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Detailed economic commentary on developments during quarter ended 31 December 2016 

This section has been provided by Capital Economics and therefore includes their views and 

opinions of future trends and events. 

• During the quarter ended 31 December 2016: 

- The economy maintained its momentum, despite Brexit; 

- Households continued to drive overall economic growth; 

- The labour market showed some signs of weakening; 

- CPI inflation rose above 1% for the first time in two years; 

- The Chancellor eased the planned fiscal squeeze, but the MPC kept policy unchanged; 

- Monetary policy in the US and the Euro-zone diverged. 

• Economic growth appears to have barely lost pace, despite the vote for Brexit. Indeed, 

quarterly GDP growth in Q3 of 2016 is now estimated to have been 0.6%, up from the 

initial estimate of 0.5%: Q2’s growth rate was also nudged down from 0.7% to 0.6%. 

Moreover, the average level of the Markit/CIPS all-sector PMI in October and November 

was 54.8, compared to an average of 51.4 in Q3. On the basis of past form, this is 

consistent with quarterly GDP growth of about 0.5%. And the sharp rise in the 

manufacturing PMI in December suggests the sector ended the year solidly.  

• Consumer spending continued to be the key driver of growth in Q4. Admittedly, retail 

sales only rose by a monthly 0.2% in November. But this followed a whopping 1.8% 

monthly increase in October. As a result, even if sales volumes were flat in December, 

they would have risen by 2.1% over Q4 as a whole, the largest increase since Q2 2014 

and up from Q3’s 1.9% rise.  

• This does not look sustainable though. Q3’s National Accounts revealed a fall in 

households’ real disposable incomes, and as a result the 0.7% rise in overall household 

spending was funded entirely through a fall in the household saving ratio. With inflation 

having picked up and employment growth having slowed in Q4, it looks likely that the 

saving ratio may have fallen further. 

• The labour market’s recent strength seems to be waning. Employment actually fell in the 

three months to October, the first fall since Q2 2015. Annual growth in employment 

remained positive, albeit weak, at 1.1%. Granted, the unemployment rate held steady at 

its post-crisis low of 4.8%. But note that this was due to people moving into inactivity 

rather than employment.  

• Note that some slowdown in employment growth was inevitable, regardless of the 

outcome of the referendum, as labour market slack has diminished. Indeed the 

unemployment rate is now around the level often thought to be its “natural” rate. Looking 

ahead, we doubt that any job losses will be particularly severe or sustained. Survey 

measures of firms’ employment intentions are consistent with annual growth in private 

sector employment of about 1% over the coming months.  
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• Meanwhile, perhaps in response to past tightening in the labour market, there have been 

some more optimistic signs on the wages front, with annual growth in average weekly 

earnings (including bonuses) holding broadly stable at 2.5% in the three months to 

October, following a 2.4% rise in Q3.  

• At the current time, this is enough to outpace inflation. CPI inflation picked up from 0.7% 

in Q3 to average 1.1% in October and November. The 1.2% level reached in November 

was the highest since October 2014, although this still remains low by historical 

standards. However, inflation is on a steep upward trajectory. Components of inflation 

that typically respond quite quickly to exchange rate movements, such as petrol and food 

prices, have had big upward influences on the headline rate recently, and will continue to 

do so as the drop in the pound makes its way through the inflation pipeline.  

• Price pressures at the beginning of the pipeline are already building rapidly. Producer 

input price inflation rose from 6.5% in Q3 to an average of 12.6% in October and 

November. There is typically quite a long lag between producer prices and CPI inflation, 

but we should start to see this feed through to higher prices on the high street over the 

course of 2017. Indeed, CPI inflation is still on track to breach the 2% inflation target in 

spring 2017, and should peak at around 3% by spring 2018.  

• For now at least, the MPC doesn’t appear to be too fazed by this overshoot of the 2% 

inflation target: it left interest rates unchanged at 0.25% during Q4. Given the uncertainty 

about the economic outlook, and especially the impact from the two year window for 

Brexit negotiations from March 2017, interest rates look set to remain on hold for a long 

while yet.  

• By contrast, the US Fed pressed ahead and raised interest rates by 25bp in December, 

as expected, taking the Fed funds target range to between 0.50% and 0.75%. At the 

same time, the ECB announced that it would slow the pace of its asset purchases from 

April 2017, but committed to extending the purchases by another nine months (to 

December 2017). This highlights the unusual divergence in western monetary policy set 

to occur over the next year or so.  

• Meanwhile, the latest data suggests that the public finances are broadly on track to meet 

the recently revised OBR’s near-term forecasts. Borrowing on the PSNB ex measure in 

the first eight months of the fiscal year so far was about 11% lower than last year. This 

compares to the OBR’s expectations of a 10% fall for the fiscal year as a whole.  

• But hopes of a complete “reset” of fiscal policy were dashed in November’s Autumn 

Statement. Chancellor Philip Hammond did lessen the fiscal squeeze a bit, but the UK still 

faces another bout of austerity over the coming years. Of course, the new fiscal rules – 

which include achieving a cyclically-adjusted budget deficit of below 2% by 2020/21 – do 

offer the Chancellor a bit of room for manoeuvre if the economy were to turn out much 

weaker. On the basis of the OBR’s new forecasts, the deficit will be about 0.8% on this 

measure by that point, leaving him about 1.2% of GDP to play with.  

• Ongoing deficit reduction in the UK is in contrast to the US, where we expect a major 

fiscal stimulus on the back of Trump’s victory. Indeed, we have revised up our US GDP 

growth forecast for 2017 from 2% to 2.7%.  
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• Meanwhile, in financial markets, the FTSE 100 rose by 2.4% between Q3 and Q4 of 

2016, taking it to a record high. This partly reflected the 3.5% drop in the trade-weighted 

value of sterling, (which boosts the sterling value of UK firms’ overseas profits), but also 

the generally positive market reaction to Trump’s victory in the US election. That said, 

Brexit worries are still lingering, with the FTSE UK Local Index, which only includes firms 

of which more than 70% of their sales are generated in the UK, falling by 5.4%. 

Meanwhile, reflecting a combination of rising US Treasury yields on the back of Trump’s 

victory, as well as fears about the sterling-driven rise in inflation over the next few years in 

the UK, 10-year UK government bond yields rose by close to 50bp during Q4.  

• Finally, the UK government still plans to trigger Article 50 and begin Brexit negotiations by 

the end of March, and has promised to lay out its plans before it does so. A soft(ish) form 

of Brexit still looks in prospect. Granted, controlling immigration and ending the influence 

of the European Court of Justice appear to be key priorities, but the government has 

stated it wants to retain a very close trading relationship, and that a transitional deal may 

be considered in order to smooth the process.  
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