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UK inflation and wage growth remain elevated but have eased over the past two
months fuelling rate cuts expectations. Near-term rate cuts remain unlikely,
although downside risks will increase as the UK economy likely slides into recession.

The MPC’s message remains unchanged as the Committee seeks to maintain tighter
financial conditions. Monetary policy will remain tight as inflation is expected to
moderate to target slowly, although some wage and inflation measures are below the
Bank's last forecasts.

Despite sume deterioration in activity data, the UK economy remains resilient in the
face of tighter monetary policy. Recent data has been soft but mixed; the more timely
PMI figures suggest that the services sector is recovering from a weak Q3. Tighter policy
will however bear down on domestic and external activity as interest rates bite.

Employment demand is easing. Anecdotal evidence suggests slowing recruitment and
pay growth, and we expect unemployment to rise further. As unemployment rises and
interest rates remain high, consumer sentiment will deteriorate. Household and
business spending will therefore be weak.

Inflation will fall over the next 12 months. The path to the target will not be smooth,
with higher energy prices and base effects interrupting the downtrend at times. The
MPC’s attention will remain on underlying inflation measures and wage data. We believe
policy rates will remain at the peak for another 10 months, or until the MPC is
comfortable the risk of further ‘second-round’ effects has diminished.

Maintaining monetary policy in restrictive territory for so long, when the economy is
already struggling, will require significant loosening in the future to boost activity.
Global bond yields will remain volatile. Markets are currently running with expectations
of near-term US rate cuts, fuelled somewhat unexpectedly by US policymakers
themselves. Term premia and bond yields have experienced a marked decline. It would
not be a surprise to see a reversal if data points do not support the narrative, but the
current 10-year yield appears broadly reflective of a lower medium- term level for Bank
Rate.

There is a heightened risk of fiscal policy and/or geo-political events causing substantial
volatility in yields.
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+ The MPC held Bank Rate at 5.25% in December. We believe this is the peak for
Bank Rate.

» The MPC will cut rates in the medium term to stimulate the UK economy but
will be reluctant to do so until it is sure there will be no lingering second-round
effects. We see rate cuts from Q3 2024 to a low of around 3% by early-
mid 2026.

+ The immediate risks around Bank Rate have become more balanced, due to the
weakening UK economy and dampening effects on inflation. This shifts to the
downside in the short term as the economy weakens.

» Long-term gilt yields are now substantially lower. Arlingclose expects yields to
be flat from here over the short-term reflecting medium term Bank Rate
forecasts. Periodic volatility is likely.



