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Bank of England hints that the first rate
cut is drawing nearer

The Bank of England kept rates on hold this month, but comments in
the statement and minutes suggest officials are getting closer to
cutting interest rates despite some recent unwelcome services
inflation figures

Andrew Bailey,
governor of the Bank of
England

Catch James' latest CNBC interview here, where he discusses today's Bank of England
decision

The latest post-meeting statement is slightly dovish

The Bank of England has voted 7-2 in favour of keeping rates at 5.25% for another month. No
surprises there, but in the limited comments we got from the Bank today, this is a statement that
reads more dovish than we suspect many investors might have expected.

Admittedly, markets are relatively unmoved on the decision - the probability of an August rate cut
has inched up from 40% to 60% in the minutes since. The fact that there wasn't a larger repricing
is probably because the Bank didn't change its forward guidance, which has for some time
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signalled that rates need to stay restrictive for an "extended period". Had that changed, then it
would have been a pretty clear signal that an August rate cut was on the cards.

But elsewhere, the narrative is more interesting. A key question for today's meeting was what the
Bank made of the recent upside surprises to services inflation, which at 5.7% is running half a
percentage point above the BoE's forecast from early-May. Rather revealingly, the statement puts
this down to volatility related to annual price hikes towards the start of the financial year. And that
suggests the Bank isn't drawing too many conclusions about the underlying trend from the most
recent data. We tend to agree, and remember we saw a very similar pattern in services inflation
this time last year. Progress should resume over the coming months.

Clearly not everyone on the committee agrees, and the view of the three hawkish external
committee members is well known. They're unlikely to join the camp voting for rate cuts any time
soon. But buried away in the minutes is confirmation that this isn't necessarily the majority view
among those voting to keep rates on hold this month. The minutes note that for some members,
the surprises on services inflation "did not alter significantly the disinflationary trajectory".

An August rate cut is our base case

The bottom line here is that the Bank isn't pre-committing to anything ahead of the summer.
That's not surprising. The Bank has generally been more reluctant than the European Central Bank
to pre-commit to a course of action ahead of time.

But it's clear the committee is getting closer to the point of cutting rates. Assuming the next
inflation report in mid-July doesn't contain any nasty surprises, we still think the Bank will vote for
a rate cut in August. Today's meeting suggests that the BoE is in a similar mindset to the ECB,
where it is getting more confident in its inflation forecasting ability and therefore feels able to look
through temporary gyrations in underlying CPI data.

Bank officials are heavily constrained in what they can say during the current election campaign.
But Governor Andrew Bailey said in May that the Bank may end up cutting rates further than
markets were pricing at the time, a rare signal aimed at investors. Watch out for any speeches
getting put into the calendar just after the UK election on 4 July, where officials like Bailey or his
deputy governors/chief economist might look to firm up expectations for a summer cut.

The impact on sterling

News that the views of some of those voting for unchanged rates today were ‘finely balanced’ was
enough to generate a little bullish steepening of the Gilt curve and a modestly weaker pound.
Bigger moves here probably required some more substantial shifts in the language of the
statement or the voting pattern - which was not the case today.

As above, we read the minutes as slightly bearish for the pound as it raises expectations we could
hear from the BoE dovish elements once the 4 July general election has passed. Given both the
Bank of England and the Swiss National Bank earlier today noted the impact of European politics
on financial markets, it is probably a little dangerous to expect too much strength in EUR/GBP until
we have seen the outcome of the French election later this month. Instead, the risks of sterling
weakness emerging over coming months should largely be witnessed in GBP/USD, which we expect
to trade back under 1.25.
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