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ECONOMIC BACKGROUND 

UK 

 General election December 2019 returned a large Conservative majority on a platform of 

getting Brexit done. UK to leave the EU by 31 January 2020. 

 There is still considerable uncertainty about whether the UK and EU will be able to agree the 
details of a trade deal by the deadline set by the prime minister of December 2020. This leaves 
open the potential risks of a no deal or a hard Brexit. 

 GDP growth has been weak in 2019 and is likely to be around only 1% in 2020. 

 November MPC meeting and Bank of England quarterly Monetary Policy Report (formerly 
called the Inflation Report).  MPC voted 7-2 to keep rates on hold.  Increase in concerns among 
MPC members around weak UK growth caused by weak global economic growth and the 
potential for Brexit uncertainties to become entrenched and so delay UK economic recovery.   

 MPC meeting December 2019 again voted 7-2 to keep rates on hold.  Their key view was that 
there was currently ‘no evidence about the extent to which policy uncertainties among 
companies and households had declined’ i.e. they were going to sit on their hands and see how 
the economy goes in the next few months. 

 If economic growth were to weaken considerably, the MPC has relatively little room to make a 
big impact with Bank Rate still only at 0.75%.  It would therefore, probably suggest that it would 
be up to the Chancellor to provide help to support growth by way of a fiscal boost e.g. tax cuts, 
infrastructure spending etc. 

 CPI inflation has been hovering around the Bank of England’s target of 2% during 2019, but 
fell again in both October and November to a three-year low of 1.5%. It is likely to remain close 
to, or under 2% over the next two years and so it does not pose any immediate concern to the 
MPC. However, if there was a hard or no deal Brexit, inflation could rise towards 4%, primarily 
because of imported inflation on the back of a weakening pound. 

 Labour market. Employment growth has been quite resilient through 2019 until the three 
months to September where it fell by 58,000.  However, there was an encouraging pick up 
again in the three months to October to growth of 24,000, which showed that the labour market 
was not about to head into a major downturn. The unemployment rate held steady at a 44-year 
low of 3.8%.  Wage inflation has been steadily falling from a high point of 3.9% in July to 3.5% 
in October (3-month average regular pay, excluding bonuses). This meant that in real terms, 
(i.e. wage rates higher than CPI inflation), earnings grew by about 2.0%. As 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. The other message from the fall in wage growth is that employers are beginning to find 
it easier to hire suitable staff, indicating that supply pressure in the labour market is easing. 

 
USA   

 Growth in 2019 has been falling after a strong start in quarter 1 at 3.1%, (annualised rate), to 
2.0% in quarter 2 and then 2.1% in quarter 3.  The economy looks likely to have maintained a 
growth rate similar to quarter 3 into quarter 4; fears of a recession in 2020 have largely 
dissipated.  

 The strong growth in employment numbers during 2018 has weakened during 2019, 
indicating that the economy had been cooling, while inflationary pressures were also 
weakening.   

 CPI inflation rose from 1.8% to 2.1% in November, a one year high, but this was singularly 
caused by a rise in gasoline prices.  

 The Fed finished its series of increases in rates to 2.25 – 2.50% in December 2018.  In July 
2019, it cut rates by 0.25% as a ‘midterm adjustment’ but flagged up that this was not intended  
to be seen as the start of a series of cuts to ward off a downturn in growth. It also ended its 
programme of quantitative tightening in August, (reducing its holdings of treasuries etc.). It then 
cut rates by 0.25% again in September and by another 0.25% in its October meeting to 1.50 – 
1.75%.  

 At its September meeting it also said it was going to start buying Treasuries again, although 
this was not to be seen as a resumption of quantitative easing but rather an exercise to relieve 
liquidity pressures in the repo market. In the first month, it will buy $60bn, whereas it had been 
reducing its balance sheet by $50bn per month during 2019.  
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 The Fed left rates unchanged in December.  However, the accompanying statement was more 
optimistic about the future course of the economy so this would indicate that further cuts are 
unlikely. 

 Trade war with China. The trade war is depressing US, Chinese and world growth. In the EU, 
it is also particularly impacting Germany as exports of goods and services are equivalent to 
46% of total GDP. It will also impact developing countries dependent on exporting commodities 
to China. However, progress has been made in December on agreeing a phase one deal 
between the US and China to roll back some of the tariffs; this gives some hope of resolving 
this dispute. 

 
EUROZONE.   

 Growth has been slowing from +1.8 % in 2018 to around half of that at the end of 2019; there 

appears to be little upside potential in the near future.  

 The European Central Bank (ECB) ended its programme of quantitative easing purchases of 
debt in December 2018, which then meant that the central banks in the US, UK and EU had all 
ended the phase of post financial crisis expansion of liquidity supporting world financial markets 
by quantitative easing purchases of debt. 

 However, the downturn in EZ growth in the second half of 2018 and into 2019, 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%), has prompted the ECB to take new measures to stimulate growth.  At its March 
meeting it announced a third round of TLTROs; this provides banks with cheap borrowing.  

 However, since then, the downturn in EZ and world growth has gathered momentum; at its 
meeting on 12 September it cut its deposit rate further into negative territory, from -0.4% to -
0.5%, and announced a resumption of quantitative easing purchases of debt for an 
unlimited period.  

 At its October meeting it said these purchases would start in November at €20bn per month - 
a relatively small amount compared to the previous buying programme. It also increased the 
maturity of the third round of TLTROs from two to three years. However, it is doubtful whether 
this very limited loosening of monetary policy will have much impact on growth and, 
unsurprisingly, the ECB stated that governments would need to help stimulate growth by 
‘growth friendly’ fiscal policy.  

 There were no policy changes in the December meeting, which was chaired for the first time 
by the new President of the ECB, Christine Lagarde. However, the outlook continued to be 
down beat about the economy; this makes it likely there will be further monetary policy stimulus 
to come in 2020. She also announced a thorough review during 2020 of how the ECB conducts 
monetary policy, including the price stability target. 

 Several EU countries have coalition governments.  More recently, Austria, Spain and Italy 
have been in the throes of trying to form coalition governments with some unlikely combinations 
of parties i.e. this raises questions around their likely endurance. The latest results of German 
state elections has put further pressure on the frail German CDU/SDP coalition government 
and on the current leadership of the CDU.  

 
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 shadow banking systems. In addition, there 
still needs to be a greater switch from investment in industrial capacity, property construction 
and infrastructure to consumer goods production. 

 
JAPAN 

 It 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 – reversal of globalisation 
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 Until recent years, world growth has been boosted by increasing globalisation i.e. countries 
specialising in producing goods and commodities in which they have an economic advantage 
and which they then trade with the rest of the world.  This has boosted worldwide productivity 
and growth, and, by lowering costs, has depressed inflation. However, the rise of China as an 
economic superpower over the last thirty years, which now accounts for nearly 20% of total 
world GDP, has unbalanced the world economy. The Chinese government has targeted 
achieving major world positions in specific key sectors and products, especially high tech areas 
and production of rare earth minerals used in high tech products.  It is achieving this by massive 
financial support, (i.e. subsidies), to state owned firms, government directions to other firms, 
technology theft, restrictions on market access by foreign firms and informal targets for the 
domestic market share of Chinese producers in the selected sectors. This is regarded as being 
unfair competition that is putting western firms at an unfair disadvantage or even putting some 
out of business. It is also regarded with suspicion on the political front as China is an 
authoritarian country that is not averse to using economic and military power for political 
advantage. The current trade war between the US and China therefore needs to be seen 
against that backdrop.  It is, therefore, likely that we are heading into a period where there will 
be a reversal of world globalisation and a decoupling of western countries from 
dependence on China to supply products.  This is likely to produce a backdrop in the coming 
years of weak global growth and so weak inflation.   

 Central banks are, therefore, likely to come under more pressure to support growth by 
looser monetary policy measures and this will militate against central banks increasing 
interest rates in 2020 and beyond.  

 The trade war between the US and China has been during 2019, and still is, a major concern 
to financial markets due to the synchronised general weakening of growth in the major 
economies of the world, compounded by fears that there could even be a recession looming 
up in the US, (though such fears have largely dissipated towards the end of 2019).  

 These concerns resulted in government bond yields falling in 2019 in the developed world. 

If there were a major worldwide downturn in growth, central banks in most of the major 
economies will have limited ammunition available, in terms of monetary policy measures, when 
rates are already very low in most countries, (apart from the US).  There are also concerns 
about how much distortion of financial markets has already occurred with the current levels of 
quantitative easing purchases of debt by central banks and the use of negative central bank 
rates in some countries. The latest PMI survey statistics of economic health for the US, UK, EU 
and China have all been predicting a downturn in growth; this confirms investor sentiment that 
the outlook for growth during the year ahead is weak. 

 
 
 
INTEREST RATE FORECASTS 
The interest rate forecasts provided by Link Asset Services in paragraph 3.3 are predicated on an 
assumption of an agreement being reached on Brexit between the UK and the EU.  On this basis, while 
GDP growth is likely to be subdued in 2019 and 2020 due to all the uncertainties around Brexit depressing 
consumer and business confidence, an agreement on the detailed terms of a trade deal  is likely to lead to a 
boost to the rate of growth in subsequent years.  This could, in turn, increase inflationary pressures in the 
economy and so cause the Bank of England to resume a series of gentle increases in Bank Rate.  Just how 
fast, and how far, those increases will occur and rise to, will be data dependent. The forecasts in this report 
assume a modest recovery in the rate and timing of stronger growth and in the corresponding response by 
the Bank in raising rates. 

 In the event of an orderly non-agreement exit in December 2020, 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 were 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. Quantitative easing 
could also be restarted by the Bank of England. It is also possible that the government could 
act to protect economic growth by implementing fiscal stimulus.  

 
 
 
The balance of risks to the UK 
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 The overall balance of risks to economic growth in the UK is probably even, but dependent on 
a successful outcome of negotiations on a trade deal. 

 The balance of risks to increases in Bank Rate and shorter term PWLB rates are broadly 
similarly to the downside.  

 In the event that a Brexit deal was agreed with the EU and approved by Parliament, the balance 
of risks to economic growth and to increases in Bank Rate is likely to change to the upside. 

 
One risk that is both an upside and downside risk, is that all central banks are now working in very 
different economic conditions than before the 2008 financial crash as  there has been a major increase 
in consumer and other debt due to the exceptionally low levels of borrowing rates that have prevailed 
since 2008. This means that the neutral rate of interest in an economy, (i.e. the rate that is neither 
expansionary nor deflationary), is difficult to determine definitively in this new environment, although 
central banks have made statements that they expect it to be much lower than before 2008. Central 
banks could therefore either over or under do increases in central interest rates. 
 
Downside risks to current forecasts for UK gilt yields and PWLB rates currently include:  

 Brexit – if it were to cause significant economic disruption and a major downturn in the rate of 
growth. 

 Bank of England takes action too quickly, or too far, over the next three years to raise Bank 

Rate and causes UK economic growth, and increases in inflation, to be weaker than we 
currently anticipate.  

 A resurgence of the Eurozone sovereign debt crisis. In 2018, Italy was a major concern due 

to having a populist coalition government which made a lot of anti-austerity and anti-EU noise.  
However, in September 2019 there was a major change in the coalition governing Italy which 
has brought to power a much more EU friendly government; this has eased the pressure on 
Italian bonds. Only time will tell whether this new coalition based on an unlikely alliance of two 
very different parties will endure.  

 Weak capitalisation of some European banks, particularly Italian banks. 

 German minority government. In the German general election of September 2017, Angela 

Merkel’s CDU party was left in a vulnerable minority position dependent on the fractious support 
of the SPD party, as a result of the rise in popularity of the anti-immigration AfD party. The CDU 
has done badly in recent state elections but the SPD has done particularly badly and this has 
raised a major question mark over continuing to support the CDU. Angela Merkel has stepped 
down from being the CDU party leader but she intends to remain as Chancellor until 2021. 

 Other minority EU governments. Austria, Finland, Sweden, Spain, Portugal, Netherlands and 
Belgium also have vulnerable minority governments dependent on coalitions which could prove 
fragile.  

 Austria, the Czech Republic, Poland and Hungary now form a strongly anti-immigration bloc 
within the EU.  There has also been rising anti-immigration sentiment in Germany and France. 

 In October 2019, the IMF issued a report on the World Economic Outlook which flagged up a 
synchronised slowdown in world growth.  However, it also flagged up that there was potential 
for a rerun of the 2008 financial crisis, but his time centred on the huge debt binge 
accumulated by corporations during the decade of low interest rates.  This now means that 
there are corporates who would be unable to cover basic interest costs on some $19trn of 
corporate debt in major western economies, if world growth was to dip further than just a 
minor cooling.  This debt is mainly held by the shadow banking sector i.e. pension funds, 
insurers, hedge funds, asset managers etc., who, when there is $15trn of corporate and 
government debt now yielding negative interest rates, have been searching for higher returns 
in riskier assets. Much of this debt is only marginally above investment grade so any rating 
downgrade could force some holders into a fire sale, which would then depress prices further 
and so set off a spiral down. The IMF’s answer is to suggest imposing higher capital charges 
on lending to corporates and for central banks to regulate the investment operations of the 
shadow banking sector. In October 2019, the deputy Governor of the Bank of England also 
flagged up the dangers of banks and the shadow banking sector lending to corporates, 
especially highly leveraged corporates, which had risen back up to near pre-2008 levels.     

 Geopolitical risks, for example in North Korea, but also in Europe and the Middle East, which 
could lead to increasing safe haven flows.  

 
Upside risks to current forecasts for UK gilt yields and PWLB rates 
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 Brexit – if agreement was reached all round that removed all threats of economic and political 
disruption between the EU and the UK.  

 The Bank of England is too slow in its pace and strength of increases in Bank Rate and, 

therefore, allows inflationary pressures to build up too strongly within the UK economy, which 
then necessitates a later rapid series of increases in Bank Rate faster than we currently expect.  

 UK inflation, whether domestically generated or imported, returning to sustained significantly 

higher levels causing an increase in the inflation premium inherent to gilt yields.  

 


