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1. Economic Performance Q1 and Q2 
Growth and Inflation: The recent strong performance of the UK economy continued with 
output growing at 0.8% in Q1 2014 and at 0.9% in Q2.  The services sector once again grew 
strongly. On the back of strong consumption growth, business investment appeared to be 
recovering quickly, albeit from a low base. The annual CPI inflation rate fell to 1.5% year-on-
year in August.   
Revisions to the Gross Domestic Product (GDP) methodology, now compliant with the 
European System of Accounting 2010, mean that growth is now estimated to be 2.7% above 
its pre-recession peak in Q1 2008 rather than just 0.2% higher, the general theme being that 
the recession was not as deep and the recovery was earlier than initially estimated.  In 
anticipation of these revisions, the MPC has forecast growth at 3.4% in 2014.   
Unemployment: The labour market continued to improve, with strong employment gains and 
the headline unemployment rate falling to 6.2%. However, earnings growth remained very 
weak, rising just 0.6% for the three months May-July 2014 when compared to the same 
period a year earlier. The growth in employment was masked by a large number of zero-hour 
contracts and involuntary part-time working.  
UK Monetary Policy: The Monetary Policy Committee (MPC) made no change to the Bank 
Rate of 0.5% and maintained asset purchases at £375bn. However, there was a marked shift 
in tone from the Bank of England’s Governor and other MPC members. In his Mansion 
House speech in June Governor Mark Carney warned that interest rates might rise sooner 
than financial markets were expecting. Following some mixed messages from Governor 
Carney later in the summer, the minutes of the August and September MPC meetings 
revealed a split vote with regards to the Bank Rate. Ian McCafferty and Martin Weale voted 
to increase Bank Rate by 0.25%, arguing economic circumstances were sufficient to justify 
an immediate rise. The MPC emphasised that when Bank Rate did begin to rise, it was 
expected to do so only gradually and would likely remain below average historical levels for 
some time to come. 
In the Bank of England’s August Inflation Report the Bank forecast growth to be around 3½% 
in 2014, easing back thereafter to around its pre-crisis historical average rate. Inflation was 
forecast to remain at, or slightly below, 2% before reaching the target at the end of the 2-year 
forecast period. 
The Bank’s Financial Policy Committee also announced a range of measures to cool the 
UK’s housing market to avert the potential of spiralling house prices derailing a sustainable 
economic recovery. Key recommendations included lenders stress-testing mortgage 
applicants can cope with a 3% rise in interest rates; putting a 15% cap on the number of 
mortgages at more than 4.5 times the borrower’s income; and a separate Treasury pledge 
banning anyone applying for a loan through the Help to Buy scheme borrowing more than 4.5 
times their income. The Prudential Regulation Authority also announced that it intends to 
consult on capital requirements for mortgages. 
  

The result of the Scottish referendum in the end was close, but not as close as many 
believed it might be. However, the political upheaval set in motion (the Prime Minister’s 
linking of a more devolved Scotland to giving greater powers to English MPs over English-
only legislation, the prospect of Scotland’s potential freedom to raise taxes not being 



 
replicated elsewhere in the UK) is arguably likely to be just as problematic in the run-up to 
and beyond next year’s general election.  
Eurozone inflation continued to fall towards zero (HICP inflation registered just 0.3% in 
September), and there was mounting evidence that the already feeble recovery was losing 
pace. The unemployment rate remained stubbornly high at 11.5%. The European Central 
Bank lowered its official benchmark interest rate from 0.15% to 0.05%. The rate it pays on 
commercial bank balances held with it was also cut further into negative territory from -0.1% 
to -0.2% and the Marginal Lending Facility rate cut further to 0.3%. The ECB also announced 
a programme of acquiring Asset Backed Securities (ABS) from banks in an effort to 
encourage lending which was viewed as being one step away from full blown Quantitative 
Easing (QE) adopted by the US, UK and Japanese central banks.  The minutes of the Bank 
of England’s MPC meeting in September noted that “weakness in the euro area had been the 
most significant development during the month” and that, if it led once again to uncertainty 
about the sustainability of euro-area public and external debt, it could damage confidence 
and disrupt financial markets.  
There was no change from the US Federal Reserve as the central bank kept policy on its 
current track with a reduction in asset purchases by $10 billion per month. Asset purchases 
are expected to end by October 2014, expectations therefore turned towards the timing of 
rate increases. The US economy rebounded strongly in Q2 with annualised growth of 4.6%.  
Market reaction: Gilt yields have continued to decline and hit a financial year low at the end 
of August, before ticking upwards in the run up to the Scottish referendum. What has driven 
yields lower is a combination of factors but the primary drivers have been the escalation of 
geo-political risk within the Middle East and Ukraine alongside the slide towards deflation 
within the Eurozone (EZ). 
2. Outlook for Q3 and Q4 
The stronger economic growth seen in the UK over the past six months is likely to use up 
spare capacity more quickly than previously assumed. Arlingclose has brought forward the 
timing for the first rise in Bank Rate to Q3 2015.   
In addition to two MPC members having voted for a rate rise in August and September, the 
rhetoric from Committee members has in general become more hawkish.  However, the lack 
of inflationary pressure is expected to allow policymakers to hold off monetary tightening for 
longer than the market currently expects. The near-term risk is that the Bank Rate could rise 
sooner than anticipated, which is captured in the ‘upside risk’ range of our forecast table 
below.  
The focus is now on the rate of increase and the medium-term peak and, in this respect, 
expectations are that rates will rise slowly and to a lower level than in the past. 

Dec-14 Mar-15 Jun-15 Sep-15 Dec-15 Mar-16 Jun-16 Sep-16 Dec-16 Mar-17 Jun-17
Official Bank Rate
Upside risk      0.25      0.25      0.25      0.25      0.25      0.25      0.50      0.50      0.50      0.50      0.50 
Arlingclose Central Case     0.50     0.50     0.50     0.75     0.75     1.00     1.00     1.25     1.25     1.50     1.50 
Downside risk 0.25 0.25 0.50 0.50 0.75 0.75 1.00 1.00  


