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Bank of England Preview
Waiting for Carney
We expect the Bank of England (BoE) to remain on hold at Thursday’s Monetary
Policy Committee (MPC) meeting (13:00 CET). Any policy changes on Thursday
would be a surprise. All analysts surveyed by Bloomberg expect both unchanged rates
and the Asset Purchase Facility (APF) to be kept on hold at GBP375bn.
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Recent statements from MPC members, as well as the latest minutes, suggest that the
MPC in general has less confidence in additional quantitative easing. We do not
expect any policy changes for the remaining period of Mervyn King’s governorship.
More interesting is that on Thursday Mark Carney will appear before the Treasury
Committee (10:45 CET). Mr Carney has recently promoted nominal GDP (NGDP)
targeting as a way to communicate and manage monetary policy expectations. Here
we review his comments as well as the possible implications of NGDP targeting.

No changes on Thursday’s MPC meeting
The MPC minutes from the January meeting were largely as expected, with David Miles
continuing to vote for an immediate expansion of gilts purchases (he has done it for three
meetings now). The minutes indicated some concerns about the potential for inflation
persistence and uncertainty of the effectiveness of additional asset purchases: ‘There
remained uncertainty about their [asset purchases] impact on nominal demand , and they
might prove less effective in boosting real output (...) had strengthened the belief of some
of these members that no further asset purchases were required at the current juncture’
More colours of this view was given in recent comments from MPC members. In his final
regional speech in Northern Ireland, Governor King stated his view that monetary policy
cannot solve all economic problems, ‘generalised monetary stimulus is not a panacea’.
But he did not rule out further asset purchases should the economy deteriorate further.
This was also the essence of external MPC members Ian McCafferty’s first public speech
a couple of weeks ago. He expressed concerns about the marginal efficiency of asset
purchases and ‘fears of such demand stimulus would have inflationary consequences’.
Without over-interpreting his wording we would classify McCafferty as a median voter
with a hawkish bias.
Hence, we think the MPC view the economy developing in line with the November
Inflation Report (with GDP slow recovering and inflation to be above target until mid
2014). We do not see the MPC to impose any material policy changes before Mark
Carney takes over the chair as governor. One possible change could though be a
reinvestment of the redeemed gilts currently in the APF (GBP 6.1bn in March, 1.6bn in
September). But such a change should merely be viewed as a technical adjustment to
maintain the current policy.
Note, that BoE will publish the next Inflation Report next week (13 Feb) and new
forecasts will be available on this week’s MPC meeting.
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Debate on UK monetary framework
There have been an increasing number of comments and discussions on the Bank of
England’s monetary framework with the appointment of Mark Carney as the next
governor taking over the chair in July 2013.
In the following, we look at recent statements from Mr Carney, revisit NGDP as a
monetary framework and examine the market implications of a change of framework.

Pricing in Carney (and NGDP targeting)
In a speech on 12 December 2012, Mr Carney reflected o guidance and central bank
options at the zero lower bound and he expressed some sympathy for nominal GDP
targeting. His views on monetary policy were elaborated in a panel discussion in Davos in
January. Mr Carney insisted that monetary policy was far from ‘maxed out’ and that it
should continue to accommodate the recovery until economics has achieved ‘escape
velocity’ even if inflation was above target.
Furthermore, according to the press, it seems as though there is some – if not considerable
– sympathy for NGDP targeting within the UK government and speculation about using
Carney’s nomination to change the monetary framework has flourished.

Central banks at zero lower bound
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If the BoE were to change its operational target from the present inflation target to a
NGDP target, it would have a considerable impact on the outlook for the GBP, as it
would imply a considerable easing of monetary conditions in the near term.
Since mid-December, the GBP has weakened against both the EUR and the USD.
However, we think that the weakening trend is far from over. There are numerous reasons
for our bearish view but longer term we would stress in particular the outlook for a
change in Britain’s monetary policy regime.

What is NGDP targeting?
From the mid-1990s until 2007-08, UK nominal GDP grew at close to 5.5% year-on-year.
Proponents of NGDP (level) targeting basically propose that the Bank of England should
implement this as an actual monetary policy target rather than the present 2% inflation
target. Carney’s expression of ‘bygones are not bygones under NGDP’ is illustrated in the
chart below.
Actual UK nominal GDP and 5.5% path 1995–08 extrapolated
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NGDP targeting proponents would argue that if real GDP growth is 3% in the long run
and the BoE targets 5% NGDP growth, it would bring 2% inflation in the long run.
Hence, from a long-run perspective, the inflation outcome would be the same whether the
BoE targets 2% inflation or 5% NGDP growth. Therefore, an NGDP target in general
does not imply an easier monetary policy stance but would probably imply a more stable
development in both real and nominal GDP growth. As a consequence, whether the BoE
targets 2% inflation or 5% NGDP growth, it would not make much difference to the
outlook for the GBP.
However, in the short run there is a considerable difference in the monetary policy stance
depending on whether the BoE targets 2% or the NGDP level.
Since the crisis struck in 2008, UK NGDP has fallen more than 15% compared with the
pre-crisis trend level. Proponents of NGDP level targeting have advocated that the BoE
should implement a policy to bring back UK NGDP to the pre-crisis level – or at least to a
level considerably higher than the present level. Judging from Mark Carney’s comments,
he seems to have sympathy for ‘pushing’ NGDP to a level somewhat higher than implied
by the NGDP trend of the last four to five years.
Therefore, an NGDP level target in its purest form would imply that the BoE would
pursue a policy to bring back NGDP to the pre-crisis trend over, for example, two or three
years. Given that NGDP has fallen significantly short of the pre-crisis trend over the last
four to five years, it would take above pre-crisis trend growth to bring NGDP back ‘on
track’. Indeed, it would take more than 10% NGDP on average per year until mid-2016 to
bring NGDP back to the pre-crisis trend. However, we find it very unlikely that the BoE
would try to close the ‘NGDP gap’ even if there was a formal shift to NGDP level
targeting.
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How could NGDP level targeting be implemented in the UK?
The level of NGDP has fallen so much short of the pre-crisis trend that we find it very
unlikely that the BoE will ever try to bring the level of NGDP all the way back to the precrisis level. There are numerous reasons for this. First, it would simply be seen as too
extreme to try in a period to increase NGDP growth above 10%. Second, one can
certainly argue that the 5.5% growth trend in NGDP in the period prior to the crisis was in
itself excessive and therefore serves as a bad benchmark. Third, we are in uncharted
territory in terms of conduct of monetary policy, which would be likely to necessitate
some conservatism in terms of implementing an NGDP level target in UK.
Therefore, if the BoE and the British government were to opt for implementing some
form of NGDP level targeting, we see two possible options, both of which involve a
short-term (two to three years) ‘lift’ to the UK NGDP level.
1. Temporary NGDP targeting.

This option would imply that the BoE and British government announce that they
would implement a monetary policy to ensure a lift in NGDP of, for example, 10%
over a two-year period from the present level to ‘normalise’ the UK economic
situation. Thereafter, they would return to the BoE’s present 2% inflation target. The
BoE would probably be able to argue that that is within the BoE’s flexible inflation
targeting regime. This would have considerable attraction for policymakers for
practical-political reasons, as it could boost NGDP without any reputational risk (i.e.
being accused of changing the BoE mandate as a means to get re-elected). However, it
would, in our view, be less preferable from a longer term perspective, as it would be a
less credible policy shift. Nonetheless, it could be seen as the compromise between
those policymakers who advocate a stronger monetary response to the crisis and the
‘traditionalists’ within the BoE who do not welcome this change.
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2. Permanent NGDP level targeting.

There is no doubt that the proponents of NGDP level targeting – both in the
increasingly active blogosphere and advocates within the UK administration – would
prefer a shift to the pure form of NGDP level targeting. We could imagine the BoE
under such a permanent NGDP targeting regime announcing that it would target 6-8%
NGDP growth in two to three years, thereafter returning to a ‘steady state’ target of
NGDP around a 4-5% growth path. This would not close the ‘NGDP gap’ in the sense
of returning the NGDP to the pre-crisis trend but it would provide monetary stimulus
to lift the level of NGDP and furthermore – and from a long-term perspective – would
re-establish a rule-based UK monetary policy. The chart on the right illustrates how
this would look in a ‘stylised’ setting with a couple of years of above-trend NGDP
growth and then a ‘return’ to stable NGDP growth of 4% or 5%.
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Assuming that the BoE decides to implement one of the above, we would expect the BoE
at the same time to announce open-ended quantitative easing to achieve the new target
and hence follow the lead from the Federal Reserve and the Bank of Japan, which in the
last couple of months have announced new monetary policy frameworks. In our view, an
announcement of open-ended asset purchases is a pre-condition for making a new target
credible.
Regardless of whether a new NGDP level target is implemented temporarily or
permanently, there is no doubt that it would necessitate significant monetary easing – in
the form of both quantitative easing and, equally importantly, clear communication about
the BoE’s intention to increase the nominal GDP level (some sort of commitment or
guidance).

UK government bonds and NGDP

Therefore, we conclude that a shift to any form of NGDP level targeting would have
significant implications for the UK FX and fixed income markets.

How much is priced in already? What are the markets telling us?
It is no longer a secret that the UK government and the Bank of England are both
discussing and thinking seriously about implementing a form of NGDP level targeting.
Therefore, we could expect to see some impact on the markets.

Source: Macrobond, Danske Bank Markets

Overall, we would eventually expect to see the markets reacting to the announcement and
implementation of an NGDP level target in the following way:
1. The GBP should weaken – against both the EUR and the USD – as the BoE initiates

monetary easing. However, after the initial correction to the ‘lift’ in the NGDP level,
the GBP should settle at a new weaker ‘fair value’ level. Longer term (after the
NGDP level has been lifted), we would not expect the GBP to trend either weaker or
stronger against the major cross, as we would expect inflation to settle down close to
what we should expect in the US or the eurozone (2% or so).

Sterling weakened in January

2. If the BoE is able to lift NGDP and, more importantly, is able to lift the expectation of

future NGDP growth then over time we should expect a significant increase in longer
UK yields. Historically, UK bond yields have more or less tracked NGDP growth. So,
if the BoE targets NGDP growth of 4-5% in the long run then we should assume this
to be the ‘steady state’ level of UK long-term bond yields. Hence, the yield curve
should steepen.
3. A boost to NGDP growth would be likely to give a boost to the earnings growth of

UK companies and, as a consequence, we would expect a lift in the level of NGDP to
also lift UK equity prices.

Source: Macrobond, Danske Bank Markets

These are what we could call stylised market reactions to the announcement of a lift in the
NGDP level and this serves as a useful benchmark in terms of assessing how much
monetary easing is already priced into the UK markets.
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Judging by the recent development in EUR/GBP we could be tempted to conclude that
the market is already pricing in significant monetary easing. However, the recent spike in
EUR/GBP mostly reflects EUR strength rather than GBP weakness, as can be seen by the
USD/GBP having been much more ‘flat’. This said, there seems to be some GBP
weakness ‘sneaking in’ recently and this could be an indication that the market is
beginning to price in more monetary easing. This said, if the BoE were to implement
NGDP targeting – either permanently or temporarily – we would expect a much stronger
negative impact on the GBP than we have seen so far.
On the yield side, the same story materialises, as we do not see the UK curves steepening
significantly. The 10Y-2Y swap spread has steepened some 25bp since December but the
US curve has steepened even more. On a similar note, 10Y gilts yields have not risen
significantly compared with German bunds, as would be expected from the above
mentioned stylised market reactions.
Regarding break-even inflation, expectations of future inflation seem unchanged (if we
disregard the volatility caused by the ONS announcement of not imposing changes to the
RPI methodology). So, all in all, bond and rate markets have not bought into higher yields
or steeper curves.

Gilts still trade around 50bp to Bunds
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Overall, even though the UK markets are showing some (weak) signs of pricing further
monetary easing, we have far from fully priced for NGDP level targeting being
implemented. Hence, if we believe that the BoE will implement an NGDP level target
then we should expect a weaker GBP, a steeper UK yield curve, higher long-term bond
yields and higher stock prices.
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UK equities rally along with US

There are numerous reasons why we have not seen this already. It is certainly not a given
that the UK will get an NGDP level target, as there still is considerable opposition to the
idea both within the BoE and within the British government. This said, we find it more
likely to happen than the markets are presently pricing. There is no doubt in minds though
that markets on Thursday will pay much more attention to Mr Carney’s testimony at the
Treasury Committee than to the MPC meeting.

Source: Macrobond, Danske Bank Markets
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The UK equity markets have rallied recently and are up 5% since Mr Carney first
mentioned NGDP level targeting on 12 December. However, the rally in UK equity
markets is of a similar magnitude to what we have seen in other major stock markets for
2013 and it seems unlikely that it reflects an increase in the expectations for UK monetary
easing – rather it reflects expectations for Japanese and US monetary easing and a global
recovery. Hence, if the BoE were to implement a form of NGDP level targeting then we
would expect the UK equity market to rally further.

Conclusion: markets are waiting for Carney

60bp

www.danskeresearch.com

Bank of England Preview

Disclosures
This research report has been prepared by Danske Bank Markets, a division of Danske Bank A/S (‘Danske
Bank’). The authors of this research report are Anders Vestergård Fischer, Analyst, and Lars Christensen, Chief
Analyst.
Analyst certification
Each research analyst responsible for the content of this research report certifies that the views expressed in the
research report accurately reflect the research analyst’s personal view about the financial instruments and issuers
covered by the research report. Each responsible research analyst further certifies that no part of the compensation
of the research analyst was, is or will be, directly or indirectly, related to the specific recommendations expressed
in the research report.
Regulation
Danske Bank is authorised and subject to regulation by the Danish Financial Supervisory Authority and is subject
to the rules and regulation of the relevant regulators in all other jurisdictions where it conducts business. Danske
Bank is subject to limited regulation by the Financial Services Authority (UK). Details on the extent of the
regulation by the Financial Services Authority are available from Danske Bank upon request.
The research reports of Danske Bank are prepared in accordance with the Danish Society of Financial Analysts’
rules of ethics and the recommendations of the Danish Securities Dealers Association.
Conflicts of interest
Danske Bank has established procedures to prevent conflicts of interest and to ensure the provision of highquality research based on research objectivity and independence. These procedures are documented in Danske
Bank’s research policies. Employees within Danske Bank’s Research Departments have been instructed that any
request that might impair the objectivity and independence of research shall be referred to Research Management
and the Compliance Department. Danske Bank’s Research Departments are organised independently from and do
not report to other business areas within Danske Bank.
Research analysts are remunerated in part based on the overall profitability of Danske Bank, which includes
investment banking revenues, but do not receive bonuses or other remuneration linked to specific corporate
finance or debt capital transactions.
Financial models and/or methodology used in this research report
Calculations and presentations in this research report are based on standard econometric tools and methodology
as well as publicly available statistics for each individual security, issuer and/or country. Documentation can be
obtained from the authors upon request.
Risk warning
Major risks connected with recommendations or opinions in this research report, including as sensitivity analysis
of relevant assumptions, are stated throughout the text.
Date of first publication
See the front page of this research report for the date of first publication.

General disclaimer
This research has been prepared by Danske Bank Markets (a division of Danske Bank A/S). It is provided for
informational purposes only. It does not constitute or form part of, and shall under no circumstances be
considered as, an offer to sell or a solicitation of an offer to purchase or sell any relevant financial instruments
(i.e. financial instruments mentioned herein or other financial instruments of any issuer mentioned herein and/or
options, warrants, rights or other interests with respect to any such financial instruments) (‘Relevant Financial
Instruments’).
The research report has been prepared independently and solely on the basis of publicly available information that
Danske Bank considers to be reliable. While reasonable care has been taken to ensure that its contents are not
untrue or misleading, no representation is made as to its accuracy or completeness and Danske Bank, its affiliates
and subsidiaries accept no liability whatsoever for any direct or consequential loss, including without limitation
any loss of profits, arising from reliance on this research report.
The opinions expressed herein are the opinions of the research analysts responsible for the research report and
reflect their judgement as of the date hereof. These opinions are subject to change, and Danske Bank does not
undertake to notify any recipient of this research report of any such change nor of any other changes related to the
information provided in this research report.
This research report is not intended for retail customers in the United Kingdom or the United States.

6|

6 February 2013

www.danskeresearch.com

Bank of England Preview

This research report is protected by copyright and is intended solely for the designated addressee. It may not be
reproduced or distributed, in whole or in part, by any recipient for any purpose without Danske Bank’s prior
written consent.

Disclaimer related to distribution in the United States
This research report is distributed in the United States by Danske Markets Inc., a U.S. registered broker-dealer
and subsidiary of Danske Bank, pursuant to SEC Rule 15a-6 and related interpretations issued by the U.S.
Securities and Exchange Commission. The research report is intended for distribution in the United States solely
to ‘U.S. institutional investors’ as defined in SEC Rule 15a-6. Danske Markets Inc. accepts responsibility for this
research report in connection with distribution in the United States solely to ‘U.S. institutional investors’.
Danske Bank is not subject to U.S. rules with regard to the preparation of research reports and the independence
of research analysts. In addition, the research analysts of Danske Bank who have prepared this research report are
not registered or qualified as research analysts with the NYSE or FINRA but satisfy the applicable requirements
of a non-U.S. jurisdiction.
Any U.S. investor recipient of this research report who wishes to purchase or sell any Relevant Financial
Instrument may do so only by contacting Danske Markets Inc. directly and should be aware that investing in nonU.S. financial instruments may entail certain risks. Financial instruments of non-U.S. issuers may not be
registered with the U.S. Securities and Exchange Commission and may not be subject to the reporting and
auditing standards of the U.S. Securities and Exchange Commission.

7|

6 February 2013

www.danskeresearch.com

