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Bank of England Review: Unchanged but hikes are coming

Key takeaways

e In line with our base case, the Bank of England kept monetary policy unchanged.

o The Bank of England signals that a rate hike will be appropriate in coming months if
data is broadly in line with expectations. Governor Andrew Bailey linked rate hikes to
labour market outcomes (echoing Fed Chair Jerome Powell yesterday).

o We continue to expect three hikes next year (15bp in February 2022, 25bp in May 2022
and 25 in November 2025, so 65bp in total). Markets are pricing in approximately 90bp
over the same period.

o FX: EUR/GBP moved higher on announcement and near-term there are upside risks.
We continue to target 0.83 in 12M, however.

BoE: Rate hikes are looming but more data are needed

Today’s Bank of England (BoE) monetary policy decision was definitely one of the key
events this week. First and foremost, the re-pricing of Bank of England was one of the main
drivers for the sharp move higher in short-term yields. Secondly, there were many different
views on what the BoE would do and say ahead of the meeting.

In line with our expectation, the Bank of England kept monetary policy unchanged, i.e. no
changes to the Bank Rate (still 0.10%) and no changes to the QE programme (7-2 and 6-3
votes, respectively). It was, however, a “hawkish hold” in the sense that the BoE signals
that a rate hike will be appropriate in coming months if data are broadly in line with
expectations. This supports our base case that the Bank of England will hike in February,
although December cannot be ruled out. Bank of England emphasised that it is not going
to hike aggressively. According to the minutes “some modest tightening of monetary
policy over the forecast period was likely to be necessary” and Governor Andrew Bailey
hinted that he thinks market pricing is too aggressive.

Like other central banks, the Bank of England find themselves in a difficult situation.
On one hand, inflation is high with headline inflation above 3% and core inflation close to
3%. Unlike e.g. the ECB, the BoE did not struggle to the same extent with too low inflation
and hence the room for patience with high inflation is probably lower. Inflation
expectations have risen but data is mixed depending on the source. On the other hand, total
employment remains subdued and real GDP is lower than in Q4 19 (and much lower than
if GDP had followed the old trend path). It is, however, difficult to interpret the labour
market due to a combination of a smaller labour force and many unfilled vacancies.

Important disclosures and certifications are contained from page 3 of this report.

Inflation is well above the 2% target
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GDP remains below its levelin
February 20 and well below the old
trend path
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BoE governor Andrew Bailey focused a lot on missing information about what the end of
the furlough scheme has meant for the labour market, so the labour market is key for the
BOE in coming months. Bailey said that labour market developments are “crucial” for
the hiking pace. Notice that we get two jobs reports ahead of the December meeting.
Bailey also emphasised that the BoE is in the “transitory” camp believing that
inflation will come down in the second half of next year. Bank of England expects
inflation to peak at 5% in April. Also Bailey echoed what Fed Chair Jerome Powell said
yesterday arguing that the labour force will also start to rebound next year.

The Bank of England is in a difficult situation, just like other central banks
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Our Bank of England call summarised

In Tine with our call, the Bank of England stayed on hold in November but still signalling rate hikes
are needed down the road to combat high inflation.

We expect the bank of England to hike the Bank Rate three times in 2022 (15bp in February,
25bpin May and 25bp in November]. The reason is that we expect the economic recovery will
continue (including increasing employment) amid still high inflation.

FX: Upside risks to EUR/GBP near-term; still set to move lower
in3-12M

As expected, the EUR/GBP moved higher on announcement now trading at 0.856 vs. 0.847
before the announcement. We are still of the view that the move higher in EUR/GBP
will be short-lived but near-term there are upside risks given the current market
pricing of Bank of England. We still expect rate hikes from the Bank of England, while
we expect the ECB to stay patient despite recent increases in rate hike expectations, see
ECB Review: Confirmed: Today’s meeting was a prelude to December, 28 October. Also
we still believe the environment is more supportive for GBP than EUR, as GBP usually
strengthens in an environment where USD does. That said, the potential for a stronger GBP
is lower than for USD. We still target EUR/GBP in 0.83 12M.
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Markets are pricing in fewer rate hikes after the meeting
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