessary over coming months to increase Bank Rate in
order to return CPI inflation sustainably to the 2% target”. The mention of incoming
data on the labour market refers to the outcome for unemployment following the end
of the furlough scheme on 30 September. The early signs are that any effect on
unemployment will be minimal (see below).

On timing, the phrasing above (“‘coming months”) is open to interpretation. In the
press conference Bailey then said that there will be “several meetings over coming
months” — so not a commitment to the December meeting, or even the February
2022 meeting.

Further ahead, the BoE’s new projections pointed to a less aggressive rate hike path
than many had been led to expect. CPI inflation is expected to “fall back materially
from the second half of next year”. It is expected to fall below the BoE'’s target at the
end of the forecast horizon. There were also downgrades to the BoE’s GDP
projections. GDP growth in 2021 was revised down from 7.25% to 7.0%, reflecting
weaker household spending and weaker business investment growth.

Still waiting on the fate of furloughed workers

We'd suggest that the BoE’s communications over the past few months have not
exactly been a triumph. It would have been fairly straightforward to cool expectations
by emphasising that previous comments had come with certain caveats. Muddled
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messaging does bring to mind the ‘unreliable boyfriend’ tag that was given to the BoE
in 2014 amid a lack of clarity about possible rate rise timings.

However, we’d also suggest that the BoE probably did make the right decision to sit
on its hands for now. A rate hike had seemed hard to justify from a macro
perspective. Tighter monetary policy would not help with global supply chain issues.
There are also lingering signs that the post-pandemic domestic recovery might be
faltering. High frequency data suggests that the pattern of muted spending seen
through the summer (see here) has continued into October. Consumer spending has
now started to weaken as households face a range of pressures including higher
energy costs which are set to cut into disposable income.

SPENDING REMAINS MUTED

CONSUMER CONFIDENCE IS WEAKENING
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JOB VACANCIES HAVE SOARED IN SOME INDUSTRIES THERE MAY NOT BE A SHARP POST-FURLOUGH RISE IN
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Most important from the BoE’s perspective is the fact that the labour market outlook
is uncertain. The UK’s Job Retention Scheme (‘furlough’) ended on 30 September
with over a million jobs still supported by the government. The degree of slack in the
labour market is crucial for the BoE when considering how labour shortages in some
sectors will affect the durability of overall wage growth.
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Data released after the decision was made suggest that a sharp rise in
unemployment over coming months is unlikely. Provisional figures from the HMRC
show that a total of 1.14m jobs were furloughed when the Job Retention Scheme
closed on 30 September. The ONS’s latest fortnightly business survey stated that
87% of furloughed staff returned to work once the scheme closed. This points to a
relatively small increase in unemployment of around 150,000, which does not look
unduly concerning at a time when job vacancies are historically high. If this is indeed
reflected in the official labour market data for October (released a few days before
the BoE’s next meeting on 16 December) then wavering MPC members may be
prompted to vote differently.

Balance sheet reduction may be delayed

The decision at this meeting also has implications for the BoE’s quantitative easing
programme which is due to reach its target stock around the end of the year. The
BoE believes that QE is state contingent: it is “particularly effective in times of market
dysfunction” but less so in normal circumstances (see here). The BoE seems keen to
make counter-cyclical balance sheet adjustments when possible and has suggested
that subsequent unwinding of its balance sheet will be an integral part of the
tightening process. The timing of this will depend on what happens with Bank Rate.
At the 0.5% mark, the BoE would consider passive balance sheet reduction (i.e.
letting maturing gilts roll off the balance sheet). It would consider actively selling
some of the stock of purchased assets once Bank Rate has risen to at least 1%.

A hike at this November meeting and another in February could have taken Bank
Rate to the 0.5% mark and a possible end to reinvestment. The redemptions profile
is very bumpy though, with a rather large reinvestment due in early March and then
not much else due until H2 2023. With rates on hold in November, it now seems
more likely that this March bond will be reinvested, which might allow a smoother
start to any balance sheet normalisation thereafter. That said, we note that a
previous MPC member stated this summer that “without ... clear communications,
even a small balance sheet reduction can result in a meaningful tightening of the
policy stance” (see here). His erstwhile colleagues may want to revisit this after the
recent messaging problems.

THE BOE’S BALANCE SHEET IS HISTORICALLY HIGH A BUMPY PATH FOR REDEMPTIONS
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