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Announcement summary:
•

At its meeting today, the Bank of England (BoE) kept its deposit rate at 0.1% on a unanimous vote.

•

It also left its asset purchase programme unchanged at £875 billion on a 7-2 vote. The two dissenters were
seeking a reduction to £840 billion.

•

The BoE expects inflation to breach 4% before peaking.

•

Markets’ expectations of an interest-rate hike have been brought forward.

•

UK assets were broadly steady after the announcement.

•

UK assets continue to look well supported. We remain overweight UK equities. The economic recovery is
supporting earnings, low interest rates are supporting equity valuation and the wide yield gap with fixed income
is encouraging inflows.

The BoE’s Monetary Policy Committee noted that some “developments in the intervening period appear to have
strengthened” the case for policy tightening during its forecasting horizon. Dissenting views in favour of halting the asset
purchase programme grew, with Deputy Governor Dave Ramsden joining Michael Saunders in citing rising inflation. This
puts the BoE on a more hawkish path, following the Federal Reserve’s announcement yesterday that officials may taper
bond purchasing soon, while Norway raised its interest rate on Thursday.
The BoE highlighted additional concern over rising inflation, predicting that consumer prices will peak at over 4% in the
coming months, higher than their 2% target rate – figure 1. However, the MPC maintained its outlook that elevated cost
pressures would prove to be transitory. The minutes of the meeting noted that the “committee would monitor very closely
the risk that domestic and global demand and cost pressures could further affect medium-term inflation expectations.”
This UK inflation outlook is similar to the OECD’s view. The Paris-based think tank recently raised its forecasts for UK
inflation by 1% for this year to 2.3% and by 1.4% next year to an average of 3.1%. The short-term pressures are due to a
combination of supply chain disruptions, high shipping and commodity costs, and tight labour markets.

It is possible that the first interest-rate rise will take place before the end of the existing government bond purchase
programme in December 2021. A key short-term variable is unemployment, as the furlough scheme ends at the end of
September. This is likely to mean that there will not be a rate hike until early next year. Citi expects the deposit rate to
move from 0.1% to 0.5% by May 2022, and 1.25% by early 2024.
After the sharp growth rebound from the depths of the pandemic, the pace of growth is slowing somewhat. The BoE
revised down its 3Q21 GDP growth forecast slightly. However, the full-year GDP growth should still reach at least 6%,
with good indications of further strength into 2022. Economic resilience during the Delta variant wave has been
impressive – figure 2 – with 63% of adults vaccinated twice and boosters now being offered to the elderly. Consumer
spending is strong, supported by over £160 billion of net incremental accumulated savings during the pandemic. This is
also reflected in the booming residential property market – figure 3. Manufacturing activity remains strong – figure 4 –
and investment intentions continue to strengthen. Government spending on infrastructure and alternative energy
initiatives is expected to rise as the pandemic emergency spending lessens. Economic output is now back to the preCOVID level, albeit still 3.5% below than the projected trend from before the pandemic started.

Figure 1: UK Inflation vs BoE Target Rate
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Market outlook
Our Global Investment Committee remains overweight UK equities. The valuation multiple is cheap in absolute terms at
12.3 forward earnings even after the market’s 9.7% rise so far this year. It is also well supported by the low discount rate.
The relative underperformance remains significant – figure 5 – even as the UK’s Brexit challenges prove to be less than
earlier anticipated and the vaccine programme has been effective. EPS growth this year is likely to be very strong this
year and the average dividend yield of 3.9% is higher than any other developed market. Rising M&A activity and share
buybacks are important catalysts – see our EMEA Bulletin (August 16).

Figure 5: UK market is cheap in absolute and relative terms
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