ECONOMIC AND INTEREST OUTLOOK
The economic interest rate outlook provided by the Council’s treasury advisor, Arlingclose
Ltd, for December 2014 is detailed below. The Council will reappraise its strategy from
time to time and, if needs be, realign it with evolving market conditions and expectations for
future interest rates.

Underlying Assumptions:








The UK economic recovery slowed towards the end of 2014, with economic and
political uncertainty weighing on business investment. However, the Q3 growth rate
of 0.7% remains slightly above the long run average, suggesting the recovery
remains robust.
Household consumption is key to the recovery in 2015. While we expect
consumption growth to slow, given softening housing market activity and slower
employment growth, the fall in inflation and resulting rise in both real (and nominal)
wage growth and disposable income should support spending.
Inflationary pressure is currently low (annual CPI is currently 0.5%) and is likely to
remain so in the short-term. The fall in oil prices has yet to feed fully into the prices
of motor fuel and retail energy and CPI is expected to fall further. Supermarket price
wars are also expected to bear down on food price inflation.
The MPC's focus is on both the degree of spare capacity in the economy and the
rate at which this will be used up, factors prompting some debate on the Committee.









Nominal earnings growth is strengthening, but remains relatively weak in historical
terms, despite large falls in unemployment. Our view is that spare capacity remains
extensive. The levels of part-time, self-employment and underemployment are
significant and indicate capacity within the employed workforce, in addition to the still
large unemployed pool. Productivity growth can therefore remain weak in the short
term without creating undue inflationary pressure.
However, we also expect employment growth to slow as economic growth
decelerates. This is likely to boost productivity, which will bear down on unit labour
costs and inflationary pressure.
In addition to the lack of wage and inflationary pressures, policymakers are evidently
concerned about the bleak prospects for the Eurozone. These factors will maintain
the dovish stance of the MPC in the medium term. The MPC clearly believes the
appropriate level for Bank Rate for the post-crisis UK economy is significantly lower
than the previous norm. We would suggest this is between 2.5 and 3.5%.
The ECB has introduced outright QE as expected. While this may alleviate some of
the anxiety about the economic potential of the Eurozone, political risk remains
significant (e.g. Greek election). Therefore fears for the Eurozone are likely to
maintain a safe haven bid for UK government debt.

Forecast:






Our Advisors forecast the first rise in official interest rates in Q3 2015, but the risks to
this forecast are very much weighted to the downside. The February Inflation Report
will be key to our review of the possible path for Bank Rate.
We project a slow rise in Bank Rate. The pace of interest rate rises will be gradual and
the extent of rises limited; we believe the normalised level of Bank Rate post-crisis to
range between 2.5% and 3.5%.
Market sentiment (derived from forward curves) has shifted significantly lower in the
past three months; market expectations are now for a later increase in interest rates
and a more muted increase in gilt yields.

