Appendix C

The Economy and Interest Rates 2018/19
UK. After weak economic growth of only 0.2% in quarter one of 2018, growth picked up to
0.4% in quarter 2 and to a particularly strong 0.7% in quarter 3, before cooling off to 0.2% in the
final quarter. Given all the uncertainties over Brexit, this weak growth in the final quarter was as to
be expected. However, some recovery in the rate of growth is expected going forward. The
annual growth in Q4 came in at 1.4% y/y confirming that the UK was the third fastest growing
country in the G7 in quarter 4.
After the Monetary Policy Committee raised Bank Rate from 0.5% to 0.75% in August 2018, it is
little surprise that they have abstained from any further increases since then. We are unlikely to
see any further action from the MPC until the uncertainties over Brexit clear. If there were a
disorderly exit, it is likely that Bank Rate would be cut to support growth. Nevertheless, the MPC
has been having increasing concerns over the trend in wage inflation which peaked at a new
post financial crisis high of 3.5%, (excluding bonuses), in the three months to December before
falling only marginally to 3.4% in the three months to January. British employers ramped up their
hiring at the fastest pace in more than three years in the three months to January as the country's
labour market defied the broader weakness in the overall economy as Brexit approached. The
number of people in work surged by 222,000, helping to push down the unemployment rate to 3.9
percent, its lowest rate since 1975. Correspondingly, the total level of vacancies has risen to new
highs.
As for CPI inflation itself, this has been on a falling trend since peaking at 3.1% in November
2017, reaching a new low of 1.8% in January 2019 before rising marginally to 1.9% in February.
However, in the February 2019 Bank of England Inflation Report, the latest forecast for inflation
over both the two and three year time horizons remained marginally above the MPC’s target of
2%.
The rise in wage inflation and fall in CPI inflation is good news for consumers as their spending
power is improving in this scenario as the difference between the two figures is now around 1.5%,
i.e. a real terms increase. Given the UK economy is very much services sector driven, an
increase in household spending power is likely to feed through into providing some support to
the overall rate of economic growth in the coming months.
Brexit. The Conservative minority government has so far, (8.4.19), been unable to muster a
majority in the Commons over its Brexit deal. The EU has set a deadline of April 12 for the House
of Commons to propose what form of Brexit it would support. If another form of Brexit, other than
the proposed deal, does get a majority by April 12, then it is likely there will need to be a long
delay to Brexit to allow time for negotiations with the EU. It appears unlikely that there would be a
Commons majority which would support a disorderly Brexit or revoking article 50, (cancelling
Brexit). There would also need to be a long delay if there is no majority for any form of Brexit. If
that were to happen, then it increases the chances of a general election in 2019; this could result
in a potential loosening of monetary policy and therefore medium to longer dated gilt yields could
rise on the expectation of a weak pound and concerns around inflation picking up.
USA. President Trump’s massive easing of fiscal policy in 2018 fuelled a (temporary) boost in
consumption in 2018 which generated an upturn in the strong rate of growth; this rose from 2.2%,
(annualised rate) in quarter 1 of 2018 to 4.2% in quarter 2, 3.5% in quarter 3 and then back to
2.2% in quarter 4. The annual rate came in at 2.9% for 2018, just below President Trump’s aim
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for 3% growth. The strong growth in employment numbers has fed through to an upturn in wage
inflation which hit 3.4% in February, a decade high point. However, CPI inflation overall fell to
1.5% in February, a two and a half year low, and looks to be likely to stay around that number in
2019 i.e. below the Fed’s target of 2%. The Fed increased rates another 0.25% in December to
between 2.25% and 2.50%, this being the fourth increase in 2018 and the ninth in the upward
swing cycle. However, the Fed now appears to be edging towards a change of direction and
admitting there may be a need to switch to taking action to cut rates over the next two years.
Financial markets are now predicting two cuts of 25 bps by the end of 2020.
EUROZONE. The European Central Bank (ECB) provided massive monetary stimulus in 2016
and 2017 to encourage growth in the EZ and that produced strong annual growth in 2017 of
2.3%. However, since then the ECB has been reducing its monetary stimulus measures and
growth has been weakening - to 0.4% in quarters 1 and 2 of 2018, and then slowed further to
0.2% in quarters 3 and 4; it is likely to be only 0.1 - 0.2% in quarter 1 of 2019. The annual rate of
growth for 2018 was 1.8% but is expected to fall to possibly around half that rate in 2019. The
ECB completely ended its programme of quantitative easing purchases of debt in December
2018, which means that the central banks in the US, UK and EU have all ended the phase of post
financial crisis expansion of liquidity supporting world financial markets by purchases of debt.
However, the downturn in growth, together with inflation falling well under the upper limit of its
target range of 0 to 2%, (but it aims to keep it near to 2%), prompted the ECB to take new
measures to stimulate growth. With its refinancing rate already at 0.0% and the deposit rate at 0.4%, it has probably reached the limit of cutting rates. At its March 2019 meeting it said that it
expects to leave interest rates at their present levels “at least through the end of 2019”, but that is
of little help to boosting growth in the near term. Consequently, it also announced a third round of
TLTROs; this provides banks with cheap borrowing every three months from September 2019
until March 2021 which means that, although they will have only a two-year maturity, the Bank is
making funds available until 2023, two years later than under its previous policy. As with the last
round, the new TLTROs will include an incentive to encourage bank lending, and they will be
capped at 30% of a bank’s eligible loans.
CHINA. Economic growth has been weakening over successive years, despite repeated rounds
of central bank stimulus; 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 - has been struggling to stimulate consistent significant GDP growth and to get inflation
up to its target of 2%, despite huge monetary and fiscal stimulus. It is also making little progress
on fundamental reform of the economy.
WORLD GROWTH. Equity markets are currently concerned about the synchronised general
weakening of growth in the major economies of the world: they fear there could even be a
recession looming up in the US, though this fear is probably overdone.

