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              Evidence UK inflation pressures easing hits sterling

Markets had expected the Bank of England to lag behind other central banks in cutting rates
through to the end of 2025, mainly due to evidence of persistent inflationary pressures.
However, this week saw both UK private sector regular pay growth (4.5%) and CPI inflation
(1.7%) ease. Hence, investors now expect the Bank of England to cut rates towards 3.5% by
end-2025, vs 3.8% previously. Also, UK 10-year Gilt yields have fallen back to 4.08%, no longer
with a marked spread to US Treasury yields. Similarly, the sterling/dollar exchange rate has
fallen back to $1.299, having peaked at $1.34 in late September. The next key event is the
October 30th Budget, with speculation growing a £40bn package of spending cuts and tax rises,
worth 1.4% of GDP, will be implemented. If so, this will act to cool the UK economy, perhaps
persuading markets the Bank of England has even more scope to loosen its monetary policy. 

UK jobs and pay growth continue to soften: Tuesday's (October 15th) UK labour market data
suggested underlying conditions continue to loosen. True, the unemployment rate fell slightly to 4.0%,
but has been volatile over the past year. In contrast, the ONS's measure of pay-rolled employees was
30.35 million, down -0.1% over the past three months, the first decline in over 3 years. There has also
been a clear downward trend in vacancies, which fell again in September to 841,000, back to pre-
pandemic levels (see chart below). Hence, private sector regular earnings growth eased to 4.5% in
August, a two-and-a-half year low. 

CPI inflation falls below Bank of England target for the first time: Fresh data released Wednesday
(October 16th) indicated UK CPI inflation fell to 1.7% in September, well below market expectations for
a 2% rate. This is the first time CPI inflation has fallen below the Bank of England's 2% target since
April 2021. Crucially, the weaker CPI figures reflected a decline in both the core CPI inflation rate to
3.2% and services inflation to 4.9%. This is clearly welcome news for the Monetary Policy Committee,
reinforcing the view that loosening labour market conditions and weaker pay growth are easing cost-
price pressures in the services sector. 

UK gilt yields fall back, sterling depreciates: UK 10-year Gilt yields peaked at 4.25% on October
11th, 15 basis points above US Treasury yields (see chart below). In the wake of September's CPI
inflation data this spread narrowed, 10-year Gilt yields falling to 4.08%. Markets are now more
confident the Bank of England will cut official rates, the overnight index swap (OIS) curve implying
3.5% by end-2025, vs 3.8% previously. Options prices now fully price in a rate cut at the November 7th
meeting with close to a 70% probability of a second cut to 4.5% at the December 19th meeting. The
sterling/dollar exchange rate has now fallen to $1.299 having peaked at $1.34 in late September. 

October Budget now the key challenge: The next key event for the UK economy is the Budget on
October 30th. The new Labour government has said it has identified a £22bn spending hole, which will
need to be funded by cuts elsewhere, or tax rises. However, the spending plans new Chancellor of the
Exchequer Rachel Reeves has inherited from the Conservatives, have been criticised as unrealistic.
Hence, it has been reported Labour is now considering an even larger £40bn (1.4% of nominal GDP)
package of tax rises and spending cuts - to avoid real cuts to Departmental spending - and rein in
public sector borrowing, of 4% of GDP. Of course, the more aggressive the austerity measures
announced in October's budget, the more likely it is the Bank of England will have scope to cut rates.
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Disclaimer 
This document has been prepared by the Economic Research Unit at The Governor and Company of the Bank of Ireland (“BOI”) for
information purposes only and BOI is not soliciting any action based upon it. BOI believes the information contained herein to be accurate
but does not warrant its accuracy nor accepts or assumes any responsibility or liability for such information other than any responsibility it
may owe to any party under the European Union (Markets in Financial Instruments) Regulations 2017 as may be amended from time to
time, and under the Financial Conduct Authority rules (where the client is resident in the UK), for any loss or damage caused by any act or
omission taken as a result of the information contained in this document. Any decision made by a party after reading this document shall be
on the basis of its own research and not be influenced or based on any view or opinion expressed by BOI either in this document or
otherwise. This document does not address all risks and cannot be relied on for any investment contract or decision. A party should obtain
independent professional advice before making any investment decision. Expressions of opinion contained in this document reflect current
opinion as at 17th October 2024 and is based on information available to BOI before that date. This document is the property of BOI and its
contents may not be reproduced, either in whole or in part, without the express written consent of a suitably authorised member of BOI.
Bank of Ireland is regulated by the Central Bank of Ireland. In the UK, Bank of Ireland is regulated by the Central Bank of Ireland and
authorised by the Prudential Regulation Authority. Subject to regulation by the Financial Conduct Authority and limited regulation by the
Prudential Regulation Authority. Details about the extent of our regulation by the Prudential Regulation Authority are available from us on
request. The Governor and Company of the Bank of Ireland is incorporated in Ireland with limited liability. Registered Office 2 College
Green, Dublin, D02 VR66. Registered Number C1. 
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