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UK growth to slow – but avoiding ‘Brecession’

We forecast UK GDP growth to
slow to 1.2% in 2017; staging a
modest recovery to 1.5% in
2018. We expect the economy
to come close to stagnation in
mid-2017.
The medium-term Brexit
economic shock is centred on the
corporate sector, although we
expect the deterioration in capex
to be a ‘slow burn’.
Consumer spending faces more
immediate pressures as inflation
overshoots target in 2017-18 and,
over time, the labour market
deteriorates.
Government spending may be
‘reset’ (increased) but the new
finance minister has left deficit
reduction as the fiscal priority.
Sterling’s fall should provide some
support for exports.
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Business surveys have remained resilient – but the big tests are still to come

High-frequency business
surveys have typically
rebounded since the EU
referendum in June 2016.

The latest PMI surveys (chart
opposite) for December are,
collectively, at levels consistent
with annualised GDP growth of
2.9%. Taking the average PMI
outturn in Q4 as a whole, the
surveys are signalling growth of
2.5% – above our forecast of
0.5% q/q).
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Survey data have not been
uniformly strong – medium-term
gauges of capex and hiring
intentions remain more subdued.
And the principal Brexit economic
shocks have yet to be felt.
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Re-emerging UK economic imbalances

The earlier phases of the UK
recovery (2009-10) saw more
broad-bases, balanced expansion
– manufacturing output even outpaced overall GDP growth.
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More recently, British industry has
slipped back into recession,
leaving economic growth
increasingly reliant on consumerfacing and real estate services.
It is doubtful this is either
desirable or sustainable over the
medium-term.
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UK financial services sector is in
structural decline – what will plug
the gap?
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UK Inflation – sterling & import price pressures

We estimate that a sustained 15%
depreciation (appreciation) in
sterling boosts (lowers) import
price inflation by 7½% pts.
Imports constitute around 30% of
the CPI basket, so a 15% tradeweighted decline in GBP (broadly
what we have seen since the
‘leave’ vote) would add 2-2½% pts
to CPI inflation.
There is considerable uncertainty
about the extent to which firms will
be able to pass on cost increases
to consumers and whether this
will trigger wage inflation – we are
sceptical.
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UK Inflation forecasts – What goes up . . .

We forecast CPI inflation to rise
relatively sharply over the next 1218 months, as the pound’s
depreciation boost import prices.

CPI & RPI Inflation, % y/y
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We forecast CPI inflation to peak at
3.2% in Q4 2017, with Core CPI
inflation also peaking at 3.2%.
We estimate the ‘first-round’
impact of sterling’s fall will raise
CPI inflation by almost 2% pts. The
key issues are how firms’ pricing
behaviour and wage setting are
affected over the medium-term.
Against the backdrop of a weak
recovery and expected rise in UK
unemployment, we forecast inflation
to be edging down by early 2018.
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Brexit risks – Investment intentions at 4-year lows
Surveys of UK businesses’
investment intentions (plant &
machinery, IT, R&D, training
etc), are running at 4-year lows.
The deterioration began before
the EU referendum but the pace
of decline has increased during
H2 2016. The latest surveys
suggest some stabilisation in
intentions but the macroeconomic
outlook means there is scope for
further declines in the surveys in
the months ahead.
The latest survey estimates are
consistent with broadly stagnant
investment spending. However,
we expect a further slowdown
against the backdrop of difficult
Brexit negotiations and forecast
a fall in UK capex of 0.7% in
2017.
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The UK is tightening fiscal policy
The Autumn Statement brought a significant upward
revision to borrowing: +£139bn (6.3% of GDP) over the 6
years to 2021-22 FY. The UK is forecast to continue running
fiscal deficits throughout the official forecast period (to 2021-22
FY). The Government has loosened its self-imposed fiscal targets
to allow larger amounts of borrowing for longer.

Although the November 2016 Autumn Statement brought a
modest dilution of fiscal tightening (0.2-0.3% of GDP per
year) the overall position remains that UK fiscal policy
is being tightened by an average of 0.8% of GDP per
year until 2019-20 FY.
Fiscal policy tightening proxy: Planned change in
cyclically-adjusted prim ary budget, % of GDP
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The ‘Trump Effect’ – Not so ‘braggadocious’ for Europe
GDP impact of a 1% point boost to US economic growth

Source: ECB
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EMU lending: A demand rather than a supply problem
QE is ‘working’. But it may be pushing on a string

Source: ECB

10

Euro Area Inflation – Energy fuels headline CPI, core moves sideways
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Headline CPI inflation expected to
rise on energy base effects in 2017
(light blue bars in chart) – to 1.7% y/y
in Feb 2017. But full-year 2017 CPI is
just 1.4%, with Core CPI at 0.8%.
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As base effects fade, inflation is
forecast to decline back to
depressed levels (1.3% by end2017 on our forecast). Headline CPI
is expected to remain notably below
the ECB’s target over the forecast
horizon (2019 and likely beyond).
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Medium-term inflation weakness is
driven by lack of underlying price
pressures, reflecting large output
gap and an absence of wage
inflation.

Rise on ECB forecast to 1.7% in
2019 is seemingly mainly a function
of mean-reverting variables in the
ECB’s model.

Core CPI to remain subdued. ECB tapering will only be gradual
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Summary of Key UK Economy Views
1. 2017 will bring the slowest UK economic growth since the financial crisis – though forecasts are
being revised higher. Brexit is a different shock to the 2008-09 financial crisis – more of a ‘slow burn’.
2. CPI inflation is set to peak a little above 3% in late 2017 driven by sterling’s c.10% trade-weighted
fall. We do not expect significant second-round inflationary effects – the import price shock will force
employers to cut costs, resulting in an ongoing wage squeeze.
3. We still forecast further BoE monetary policy easing, though the probability of further loosening is
diminishing. More importantly, we remain of the view that the MPC will become more reactive, following
the political flak around pre-referendum warnings. We forecast a final, largely symbolic, cut in Bank
Rate of 15bp to 0.1% and a £60bn increase in QE gilt purchases to £495bn in May 2017 (risks of
delay until August 2017).

4. The UK’s dilution of its planned fiscal policy tightening in the November 2016 Autumn Statement was
marginal. Overall, the UK fiscal tightening will amount to a 3.1% of GDP over the 4 years to 201920 FY.
5. Political risk is rising and the UK still appears to be heading for some form of a ‘harder Brexit’ – ie,
materially less SEM access than at present. We expect Article 50 to be invoked before the end of July
2017. Markets appear to assume that greater parliamentary involvement will increase the probability of a
‘soft Brexit’ – we are sceptical.
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Summary of Key Euro Area Economy Views
1.

We forecast subdued growth of 1.2% y/y in 2017 and 1.4% y/y in 2018, marginally below
the 1.3% & 1.5% consensus expectations.

2.

Private consumption is expected to slow in 2017, primarily as the boost to real
disposable incomes from lower oil prices in H1 2016 fades, but the outlook for
investment is where risks seem most concentrated given the uncertain backdrop.

3.

We see no more than a 0.1-0.2%-point positive impact on Euro Area GDP from a fiscal
policy-related boost to US growth. Direct spill-overs tend to be small and any boost to
corporate or consumer confidence in the Euro Area is unlikely to offset more domesticallycentred concerns.

4.

Our inflation forecasts are below those of the consensus and the ECB in 2017 and,
more notably, 2018. This is underpinned by our core inflation projections indicating
underlying price pressures will struggle to recover.
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