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APPENDIX C
Economic Background –Capita Asset Services Ltd

The UK Economy
UK GDP growth rates in of 2.2% in 2013 and 2.9% in 2014 were the strongest 
growth rates of any G7 country; the 2014 growth rate was also the strongest UK 
rate since 2006 and although the 2015 growth rate is likely to be a leading rate in 
the G7 again, it looks likely to disappoint previous forecasts and come in at about 
2%. Quarter 1 2015 was weak at +0.4% (+2.9% y/y), although there was a slight 
increase in quarter 2 to +0.5% before weakening again to +0.4% (+2.1% y/y) in 
quarter 3. The Bank of England’s November Inflation Report included a forecast 
for growth to remain around 2.5% – 2.7% over the next three years. For this 
recovery, however, to become more balanced and sustainable in the longer term, 
it still needs to move away from dependence on consumer expenditure and the 
housing market to manufacturing and investment expenditure. The strong growth 
since 2012 has resulted in unemployment falling quickly to a current level of 5.1%.

Since the August Inflation report was issued, most worldwide economic statistics have 
been weak and financial markets have been particularly volatile.  The November 
Inflation Report flagged up particular concerns for the potential impact of these factors 
on the UK.  Bank of England Governor Mark Carney has set three criteria that need to 
be met before he would consider making a start on increasing Bank Rate.  These 
criteria are patently not being met at the current time, (as he confirmed in a speech on 
19 January): 

 Quarter-on-quarter GDP growth is above 0.6% i.e. using up spare capacity. 
This condition was met in Q2 2015, but Q3 came up short and Q4 looks likely 
to also fall short. 

 Core inflation (stripping out most of the effect of decreases in oil prices), 
registers a concerted increase towards the MPC’s 2% target. This measure 
was on a steadily decreasing trend since mid-2014 until November 2015 @ 
1.2%. December 2015 saw a slight increase to 1.4%.

 Unit wage costs are on a significant increasing trend. This would imply that 
spare capacity for increases in employment and productivity gains are being 
exhausted, and that further economic growth will fuel inflationary pressures. 

The MPC has been particularly concerned that the squeeze on the disposable 
incomes of consumers should be reversed by wage inflation rising back above the 
level of CPI inflation in order to underpin a sustainable recovery.  It has, therefore, 
been encouraging in 2015 to see wage inflation rising significantly above CPI inflation 
which has been around zero since February. However, it is unlikely that the MPC 
would start raising rates until wage inflation was expected to consistently stay over 
3%, as a labour productivity growth rate of around 2% would mean that net labour unit 
costs would still only be rising by about 1% y/y. The Inflation Report was notably 
subdued in respect of the forecasts for CPI inflation; this was expected to barely get 
back up to the 2% target within the 2-3 year time horizon.  The increase in the forecast 
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for inflation at the three year horizon was the biggest in a decade and at the two year 
horizon it was the biggest since February 2013.  However, the first round of falls in oil, 
gas and food prices in late 2014 and in the first half 2015, will fall out of the 12 month 
calculation of CPI during late 2015 / early 2016 but only to be followed by a second, 
subsequent round of falls in fuel and commodity prices which will delay a significant 
tick up in inflation from around zero.  CPI inflation is now expected to get back to 
around 1% in the second half of 2016 and not get near to 2% until the second half of 
2017, though the forecasts in the Report itself were for an even slower rate of 
increase.  

However, with the price of oil having fallen further in January 2016, and with sanctions 
having been lifted on Iran, enabling it to sell oil freely into international markets, there 
could well be some further falls still to come in 2016. The price of other commodities 
exported by emerging countries could also have downside risk and several have seen 
their currencies already fall by 20-30%, (or more), over the last year. These 
developments could well lead the Bank of England to lower the pace of increases in 
inflation in its February 2016 Inflation Report. On the other hand, the start of the 
national living wage in April 2016 (and further staged increases until 2020), will raise 
wage inflation; however, it could also result in a decrease in employment so the 
overall inflationary impact may be muted.

Confidence is another big issue to factor into forecasting.  Recent volatility in financial 
markets could dampen investment decision making as corporates take a more 
cautious view of prospects in the coming years due to international risks. This could 
also impact in a slowdown in increases in employment.  However, consumers will be 
enjoying the increase in disposable incomes as a result of falling prices of fuel, food 
and other imports from emerging countries, so this could well feed through into an 
increase in consumer expenditure and demand in the UK economy, (a silver lining!). 
Another silver lining is that the UK will not be affected as much as some other western 
countries by a slowdown in demand from emerging countries, as the EU and US are 
our major trading partners.

There is, therefore, considerable uncertainty around how quickly pay and CPI inflation 
will rise in the next few years and this makes it difficult to forecast when the MPC will 
decide to make a start on increasing Bank Rate.  There are also concerns around the 
fact that the central banks of the UK and US currently have few monetary policy 
options left to them given that central rates are near to zero and huge QE is already in 
place.  There are, accordingly, arguments that rates ought to rise sooner and quicker, 
so as to have some options available for use if there was another major financial crisis 
in the near future.  But it is unlikely that either would aggressively raise rates until they 
are sure that growth was securely embedded and ‘noflation’ was not a significant 
threat.

The forecast for the first increase in Bank Rate has, therefore, been pushed back 
progressively over the last year from Q4 2015 to Q4 2016. Increases after that are 
also likely to be at a much slower pace, and to much lower final levels than prevailed 
before 2008, as increases in Bank Rate will have a much bigger effect on heavily 
indebted consumers and householders than they did before 2008. There has also 
been an increase in momentum towards holding a referendum on membership of the 
EU in 2016, rather than in 2017, with Q3 2016 being the current front runner in terms 
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of timing; this could impact on MPC considerations to hold off from a first increase until 
the uncertainty caused by it has passed.

The Government’s revised Budget in July eased the pace of cut backs from achieving 
a budget surplus in 2018/19 to achieving that in 2019/20 and this timetable was 
maintained in the November Budget.

USA. GDP growth in 2014 of 2.4% was followed by Q1 2015 growth, which was 
depressed by exceptionally bad winter weather, at only +0.6% (annualised).  
However, growth rebounded remarkably strongly in Q2 to 3.9% (annualised) before 
falling back to +2.0% in Q3. 

Until the turmoil in financial markets in August, caused by fears about the slowdown in 
Chinese growth, it had been strongly expected that the Fed. would start to increase 
rates in September.  The Fed pulled back from that first increase due to global risks 
which might depress US growth and put downward pressure on inflation, as well as a 
20% appreciation of the dollar which has caused the Fed. to lower its growth 
forecasts.  Although the non-farm payrolls figures for growth in employment in August 
and September were disappointingly weak, the October figure was stunningly strong 
while November was also reasonably strong (and December was outstanding); this, 
therefore, opened up the way for the Fed. to embark on its first increase in rates of 
0.25% at its December meeting.  However, the accompanying message with this first 
increase was that further increases will be at a much slower rate, and to a much lower 
ultimate ceiling, than in previous business cycles, mirroring comments by our own 
MPC.
  
EZ. In the Eurozone, the ECB fired its big bazooka in January 2015 in unleashing 
a massive €1.1 trillion programme of quantitative easing to buy up high credit 
quality government and other debt of selected EZ countries. This programme of 
€60bn of monthly purchases started in March 2015 and it is intended to run 
initially to September 2016.  At the ECB’s December meeting, this programme 
was extended to March 2017 but was not increased in terms of the amount of 
monthly purchases.  The ECB also cut its deposit facility rate by 10bps from -0.2% 
to -0.3%.  This programme of monetary easing has had a limited positive effect in 
helping a recovery in consumer and business confidence and a start to some 
improvement in economic growth.  GDP growth rose to 0.5% in quarter 1 2015 
(1.3% y/y) but has then eased back to +0.4% (+1.6% y/y) in quarter 2 and to 
+0.3% (+1.6%) in quarter 3.  Financial markets were disappointed by the ECB’s 
lack of more decisive action in December and it is likely that it will need to boost 
its QE programme if it is to succeed in significantly improving growth in the EZ 
and getting inflation up from the current level of around zero to its target of 2%.    

Greece.  During July, Greece finally capitulated to EU demands to implement a major 
programme of austerity. An €86bn third bailout package has since been agreed 
although it did nothing to address the unsupportable size of total debt compared to 
GDP.  However, huge damage has been done to the Greek banking system and 
economy by the initial resistance of the Syriza Government, elected in January, to EU 
demands. The surprise general election in September gave the Syriza government a 
mandate to stay in power to implement austerity measures. However, there are major 
doubts as to whether the size of cuts and degree of reforms required can be fully 
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implemented and so a Greek exit from the euro may only have been delayed by this 
latest bailout.

Portugal and Spain.  The general elections in September and December 
respectively have opened up new areas of political risk where the previous right wing 
reform-focused pro-austerity mainstream political parties have lost their majority of 
seats.  A left wing / communist anti-austerity coalition has won a majority of seats in 
Portugal. The general election in Spain produced a complex result where no 
combination of two main parties is able to form a coalition with a majority of seats. It is 
currently unresolved as to what administrations will result from both these situations. 
This has created nervousness in bond and equity markets for these countries which 
has the potential to spill over and impact on the whole Eurozone project. 

China and Japan.  Japan is causing considerable concern as the increase in sales 
tax in April 2014 suppressed consumer expenditure and growth.  In Q2 2015 quarterly 
growth shrank by -0.2% after a short burst of strong growth of 1.1% during Q1, but 
then came back to +0.3% in Q3 after the first estimate had indicated that Japan had 
fallen back into recession; this would have been the fourth recession in five years. 
Japan has been hit hard by the downturn in China during 2015 and there are 
continuing concerns as to how effective efforts by the Abe government to stimulate 
growth, and increase the rate of inflation from near zero, are likely to prove when it 
has already fired the first two of its ‘arrows’ of reform but has dithered about firing the 
third, deregulation of protected and inefficient areas of the economy.

As for China, the Government has been very active during 2015 and the start of 2016, 
in implementing several stimulus measures to try to ensure the economy hits the 
growth target of about 7% for 2015.  It has also sought to bring some stability after the 
major fall in the onshore Chinese stock market during the summer and then a second 
bout in January 2016.  Many commentators are concerned that recent growth figures 
could have been massaged to hide a downturn to a lower growth figure.  There are 
also major concerns as to the creditworthiness of much of bank lending to corporates 
and local government during the post 2008 credit expansion period. Overall, China is 
still expected to achieve a growth figure that the EU would be envious of.  
Nevertheless, there are growing concerns about whether the Chinese economy could 
be heading for a hard landing and weak progress in rebalancing the economy from an 
over dependency on manufacturing and investment to consumer demand led 
services.  There are also concerns over the volatility of the Chinese stock market, 
which was the precursor to falls in world financial markets in August and September 
and again in January 2016, which could lead to a flight to quality to bond markets. In 
addition, the international value of the Chinese currency has been on a steady trend of 
weakening and this will put further downward pressure on the currencies of emerging 
countries dependent for earnings on exports of their commodities.

Emerging countries. There are also considerable concerns about the vulnerability of 
some emerging countries, and their corporates, which are getting caught in a perfect 
storm. Having borrowed massively in dollar denominated debt since the financial 
crisis, (as investors searched for yield by channelling investment cash away from 
western economies with dismal growth, depressed bond yields and near zero interest 
rates into emerging countries), there is now a strong flow back to those western 
economies with strong growth and a path of rising interest rates and bond yields.  
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The currencies of emerging countries have therefore been depressed by both this 
change in investors’ strategy, and the consequent massive reverse cash flow, and 
also by the expectations of a series of central interest rate increases in the US which 
has caused the dollar to appreciate significantly.  In turn, this has made it much more 
costly for emerging countries to service their dollar denominated debt at a time when 
their earnings from commodities are depressed by a simultaneous downturn in 
demand for their exports and a deterioration in the value of their currencies. There are 
also likely to be major issues when previously borrowed debt comes to maturity and 
requires refinancing at much more expensive rates.

Corporates (worldwide) heavily involved in mineral extraction and / or the commodities 
market may also be at risk and this could also cause volatility in equities and safe 
haven flows to bonds. Financial markets may also be buffeted by the sovereign wealth 
funds of those countries that are highly exposed to falls in commodity prices and 
which, therefore, may have to liquidate investments in order to cover national budget 
deficits.

CAPITA ASSET SERVICES FORWARD VIEW 
Economic forecasting remains difficult with so many external influences weighing on 
the UK. Capita Asset Services undertook its last review of interest rate forecasts on 19 
January 2016.  Our Bank Rate forecasts, (and also MPC decisions), will be liable to 
further amendment depending on how economic data evolves over time. .  There is 
much volatility in rates and bond yields as news ebbs and flows in negative or positive 
ways. This latest forecast includes a first increase in Bank Rate in quarter 4 of 2016. 

The overall trend in the longer term will be for gilt yields and PWLB rates to rise when 
economic recovery is firmly established accompanied by rising inflation and 
consequent increases in Bank Rate, and the eventual unwinding of QE. At some 
future point in time, an increase in investor confidence in eventual world economic 
recovery is also likely to compound this effect as recovery will encourage investors to 
switch from bonds to equities.  

The overall balance of risks to economic recovery in the UK is currently to the 
downside, given the number of potential headwinds that could be growing on both the 
international and UK scene. Only time will tell just how long this current period of 
strong economic growth will last; it also remains exposed to vulnerabilities in a number 
of key areas.

However, the overall balance of risks to our Bank Rate forecast is probably to the 
downside, i.e. the first increase, and subsequent increases, may be delayed further if 
recovery in GDP growth, and forecasts for inflation increases, are lower than currently 
expected. Market expectations in January 2016, (based on short sterling), for the first 
Bank Rate increase are currently around quarter 1 2017.
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Downside risks to current forecasts for UK gilt yields and PWLB rates currently 
include: 

 Emerging country economies, currencies and corporates destabilised by 
falling commodity prices and / or Fed. rate increases, causing a flight to 
safe havens.

 Geopolitical risks in Eastern Europe, the Middle East and Asia, increasing 
safe haven flows. 

 UK economic growth and increases in inflation are weaker than we 
currently anticipate. 

 Weak growth or recession in the UK’s main trading partners - the EU and 
US.

  A resurgence of the Eurozone sovereign debt crisis.
 Recapitalisation of European banks requiring more government financial 

support.
 Monetary policy action failing to stimulate sustainable growth and combat 

the threat of deflation in western economies, especially the Eurozone and 
Japan.

The potential for upside risks to current forecasts for UK gilt yields and PWLB rates, 
especially for longer term PWLB rates include: -

 Uncertainty around the risk of a UK exit from the EU.
 The pace and timing of increases in the Fed. funds rate causing a 

fundamental reassessment by investors of the relative risks of holding 
bonds as opposed to equities and leading to a major flight from bonds to 
equities.

 UK inflation returning to significantly higher levels than in the wider EU 
and US, causing an increase in the inflation premium inherent to gilt 
yields.
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