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Economic Background

UK  
After the UK economy surprised on the upside with strong growth in 2016, growth in 2017 was  
disappointingly weak in the first half of the year; quarter 1 came in at only +0.3% (+1.7% y/y) 
and quarter 2 was +0.3% (+1.5% y/y), which meant that growth in the first half of 2017 was the 
slowest for the first half of any year since 2012. The main reason for this has been the sharp 
increase in inflation, caused by the devaluation of sterling after the referendum, feeding 
increases in the cost of imports into the economy.  This has caused, in turn, a reduction in 
consumer disposable income and spending power and so the services sector of the economy, 
accounting for around 75% of GDP, has seen weak growth as consumers cut back on their 
expenditure.
 
However, growth picked up in quarter 3 to 0.4% and in quarter 4 there have been encouraging 
statistics from the manufacturing sector which is seeing strong growth, particularly as a result of 
increased demand for exports. It has helped that growth in the EU, our main trading partner, has 
improved significantly over the last year.  However, this sector only accounts for around 11% of 
GDP so expansion in this sector will have a much more muted effect on the average total GDP 
growth figure for the UK economy as a whole. Growth in quarter 4 is expected to be around 
0.4% again which would see annual growth in 2017 coming in at around 1.7 – 1.8%, almost as 
strong as the recently upwardly revised figure for 2016 of 1.8%, (which meant that the UK was 
equal to Germany as having the strongest GDP growth figure for the G7 countries in 2016).

The Monetary Policy Committee (MPC) meeting of 14 September 2017 surprised markets and 
forecasters by suddenly switching to a much more aggressive tone in its words warning that 
Bank Rate will need to rise. Recent Bank of England Inflation Reports have flagged up that they 
expected CPI inflation to peak at just over 3% in late 2017, before falling back to near to its 
target rate of 2% in two years’ time. Inflation actually came in at 3.1% in November. The reason 
why the MPC became so aggressive with its wording in September and November around 
increasing Bank Rate was due to an emerging view that with unemployment falling to only 4.3%, 
the lowest level since 1975, and improvements in productivity being so weak, that the amount of 
spare capacity in the economy was significantly diminishing towards a point at which they now 
needed to take action.  In addition, the MPC took a more tolerant view of low wage inflation as 
this now looks like a common factor in nearly all western economies as a result of increasing 
globalisation.  This effectively means that the UK labour faces competition from overseas labour 
e.g. in outsourcing work to third world countries, and this therefore depresses the negotiating 
power of UK labour. However, the Bank was also concerned that the withdrawal of the UK from 
the EU would effectively lead to a decrease in such globalisation pressures in the UK, and so 
would be inflationary over the next few years.

It was therefore no surprise that the MPC increased Bank Rate by 0.25% to 0.5% in November.  
However, their forward guidance of two more increases of 0.25% by 2020 was viewed as being 
more dovish than markets had expected.   However, some forecasters are flagging up that they 
expect growth to improve significantly in 2018, as the fall in inflation will bring to an end the 
negative impact on consumer spending power while a strong export performance will 
compensate for weaker services sector growth.  If this scenario were to materialise, then the 
MPC would have added reason to embark on more than one increase in Bank Rate during 
2018. While there is so much uncertainty around the Brexit negotiations, consumer confidence, 
and business confidence to spend on investing, it is far too early to be confident about how the 
next two years will pan out.
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EU
Economic growth in the EU, (the UK’s biggest trading partner), had been lack lustre for several 
years after the financial crisis despite the ECB eventually cutting its main rate to -0.4% and 
embarking on a massive programme of QE.  However, growth picked up in 2016 and now looks 
to have gathered ongoing substantial strength and momentum thanks to this stimulus.  GDP 
growth was 0.6% in quarter 1 (2.1% y/y), 0.7% in quarter 2 (2.4% y/y) and 0.6% in quarter 3 
(2.6% y/y).  However, despite providing massive monetary stimulus, the European Central Bank 
is still struggling to get inflation up to its 2% target and in November inflation was only 1.2%. It is 
therefore unlikely to start on an upswing in rates until possibly towards the end of 2019.

USA
Growth in the American economy has been volatile in 2015 and 2016.  2017 followed that path 
again with quarter 1 coming in at only 1.2% but quarter 2 rebounding to 3.1% and quarter 3 
coming in at 3.2%, the first time since 2014 that two successive quarters have been over 3%. 
Unemployment in the US has also fallen to the lowest level for many years, reaching 4.1% in 
November, while wage inflation pressures, and inflationary pressures in general, have been 
building. The Fed has started on an upswing in rates with four increases since December 2016 
to lift the central rate to 1.25 – 1.50%. There could then be another four more increases in 2018. 
In October, the Fed became the first major western central bank to make a start on unwinding 
quantitative easing by phasing in a start to a gradual reduction of reinvesting maturing debt.
  
Chinese 
Economic growth in China has been weakening over successive years, despite repeated rounds 
of central bank stimulus and medium term risks are increasing. Major progress still needs to be 
made to eliminate excess industrial capacity and the stock of unsold property, and to address 
the level of non-performing loans in the banking and credit systems.

Japan
GDP growth has been gradually improving during 2017 to reach an annual figure of 2.1% in 
quarter 3. However, it is still struggling to get inflation anywhere near to its target of 2%, despite 
huge monetary and fiscal stimulus. It is also making little progress on fundamental reform of the 
economy.

Interest rate forecasts 

The Council’s treasury advisor, Link Asset Services, has provided the following forecast:

Link Asset Services undertook its last review of interest rate forecasts on 7 November after the 
quarterly Bank of England Inflation Report and MPC meeting.  As expected, the MPC policy 
raised Bank Rate by 0.25% to 0.50%.  The MPC also gave forward guidance that they expected 
to raise Bank Rate by 0.25% only twice more in the next two years to reach 1.0% by 2020.  This 
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was very much in line with previous guidance that Bank Rate would only go up very gradually 
and to a limited extent.

The overall balance of risks to economic recovery in the UK is probably currently to the 
downside due to the uncertainties around Brexit; however, given those uncertainties, there is a 
wide diversity of possible outcomes for the strength of economic growth and inflation, and the 
corresponding speed with which Bank Rate could go up.


