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THOUGHTS FROM OUR ECONOMICS TEAM

HAWKS’ SQUAWK SILENCED BY UK WAGES
Five years of waiting for anything makes people antsy. Bond markets 
are no exception. Indeed, after half a decade of recovery in the United 
States and United Kingdom, investors are eagerly volunteering 
forecasts for when the first interest rate hikes will arrive, with the 
interest rate hawks (those clamoring for higher rates) the most vocal 
components of the chorus. The problem, we were reminded once 
again today: from their perch on Threadneedle Street, the Bank of 
England still worries that slow wage growth belies recent economic 
strength. Much as we would like to see interest rates move higher (as 
a sign of accelerating growth), it looks as if the Bank of England may 
not be moving on interest rates quite so quickly after all.

Recent strength in the UK economy, and a suggestive speech by 
Governor Mark Carney, spurred speculation that the Bank of England 
would raise interest rates in late 2014, sooner than the market 
expected. Since Carney spoke on 12 June, the spread between 
10-year gilts and 2-year gilts dropped from 199 basis points to 169 
basis points, with 2-year gilt yields jumping 12 basis points the day 
after. Not only did suggestions of earlier interest rate hikes come by 
surprise, the market appears to have judged them credible.

There is, however, a slight qualification. During the fateful speech, 
Governor Carney insisted, “But to be clear, the MPC has no pre-
set course. The ultimate decision will be data-driven… that there 
remains scope for spare capacity to be used up before policy is 

tightened.” Lo and behold, maybe the bond market got ahead of 
itself. After all, UK economic growth, though it has been strong, just 
recently punched through pre-crisis levels.

Most concerning for the Bank of England (and the Fed) is wage 
growth. Measured by the three month average of weekly earnings 
growth, excluding bonuses, pay increases have never been slower 
(see chart below). And the Bank seems concerned and more than a 
little surprised. As recently as the May Inflation Report, the Monetary 
Policy Committee (MPC) expected “total pay growth to approach 
2.5% by end 2014.” With wages growing at just 0.6% year-over-
year through June and total compensation (including bonuses) 
falling 0.2% year-over-year, a +2.5% growth rate for the year may 
be out of reach. As relayed in the BoE’s August Inflation Report, 
“the strength in labour market quantities contrasts with continuing 
weakness in wage growth.” What is more, “the weakness in wages 
is also consistent with there having been higher labour supply, and 
hence more labour market slack, than previously thought.”

In all, market exuberance is nothing new. Conviction that the first 
rate hike is coming sooner than expected is also nothing new. 
However, in the US and the UK, central bankers have made it clear 
that policy rates will not move until labor market slack lessens. Both 
central banks seem to have made wage growth the peg on which to 
hang their hats. Watch wages. Rates hikes will follow.
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UK WEEKLY EARNINGS GROWTH HAS FALLEN TO POST-RECESSION LOWS IN RECENT MONTHS
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