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UK. Economy. Over the last two years, the coronavirus outbreak has done huge
economic damage to the UK and to economies around the world. After the Bank of
England took emergency action in March 2020 to cut Bank Rate to 0.10%, it left Bank
Rate unchanged at its subsequent meetings until raising it to 0.25% at its meeting on
16th December 2021, 0.50% at its meeting of 4th February 2022 and then to 0.75% in
March 2022.

The UK economy has endured several false dawns through 2021/22, but with most of
the economy now opened up and nearly back to business-as-usual, the GDP numbers
have been robust (9% y/y Q1 2022) and sufficient for the MPC to focus on tackling the
second-round effects of inflation, now that the CPI measure has already risen to 6.2%
and is likely to exceed 8% in April.

Gilt yields fell towards the back end of 2021, but despite the war in Ukraine gilt yields
have shot higher in early 2022. At 1.38%, 2-year yields remain close to their recent
11-year high and 10-year yields of 1.65% are close to their recent six-year high. These
rises have been part of a global trend as central banks have suggested they will
continue to raise interest rates to contain inflation.

Historically, a further rise in US Treasury yields will probably drag UK gilt yields higher.
There is a strong correlation between the two factors. However, the squeeze on real
household disposable incomes arising from the 54% leap in April utilities prices as well
as rises in council tax, water prices and many phone contracts prices, are strong
headwinds for any economy to deal with. In addition, from 1st April 2022, employees
also pay 1.25% more in National Insurance tax. Consequently, inflation will be a bigger
drag on real incomes in 2022 than in any year since records began in 1955.

Average inflation targeting. This was the major change in 2020/21 adopted by the
Bank of England in terms of implementing its inflation target of 2%. The key addition
to the Bank’s forward guidance in August 2020 was a new phrase in the policy
statement, namely that “it does not intend to tighten monetary policy until there is clear
evidence that significant progress is being made in eliminating spare capacity and
achieving the 2% target sustainably”. That mantra now seems very dated. Inflation is
the “genie” that has escaped the bottle, and a perfect storm of supply side shortages,
labour shortages, commodity price inflation, the impact of Russia’s invasion of Ukraine
and subsequent Western sanctions all point to inflation being at elevated levels until
well into 2023.



