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In summary: 
The surprise decision by the US Federal Reserve (Fed) to delay 
tapering and continue with the current rate of asset purchases 
appears to have been driven by concerns on the progress of labour 
market improvement, the impact of fiscal drag and tighter financial 
conditions. By contrast, we believe that the US economy will 
accelerate, supported by evidence of an upswing in manufacturing 
and the benefit to household balance sheets from rising house 
prices. Notwithstanding a prolonged shutdown in the US 
government, we expect the Fed to begin tapering in December. 

It looks like the Bank of England’s (BoE) forward guidance has backfired. Rather than driving down interest rate 
expectations, it has done the opposite. Markets appear to be more bullish on the prospects for unemployment 
falling faster than the Bank. We examine the likelihood of this occurring and conclude that it would require an 
unreasonably bearish view on productivity growth. Gilts may therefore look attractive, while the pound appears 
vulnerable to a correction. 

 

Taper caper at the Fed 
 
The decision to delay tapering casts a shadow over the economy by revealing the lack of confidence Fed 
officials have in the ability of the US to get back onto a sustainable recovery path. Fiscal policy has certainly 
been a drag on growth with the Congressional Budget Office estimating a tightening of just under 2% of GDP this 
year once tax increases and the sequester are taken into account. A second headwind is the tightening of 
financial conditions, which has largely been driven by the rise in US Treasury yields and mortgage rates 
following the Fed’s earlier signal that it was considering tapering.  
 
On a more positive note, the benefits of lower interest rates are gradually being felt more widely as more 
borrowers are returning to positive equity thanks to rising house prices, allowing them to refinance at lower rates; 
an important step in the macro healing process and the return to a more normal economy. If the backdrop of 
strong Purchasing Managers’ and ISM indices persists, we would expect the Fed to begin to slow the rate of 
asset purchases in December this year - tapering has only been delayed not dodged. 

 
A more dovish Fed? 
There is, of course, a risk that tapering could be delayed for longer, a view reinforced by the likely appointment of 
Janet Yellen as chair of the Fed. If so, then this would challenge our market views in two respects. First, it might 
cast doubt on whether the US dollar will strengthen further against the other major currencies such as the euro 
or yen, as the US would not stand out as leading the monetary cycle. Second, it would take us back to more 
liquidity-driven markets where investors are driven by the search for yield once more, rather than looking for 
areas which can benefit from recovery. 
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More Washington shenanigans - US government shuts down 
It does not seem that long since we were debating the debt ceiling, but the issue has once again returned, 
resulting in the shut down of ‘non-essential’ government services for the first time in 17 years. If prolonged, this 
could weaken the economy and delay tapering further. On the debt ceiling, the US is expected to hit its statutory 
$16.7 trillion limit on 17th October. Our view is that the debt ceiling negotiations will be protracted before an 
increase is approved. There is a risk of a more adverse outcome and we should not be complacent, but we 
would note that the improvement in the US budget deficit over the past year has reduced the case for a more 
aggressive stance against lifting the ceiling and putting spokes in the operation of government. 
 

Guidance on BoE forward guidance 
 
While the Fed is busy adjusting what is now being referred to as ‘forward misguidance’, the BOE’s Monetary 
Policy Committee (MPC) members have been rushing around, frantically trying to explain their version of the 
policy – or at least their understanding of it. Since its introduction, markets have literally gone the wrong way. 

 
The markets don’t believe you! 
The BoE has its work cut out explaining not only its forward guidance, but also why it does not expect to even 
consider raising interest rates until the middle of 2016 at the earliest. Governor Carney claimed during a BBC 
Radio 4 interview that the policy would probably raise GDP by 0.5% over the next few years, as market interest 
rates would fall. Interestingly, the opposite has happened. The latest market expectations have risen further – 
with investors now expecting a full percentage point rise by the end of 2015 and 1.75% by the end of 2016. Not 
only have monetary conditions tightened through higher interest rates in money markets, but sterling has also 
appreciated significantly against the US dollar, the euro and the yen since the start of August. This could begin to 
hurt overseas demand for British exports, while higher money market interest rates feed into the cost of lending 
for banks, forcing them to increase their lending rates – deterring some companies from undertaking investment.  

 
Source of doubt 
There are three factors that could cause the market to disagree with the BoE’s view of the economy. The first 
factor is higher inflation. Although since the start of August, inflation data has been very well behaved. The 
second factor is a threat to financial stability. Chancellor George Osborne recently announced that he will give 
the Bank an opportunity to halt the government’s stimulus programmes should it become concerned about the 
impact on the stability of the financial system. The third factor, and in our view the key reason for the markets’ 
doubt over the BoE’s guidance, is the 7% threshold for the unemployment rate. In our view, the market’s 
expectations should be the primary measure of this policy’s success, but in addition, the Bank should be 
monitoring the expectations of businesses and households, and whether their preferences for borrowing are 
altered. 

 
Despite close to no GDP growth, the economy has added 1.1 million jobs since June 2011, helping the 
unemployment rate to fall slowly. As a result, productivity measured by output per worker, job, or hour worked, 
has fallen sharply. The key question for the unemployment rate is: will productivity recover, or will it continue to 
perform poorly? The BoE believes productivity will improve, implying that companies will be able to increase 
output, but will not need to hire many more people. The Bank believes the companies will invest in capital, which 
with their existing workforce, can boost output. We largely agree, although we have a weaker growth forecast, 
coupled with a greater permanent loss in productivity growth. However, the end result is a very similar forecast. 

 
Scenario analysis 
To explore the importance of the assumptions made on productivity in producing unemployment forecasts, we 
have carried out scenario analysis using different employment growth paths and therefore productivity 
assumptions, and what they imply for the unemployment rate. The scenarios are as follow: 
 
1. ‘Productivity recovery’, which assumes the relationship between employment growth and GDP growth 
resumes in lock-step over the coming year. 
2. The ‘Schroders forecast’, which assumes a partial recover in productivity, but lower trend growth further out. 
3. ’Market view’, which attempts to back out the productivity growth profile needed to bring unemployment down 
to 7% by the end of 2014, which is consistent with the first interest rate hike currently priced by the market. The 
rate of employment is then held constant for the remainder of the modelling period. 
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Conclusions 
Comparing the three scenarios, the first ‘productivity recovery’ scenario would be the default scenario for most 
economists, and is indeed the reason why most have been caught out by the strength of the labour market over 
the past two years. At the other extreme, the scenario modelling the ‘market view’ appears too pessimistic. In 
terms of investment implications, our conclusions suggest that the front end of the sterling curve is attractive, 
while the pound may be looking vulnerable. However, market movements will largely depend on sentiment and 
momentum in the absence of a meaningful intervention from the BoE. 
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