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Economic and Interest Rate Commentary– Link Asset Services Ltd- 

Quarter Ended 30th September 2022 

• The second quarter of 2022/23 saw:  

- GDP in Q1 2022/23 revised upwards to 0.2% q/q from -0.1%, which means the UK economy 
has avoided recession for the time being. 

- Signs of economic activity losing momentum as production fell due to rising energy prices.  

- CPI inflation ease to 9.9% y/y in August but domestic price pressures showing little sign of 
abating in the near-term.  

- The unemployment rate falls to a 48-year low of 3.6% due to a large shortfall in labour 
supply. 

- Bank Rate rise by 100bps over the quarter, taking Bank Rate to 2.25% with further rises to 
come.  

- Gilt yields surge and sterling fall following the “fiscal event” of the new Prime Minister and 
Chancellor on 23rd September. 

• The UK economy grew by 0.2% in July following an upward revision to Q1’s GDP data (+0.2% q/q), 
though revisions to historic data left it below pre-pandemic levels. 

• There are signs of higher energy prices creating more persistent downward effects in economic 
activity. Both industrial production (-0.3% m/m) and construction output (-0.8% m/m) fell in July 
2022 for a second month in a row. Although some of this was probably due to the heat wave at 
the time, manufacturing output fell in some of the most energy intensive sectors (e.g., 
chemicals), pointing to signs of higher energy prices weighing on production. With the drag on 
real activity from high inflation having grown in recent months, GDP is at risk of contracting 
through the autumn and winter months.  

• The fall in the composite PMI from 49.6 in August to a 20-month low of 48.4 in September points 
to a fall in GDP of around 0.2% q/q in Q3 and consumer confidence is at a record low. Retail sales 
volumes fell by 1.6% m/m in August, which was the ninth fall in 10 months. That left sales 
volumes in August just 0.5% above their pre-Covid level and 3.3% below their level at the start of 
the year. There are also signs that households are spending their excess savings in response to 
high prices. Indeed, cash in households’ bank accounts rose by £3.2bn in August, which was 
below the £3.9bn rise in July and much smaller than the 2019 average monthly rise of £4.6bn.  

• The labour market remained exceptionally tight. Data for July and August provided further 
evidence that the weaker economy is leading to a cooling in labour demand. Labour Force Survey 
(LFS) employment rose by 40,000 in the three months to July (the smallest rise since February). 
But a renewed rise in inactivity of 154,000 over the same period meant that the unemployment 
rate fell from 3.8% in June to a new 48-year low of 3.6%. The single-month data showed that 
inactivity rose by 354,000 in July itself and there are now 904,000 more inactive people aged 16+ 
compared to before the pandemic in February 2020. The number of vacancies has started to level 
off from recent record highs but there have been few signs of a slowing in the upward 
momentum on wage growth. Indeed, in July, the 3my/y rate of average earnings growth rose 
from 5.2% in June to 5.5%. 

• CPI inflation eased from 10.1% in July to 9.9% in August, though inflation has not peaked yet. The 
easing in August was mainly due to a decline in fuel prices reducing fuel inflation from 43.7% to 
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32.1%. And with the oil price now just below $90pb, we would expect to see fuel prices fall 
further in the coming months.  

• However, utility price inflation is expected to add 0.7ppts to CPI inflation in October when the 
Ofgem unit price cap increases, typically, to £2,500 per household (prior to any benefit 
payments). But, as the government has frozen utility prices at that level for two years, energy 
price inflation will fall sharply after October and have a big downward influence on CPI inflation.  

• Nonetheless, the rise in services CPI inflation from 5.7% y/y in July to a 30-year high of 5.9% y/y in 
August suggests that domestic price pressures are showing little sign of abating. A lot of that is 
being driven by the tight labour market and strong wage growth. CPI inflation is expected to peak 
close to 10.4% in November and, with the supply of workers set to remain unusually low, the 
tight labour market will keep underlying inflationary pressures strong until early next year. 

• The ‘fiscal event’ proposed by the, then, new Prime Minister and Chancellor represented huge 
fiscal loosening funded from significant tax cuts will add to these domestic inflationary pressures 
and will leave a legacy of higher interest rates and public debt. Whilst the utility price freeze, 
which could cost up to £150bn (5.7% of GDP) over two years, will reduce peak inflation from 
14.5% in January next year to 10.4% in November this year, the long list of tax measures 
announced at the “fiscal event” adds up to a loosening in fiscal policy relative to the previous 
government’s plans of £44.8bn (1.8% of GDP) by 2026/27. These included the reversal of April’s 
national insurance tax on 6th November, the cut in the basic rate of income tax from 20p to 19p 
in April 2023, the cancellation of next April’s corporation tax rise, the cut to stamp duty and the 
removal of the 45p tax rate, although the 45p tax rate cut announcement has already been 
reversed.  

• Fears that the government had no fiscal anchor on the back of these announcements has meant 
that the pound has weakened, adding further upward pressure to interest rates. Whilst the 
pound fell to a record low of $1.035 on the Monday following the government’s “fiscal event”, it 
has since recovered to around $1.12. That is due to hopes that the Bank of England will deliver a 
very big rise in interest rates at the policy meeting on 3rd November and the government will lay 
out a credible medium-term plan in the fiscal statement on 23rd November.  Nevertheless, with 
concerns over a global recession growing, there are downside risks to the pound.  

• Since the fiscal event, we now expect the Monetary Policy Committee (MPC) to increase interest 
rates further and faster, from 2.25% currently to a peak of 5.00% in February 2023 (up from our 
previous forecast peak of 2.75%). The combination of the government’s fiscal loosening, the tight 
labour market and sticky inflation expectations means we expect the MPC to raise interest rates 
by 100bps at the policy meetings in November (to 3.25%) and 75 basis points in December (to 
4%) followed by further 50 basis point hikes in February and March (to 5.00%).  Market 
expectations for what the MPC will do are volatile. If Bank Rate climbs to these levels the housing 
market looks very vulnerable, which is one reason why the peak in our forecast is lower than the 
peak of 5.50% priced into the financial markets at present.  

• Gilt yields rose sharply at the end of September as investors demanded a higher risk premium 
and expected faster and higher interest rate rises to offset the government’s extraordinary fiscal 
stimulus plans. The 30-year gilt yield rose from 3.60% to 5.10% following the “fiscal event”, which 
threatened financial stability by forcing pension funds to sell assets into a falling market to meet 
cash collateral requirements. In response, the Bank did two things. First, it postponed its plans to 
start selling some of its quantitative easing (QE) gilt holdings until 31st October. Second, it 
committed to buy up to £65bn of long-term gilts to “restore orderly market conditions” until 
14th October. In other words, the Bank is restarting QE, although for financial stability reasons 
rather than monetary policy reasons.  
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• Since the Bank’s announcement on 28th September, the 30-year gilt yield has fallen back from 
5.10% to 3.83%. The two-year gilt yield dropped from 4.70% to 4.30% and the 10-year yield fell 
back from 4.55% to 4.09%.  

• There is a possibility that the Bank continues with QE at the long-end beyond 14th October or it 
decides to delay quantitative tightening beyond 31st October, even as it raises interest rates. So 
far at least, investors seem to have taken the Bank at its word that this is not a change in the 
direction of monetary policy nor a step towards monetary financing of the government’s deficit. 
But instead, that it is a temporary intervention with financial stability in mind.  

 

The S&P 500 and FTSE 100 climbed in the first half of Q2 2022/23 before falling to their lowest levels 
since November 2020 and July 2021 respectively. The S&P 500 is 7.2% below its level at the start of 
the quarter, whilst the FTSE 100 is 5.2% below it as the fall in the pound has boosted the value of 
overseas earnings in the index. The decline has, in part, been driven by the rise in global real yields 
and the resulting downward pressure on equity valuations as well as concerns over economic growth 
leading to a deterioration in investor risk appetite. 

 

MPC meetings 4th August and 22nd September 2022 

• In August, the Bank of England’s Monetary Policy Committee (MPC) increased Bank Rate to 
1.75%, and on 22nd September moved rates up a further 50 basis points to 2.25%.  The increase 
reflected a split vote – five members voting for a 50 basis points increase, three for 75 basis 
points and one for 25 basis points.  The MPC continues to grapple with getting inflation back on 
track over a three-year horizon. 

• Moreover, the UK now has a new Prime Minister, a new Chancellor and new economic policies 
that seek to grow the UK economy faster than at any time since the 1980s.  The central planks to 
the government’s new policies are tax cuts and regulatory simplification.  It is too early to say 
whether such policies will boost growth in the ways intended, but what is clear at this juncture is 
that the lack of scrutiny of the various projections, ideally by the Office of Budget Responsibility 
(OBR), and an emphasis upon borrowing to fund the significant cost of the proposals scared the 
markets. 

• Subsequently, the Government has announced that the OBR will scrutinise their spending plans 
on 23rd November, after the MPC next meets on 3rd November. Naturally, the Bank Rate forecast 
set out below will be dependent on a more joined-up set of communications from the Bank of 
England and the government than that which we have seen or heard so far.  In addition, the fiscal 
governance aspects referred to in the OBR’s upcoming review in November will need to be 
suitably couched in reassuring language and analysis to persuade the markets that fiscal rectitude 
has not been abandoned. 

• Of course, what happens outside of the UK is also critical to movement in gilt yields.  The US 
FOMC has led with increases of 300 basis points in the year to date and is expected to increase 
rates further before the end of the year.  Similarly, the ECB has also started to tighten monetary 
policy, albeit from an ultra-low starting point, as have all the major central banks apart from 
Japan.  Arguably, though, it is US monetary policies that are having the greatest impact on global 
bond markets. 
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• What happens in Ukraine will also impact the global economy, but particularly in Europe.  The 
search for alternative providers of energy, other than Russia, will take both time and effort.  The 
weather will also play a large part in how high energy prices stay and for how long. 

 
 
A SUMMARY OVERVIEW OF THE FUTURE PATH OF BANK RATE 
 
• Our central forecast for interest rates was previously updated on 9th August and reflected a view 

that the MPC would be keen to further demonstrate its anti-inflation credentials by delivering a 
succession of rate increases.  This has happened but the “fiscal event” has complicated the 
picture for the MPC, who will now need to double-down on counteracting inflationary pressures 
stemming from the government’s widespread fiscal loosening. 

• Further down the road, we anticipate the Bank of England will be keen to loosen monetary policy 
when the worst of the inflationary pressures are behind us – but that timing will be one of fine 
judgment: cut too soon, and inflationary pressures may well build up further; cut too late and any 
downturn or recession may be prolonged. 

• The CPI measure of inflation will peak at close to 10.4% in November 2022.  Despite the cost-of-
living squeeze that is still taking shape, the Bank will want to see evidence that wages are not 
spiralling upwards in what is evidently a very tight labour market. 

• Regarding the “provisional” plan to sell £10bn of gilts back into the market each quarter, this is 
still timetabled to take place but not until October at earliest. 

• In the upcoming months, our forecasts will be guided not only by economic data releases and 
clarifications from the MPC over its monetary policies and the government over its fiscal policies, 
but the on-going conflict between Russia and Ukraine.  (More recently, the heightened tensions 
between China/Taiwan/US also have the potential to have a wider and negative economic 
impact.) 

• On the positive side, consumers are still estimated to be sitting on over £160bn of excess savings 
left over from the pandemic so that will cushion some of the impact of the above challenges.   
However, most of those are held by more affluent households whereas lower income families 
already spend nearly all their income on essentials such as food, energy and rent/mortgage 
payments.  

 

PWLB RATES 

• The yield curve has shifted upwards since our August update and PWLB 5 to 50 years Certainty 
Rates are, generally, in the range of 4.25% to 5.75%.  The yield curve is currently inverted. 

• We view the markets as having built in, already, nearly all the effects on gilt yields of the likely 
increases in Bank Rate and the poor inflation outlook but markets are volatile and further 
whipsawing of gilt yields across the whole spectrum of the curve is possible.  

 

The balance of risks to the UK economy: - 
 

• The overall balance of risks to economic growth in the UK is to the downside. 
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Downside risks to current forecasts for UK gilt yields and PWLB rates include: - 
 
• Labour and supply shortages prove more enduring and disruptive and depress economic activity 

(accepting that in the near-term this is also an upside risk to inflation and, thus, rising gilt yields). 
 
• The Bank of England acts too quickly, or too far, over the next two years to raise Bank Rate and causes 

UK economic growth, and increases in inflation, to be weaker than we currently anticipate.  
 
• UK / EU trade arrangements – if there was a major impact on trade flows and financial services due to 

complications or lack of co-operation in sorting out significant remaining issues.  
 
• Geopolitical risks, for example in Ukraine/Russia, China/Taiwan/US, Iran, North Korea and Middle 

Eastern countries, which could lead to increasing safe-haven flows.  
 
 

Upside risks to current forecasts for UK gilt yields and PWLB rates: - 
 

• The Bank of England is too slow in its pace and strength of increases in Bank Rate and, therefore, 
allows inflationary pressures to build up too strongly and for a longer period within the UK economy, 
which then necessitates an even more rapid series of increases in Bank Rate faster than we currently 
expect.  

 
• The Government acts too quickly to cut taxes and/or increases expenditure in the light of the cost-of-

living squeeze. 
 
• The pound weakens because of the UK’s growing borrowing requirement resulting in investors pricing 

in a risk premium for holding UK sovereign debt. 
 

• Longer term US treasury yields continue to rise strongly and pull gilt yields up even higher than 
currently forecast. 
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