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Bank of England to keep rates on hold,
but faster cuts are coming
With services inflation still elevated, the Bank of England is treading
more carefully towards lower interest rates than the Federal
Reserve, and that suggests the committee will vote for no change this
month. That could start to change, however, assuming signs of lower
wage/price expectations begin to show through in the official numbers

Things might be at a
cautious standstill at
the Bank of England for
now, but we think the
pace could quickly pick
up beyond November

Bank of England treading more cautiously than the Fed
The Bank of England may have started cutting rates ahead of the Federal Reserve, but you
wouldn’t know it listening to recent comments from the UK's central bank. The tone of the August
meeting and subsequent speeches have made it abundantly clear that officials don’t want
markets running away with the idea that this is going to be a rapid easing cycle.

Markets have taken notice. Not only are investors pricing fewer cuts before the end of this year,
but they expect rate cuts to land at a higher level in the UK than the US too. That wasn’t the case
before the summer.

Some of that caution can also be explained by services inflation. At 5.2%, it’s still above that of the
US and eurozone, much like wage growth. Admittedly, that is a fair way below the Bank’s most
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recent forecast and July’s number was below consensus too. But just like the upside surprises that
had come before it, this is mainly down to volatility in components the BoE isn’t so bothered
about. Hotel prices are one such example.

The labour market data, though of dubious quality right now, isn’t screaming a need to ramp up
the pace just yet. Vacancies are virtually back to pre-Covid levels, but officials are still wary that
wage growth has consistently outpaced previous forecasts.

Services CPI has been thrown around by some volatile
components

Source: Macrobond, ING calculations

The bar to a September cut seems fairly high
The bar to a cut at September’s meeting therefore seems fairly high, with officials preferring to
wait until November before lowering rates again. We don’t get any new forecasts this time either,
nor a press conference, and we suspect the policy statement will be absent of any major signals
on where rates need to go from here.

Governor Andrew Bailey used his speech at Jackson Hole recently to set out three scenarios for
“persistent” inflation, ranging from the benign (services inflation falls of its own accord, regardless
of what the BoE does), to one where it turns out price/wage setting behaviour has permanently
shifted in a way that forces rates to stay high for longer. That simply reflects the increasingly
visibly divided committee on where rates need to go next.

Bailey himself seems to be leaning towards a more dovish interpretation of the inflation outlook.
And the Bank’s August forecasts show that, based on rates falling to 4% by the end of 2025,
inflation would end up a little below target. But the fact that August’s rate cut was voted through
by the narrowest of margins shows that not everyone is convinced. We suspect this month we’ll
see a 7-2 vote in favour of keeping rates on hold, with Swati Dhingra and Dave Ramsden – both of
whom had voted for cuts before July – sitting in the minority.
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Wage growth expectations are cooling down

Source: Macrobond

Faster cuts are coming beyond November
But by the time of November’s meeting, and more so by December, we think it will become clearer
that rate cuts can pick up speed. Already we can see from the Bank’s Decision Maker Panel survey
that both expected and realised wage/price growth have fallen materially so far this year.
Assuming that continues and it starts to show through more visibly in the official data, we think
back-to-back rate cuts beyond November can take Bank Rate down to 3.25% by the end of next
summer.

That would mean the UK doesn’t look that different to the Fed and that markets are being too
cautious about the path of rate cuts to come.

Gilt yields lower by the fall in US yields, but could go lower still
With the first Fed cut incoming, UST yields dragged global yields lower, but Gilt yields have so far
shown relative resilience. The 2Y Gilt yield is now around 20bp above the 2Y UST yield, which
reflects the diverging expectations about central bank cuts. Where the US economic data has been
disappointing as of late, UK data was often more upbeat than consensus expectations – and in
turn, the pricing of BoE cuts by markets is relatively less dovish.

Going forward, we think rate markets may be overly extrapolating the potential economic
outperformance of the UK. The economic slowdown is not just a US story; the rest of Europe and
China too are showing clear signs of cooling. We've written previously about the observation that
the BoE landing point as priced by markets is now above that of the Fed, which deviates from our
long-term view.
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Gilt yields are now above USTs, which could be unsustainable

Sterling may struggle to push much further ahead
Sterling has had a good 2024, with the BoE's broad, trade-weighted sterling index currently up
nearly 3.5% year-to-date. Rate differentials have certainly played a part, as discussed above. We
find it hard to attribute/quantify sterling outperformance to Labour's landslide win and warmer
relations with Brussels. And indeed it may be that the moderate US slowdown and the seeming
stagnation in continental Europe are making the UK and sterling look good. We also think Merger &
Acquisition activity could be playing a role here, with over $200bn of announced deals targeting
the UK this year.

Yet, if the BoE does start to play catch-up with the Fed – and to a lesser degree, the European
Central Bank – we anticipate that sterling may start to struggle. It may be too soon to expect that
to happen at the September BoE meeting unless the vote split for unchanged rates is surprisingly
close or there is some important change in the statement. But by year-end, we would expect the
BoE to have turned more dovish and EUR/GBP and GBP/USD to be trading near the 0.85 and 1.29
levels respectively.
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