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The influence of the mini-budget on rates and yields continues to wane following
the more responsible approach shown by the new incumbents of Downing Street.

Volatility in global markets continues, however, as investors seek the extent to
which central banks are willing to tighten policy, as evidence of recessionary
conditions builds. Investors have been more willing to price in the downturn in
growth, easing financial conditions, to the displeasure of policymakers. This raises
the risk that central banks will incur a policy error by tightening too much.

The UK economy is already experiencing recessionary conditions and recent GDP and
PMI data suggests the economy entered a technical recession in Q3 2022. The
resilience shown by the economy has been surprising, despite the downturn in
business activity and household spending. Lower demand should bear down on
business pricing power - recent data suggests the UK has passed peak inflation.

The lagged effect of the sharp tightening of monetary policy, and the lingering effects
of the mini-budget on the housing market, widespread strike action, alongside high
inflation, will continue to put pressure on household disposable income and wealth.
The short- to medium-term outlook for the UK economy remains bleak.

Demand for labour appears to be ebbing, but not quickly enough in the official data
for most MPC policymakers. The labour market remains the bright spot in the
economy and persisting employment strength may support activity, although there is a
feeling of borrowed time. The MPC focus is on nominal wage growth, despite the huge
real term pay cuts being experienced by the vast majority. Bank Rate will remain
relatively high{er) until both inflation and wage growth declines.

Global bond yields remain volatile as investors price in recessions even as central
bankers push back on expectations for rate cuts in 2023. The US labour market
remains tight and the Fed wants to see persistently higher policy rates, but the lagged
effects of past hikes will depress activity more significantly to test the Fed’s resolve.

While the BoE appears to be somewhat more dovish given the weak outlook for the UK
economy, the ECB seems to harbour (worryingly) few doubts about the short term
direction of policy. Gilt yields will be broadly supported by both significant new bond
supply and global rates expectations due to hawkish central bankers, offsetting the
effects of declining inflation and growth.
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» The MPC raised Bank Rate by 50bps to 3.5% in December as expected, with
signs that some members believe that 3% is restrictive enough. However, a
majority of members think further increases in Bank Rate might be required.
Arlingclose continues to expect Bank Rate to peak at 4.25%, with further 25bps
rises February, March and May 2023.

» The MPC will cut rates in the medium term to stimulate a stuttering UK
economy, but will be reluctant to do so until wage growth eases. We see rate
cuts in the first half of 2024.

» Arlingclose expects gilt yields to remain broadly steady over the medium term,
although with continued volatility across shorter time periods.

» @Gilt yields face pressures to both sides from hawkish US/EZ central bank policy
on one hand to the weak global economic outlook on the other. BoE bond sales
and high government borrowing will provide further underlying support for
yields.



