
Appendix 5

Economic update 

(provided by the Council’s external service providers, Link Asset Services):

1/  Global economy:

The Eurozone (EZ). Growth was 0.4% in quarters 1 and 2 but fell back to 0.2% in 
quarter 3, though this was probably just a temporary dip.  In particular, data from 
Germany has been mixed and it could be negatively impacted by US tariffs on a 
significant part of manufacturing exports e.g. cars.   For that reason, although growth 
is still expected to be in the region of nearly 2% for 2018, the horizon is less clear 
than it seemed just a short while ago. Having halved its quantitative easing 
purchases of debt in October 2018 to €15bn per month, the European Central Bank 
ended all further purchases in December 2018. The ECB is forecasting inflation to be 
a little below its 2% top limit through the next three years so it may find it difficult to 
warrant a start on raising rates by the end of 2019 if the growth rate of the EU 
economy is on a weakening trend. 
  
USA.  President Trump’s massive easing of fiscal policy is fuelling a, (temporary), 
boost in consumption which has generated an upturn in the rate of strong growth 
which rose from 2.2%, (annualised rate), in quarter 1 to 4.2% in quarter 2 and 3.5%, 
(3.0% y/y), in quarter 3, but also an upturn in inflationary pressures.  The strong 
growth in employment numbers and the reduction in the unemployment rate to 3.9%, 
near to a recent 49 year low, has fed through to an upturn in wage inflation which hit 
3.2 % in November,  However, CPI inflation overall fell to 2.2% in November and 
looks to be on a falling trend to drop below the Fed’s target of 2% during 2019.  The 
Fed has continued on its series of increases in interest rates with another 0.25% 
increase in December to between 2.25% and 2.50%, this being the fifth increase in 
2018 and the ninth in this cycle.  However, they did also reduce their forecast for 
further increases from three to two. This latest increase compounded investor fears 
that the Fed is over doing the rate and level of increases in rates and that it is going 
to cause a US recession as a result.  There is also much evidence in previous 
monetary policy cycles, of the Fed’s series of increases doing exactly that.  
Consequently, we have seen stock markets around the world plunging under the 
weight of fears around the Fed’s actions, the trade war between the US and China, 
an expectation that world growth will slow, Brexit etc. 

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. Progress has been made in reducing the rate of credit creation, 
particularly from the shadow banking sector, which is feeding through into lower 
economic growth. There are concerns that official economic statistics are inflating 
the published rate of growth.

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. It is likely that 
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loose monetary policy will endure for some years yet to try to stimulate growth and 
modest inflation.

2/  UK economy:

Economic Growth  The flow of positive economic statistics since the end of the first 
quarter of 2018 has shown that pessimism was overdone about the poor growth in 
quarter 1 when adverse weather caused a temporary downward blip.  Quarter 1 at 
0.1% growth in GDP was followed by a return to 0.4% in quarter 2 and by a strong 
performance in quarter 3 of +0.6%.  However, growth in quarter 4 is expected to 
weaken significantly.

Inflation. The Consumer Price Index (CPI) measure of inflation has been falling from 
a peak of 3.1% in November 2017 to 2.3% in November. In the November Bank of 
England quarterly Inflation Report, inflation was forecast to still be marginally above 
its 2% inflation target two years ahead, (at about 2.1%), given a scenario of minimal 
increases in Bank Rate. This inflation forecast is likely to be amended upwards due 
to the Bank’s  report being produced prior to the Chancellor’s announcement of a 
significant fiscal stimulus in the Budget; this is likely to add 0.3% to GDP growth at a 
time when there is little spare capacity left in the economy, particularly of labour.

Forward guidance.  At their November quarterly Inflation Report meeting, the MPC 
repeated their well-worn phrase that future Bank Rate increases would be gradual 
and would rise to a much lower equilibrium rate, (where monetary policy is neither 
expansionary of contractionary), than before the crash; indeed they gave a figure for 
this of around 2.5% in ten years time, but declined to give a medium term forecast. 
However, with so much uncertainty around Brexit, they warned that the next move 
could be up or down, even if there was a disorderly Brexit. While it would be 
expected that Bank Rate could be cut if there was a significant fall in GDP growth as 
a result of a disorderly Brexit, so as to provide a stimulus to growth, they warned 
they could also raise Bank Rate in the same scenario if there was a boost to inflation 
from a devaluation of sterling, increases in import prices and more expensive goods 
produced in the UK replacing cheaper goods previously imported, and so on. In 
addition, the Chancellor could potentially provide fiscal stimulus to support economic 
growth, though at the cost of increasing the budget deficit above currently projected 
levels.

Prospects for Interest Rates

Part of the service provided by Link Asset Services is to assist the Council to 
formulate a view on interest rates and the table below gives Link Asset Services 
forecast.
The flow of generally positive economic statistics after the quarter ended 30 June 
meant that it came as no surprise that the MPC came to a decision on 2 August to 
make the first increase in Bank Rate above 0.5% since the financial crash, from 
0.5% to 0.75%. Growth became increasingly strong during 2018 until slowing 
significantly during the last quarter. At their November quarterly Inflation Report 
meeting, the MPC left Bank Rate unchanged, but expressed some concern at the 



Appendix 5

Chancellor’s fiscal stimulus in his Budget, which could increase inflationary 
pressures.  However, it is unlikely that the MPC would increase Bank Rate in 
February 2019, ahead of the deadline in March for Brexit. On a major assumption 
that Parliament and the EU agree a Brexit deal in the first quarter of 2019, then the 
next increase in Bank Rate is forecast to be in May 2019, followed by increases in 
February and November 2020, before ending up at 2.0% in February 2022.

Link Asset Services interest rate forecast:

The interest rate forecasts provided by Link Asset Services are predicated on an 
assumption of an agreement being reached on Brexit between the UK and the EU. In 
the event of an orderly non-agreement exit, it is likely that the Bank of England would 
take action to cut Bank Rate from 0.75% in order to help economic growth deal with 
the adverse effects of this situation. This is also likely to cause short to medium term 
gilt yields to fall. If there was a disorderly Brexit, then any cut in Bank Rate would be 
likely to last for a longer period and also depress short and medium gilt yields 
correspondingly. It is also possible that the government could act to protect 
economic growth by implementing fiscal stimulus. 


