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UK ECONOMICS UPDATE  

Off-balance but on-track 

● PMIs seem to be overstating growth in some countries: Italy 
returned to recession in Q2 despite improving survey readings. 
German manufacturing growth has disappointed too. If a similar 
disconnect opens in the UK, our forecast would be at serious risk. 

● But not for the UK: Q2 was strong. GDP rose by 0.8% qoq, roughly 
in line with the PMI (Chart 1) even though manufacturing grew by 
only 0.2% qoq, down from an average 1.1% gain in the previous two 
quarters. The PMI continues to signal buoyant growth. 

● Putin hits manufacturing: Uncertainty over how far Vladimir Putin 
will go in his covert war against Ukraine is causing a synchronised 
slowdown in manufacturing across much of Europe. Britain is less 
exposed than most, but still seems to be affected (Chart 2). We may 
have to brace ourselves for a stream of negative economic data for 
Germany and the Eurozone in August as the Ukrainian conflict 
possibly comes to a head. But the very fact that Russia is now hurting 
itself makes it more likely that the conflict will be more contained in a 
month or two. 

● We shave our forecasts: Given recent events, there is a risk that UK 
growth will slow down in the second half of this year. Manufacturing 
already has. We cut our forecasts as a result, to 3.0% for 2014 and 
3.2% for 2015, both down by 0.1ppt. The big tail risk to our still-
optimistic forecasts is that Mr Putin may invade Ukraine. We do not 
expect him to, but that risk needs watching carefully. 

● The domestic recovery still has legs: Rising construction output, 
the strong services PMI and rapidly rising house prices give us some 
confidence that domestic demand can carry the UK along through a 
manufacturing slowdown. But the recovery may become lopsided for 
a few months. There may or may not be a slowdown in the UK, but 
we see no reason to worry beyond the near-term just yet. The most 
significant impact of softer world growth could be on the Bank of 
England (BoE). If events in Ukraine escalate further, then the BoE 
could delay rate hikes a little. We still put a 60% probability on a 
November 2014 hike. 

 

Berenberg UK forecasts 

 2014 2015 

GDP 3.0% 3.2% 

Inflation 1.7% 1.9% 

U/e 6.2% 5.6% 

Fiscal deficit 3.2% 2.7% 

 

Next week’s key releases 
(See p5 for more details) 

BoE Inflation Report 
We expect the BoE to raise its 
estimate of labour market 
slack, but cut its 
unemployment forecasts, 
leaving the door open to a 
November hike  

Unemployment rate, June 

Previous 6.5% 

Berenberg 6.3% 

Consensus 6.4% 

Surveys signal rapid 
employment growth, which 
should show up in a chunky 
unemployment drop again. 

Chart 1: PMI is still strong in the UK   

 
GDP growth shows a time-series of preliminary, or first, estimates of GDP growth. Currently published GDP growth 

is different because it has subsequently been revised. Source: ONS, Markit 
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Week in review: Scexit risk recedes, Brexit in focus 

There were plenty of data this week, but they were dominated by politics. 
The risk of Scottish independence (Scexit) receded further after separatist 
leader Alex Salmond lost a live TV debate with Alistair Darling, the Better 
Together campaign leader. Still, London Mayor Boris Johnson’s chaotic 
launch of an assessment on Europe shows where the real political risks lie for 
the UK. 

Starting with Scotland, the Better Together campaign against independence 
has had a steady 10-15 point lead since April. With six weeks until the 18 
September plebiscite, Mr Salmond needed to win impressively in this week’s 
debate. He did not. A second debate on 25 August will give the nationalists 
another chance, but they will struggle to take it on this week’s evidence. 

The separatists’ troubles are partly down to holes in their evidence. They plan 
to run a more generous welfare state without raising taxes by relying on 
North Sea oil revenue. They justify this position with wildly optimistic 
forecasts for the latter (see our report, Narrowing Scottish polls raise UK political 
risks publish on 21 May 2014) – but, unfortunately, the oil is running out. The 
currency is another big issue. The budgetary discipline now enforced in the 
Eurozone would not work in a sterling currency-zone political climate. The 
lack of a plan B was a key stumbling block for Mr Salmond in the recent 
debate. He cannot solve that problem in the next couple of weeks. 

Those economic arguments are important, but uninspiring. Scottish 
independence would necessarily involve big changes, which voters may not 
be willing to take. Uncertainty is rarely welcomed. Still, the big economic 
questions about Scottish independence, as well as the UK’s possible 
referendum on “Brexit” from the EU, are about more than mere short-term 
economic calculus. We need to watch the incentives, not the near-term 
budget positions. Countries like the UK, or Scotland, can prosper on their 
own or as part of wider groups. The bigger issues are about whether 
governments follow good policies, and whether countries can retain global 
influence and free access to large markets without being part of a formal 
union. We set out this argument in our note on Scotland referred to above. 
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Mind the incentives 

 

Chart 2: Globally integrated manufacturing Chart 3: Scexit risk contained 

 
 

Source: Federal statistical office, ONS Average shows the average of the last 10 polls, excluding the two most 
extreme results. Source: UK Polling Report, WhatScotlandThinks.org 
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We firmly believe the UK would be better off remaining in the EU, so the 
chaotic Eurosceptic words from a senior Conservative this week again bring 
to the fore a big risk for the UK. Mr Johnson, the Mayor of London and a 
possible future candidate for Conservative party leader, overshadowed the 
launch of a report on Britain’s position in the EU by declaring he would 
stand for Parliament in the General Election. This is a chaotic turn of events 
that hardly inspires confidence. 

In any case, Mr Johnson outlined his arguments for why the UK would be 
better off out of the EU if the region did not accept British proposals for 
reform. That positioning is a big risk, given that the Conservative party of 
which Mr Johnson is a member will call a referendum on Brexit if it retains 
power in the 2015 General Election. 

The following claim is repeated more than once in the report: “The example 
of Germany illustrates that, in many ways, the key question facing the UK 
economy over the next two decades is not so much whether we are in or out 
of the EU. Rather it is whether our institutional structures and attitudes 
evolve to become flexible enough to prosper in the challenging environment 
of the world economy.” 

That really is the key point: the incentives. If the EU prevents the UK from 
reforming while the rest of the world changes, then the UK may well gain 
some benefits from leaving. But the past few years have shown EU countries 
pursuing supply-side reforms. Spain is the obvious example, but the OECD’s 
Going for Growth report highlights many others. Our annual Europlus Monitor 
details these changes as well. 

The Working Time Directive, or the EU Driving Regulations that Boris 
Johnson criticised – his complaint about the latter has been subject to a 
detailed counter-argument from the Wall Street Journal’s Simon Nixon (see 
Boris Johnson is talking piffle, 7 August 2014) – are not the key issues that will 
make or break the EU. It is supply-side reforms and pursuing free trade deals, 
for instance, that will be important. That is where the UK can make a real 
contribution to driving change. 

Mr Johnson presented a false choice. He compared a scenario in which a 
“reformed” EU – although these reforms were not well specified – was the 
alternative to one that demonstrated “no real adaptation to changing world 
circumstances”. But the EU has already changed significantly over the past 
few years and it will continue to do so. 

The UK faces a simple choice. In a world where Europe is inevitably 
shrinking economically, would it be better to try to bring the remaining 
weight to bear collectively or should the UK take its increasingly trivial 
economic heft to the negotiating table on its own? Importantly, over the next 
20-30 years, the UK could move into a more dominant position economically 
within the EU. Babies mean prizes. And the immigration that is so hated by 
Eurosceptics in Britain could actually bring big benefits. Britain will not be 
able to secure all that it wants inside the EU, but equally there is no nirvana 
of laissez-faire rapid growth outside the zone either. Ask Iceland. 

This Brexit risk is receding as the Conservative party remains behind in the 
General Election polls. But speeches like Mr Johnson’s this week show it is 
never very far away. 
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Economic calendar 

BoE August Inflation Report, published 10:30am on 13 August 

Next week is full of tier-one releases, but the one that dominates is the BoE’s 
Inflation Report. We expect that report, in which the central bank updates its 
quarterly forecasts, to leave open the possibility of a November rate hike.  

Those forecasts, and the press conferences that follow their publication, are 
key signalling devices. After more than three years of unanimous BoE votes 
for the status quo on interest rates, the key questions are now about what is 
going on behind the scenes. Specifically, the report will reveal how much 
weight the rate setters are putting, on the one hand, on strong growth and 
slack is falling faster than they had expected versus, on the other hand, 
continued weak wage growth and signs of manufacturing wobbles.  

We look for the central bankers to raise their growth expectations a little, cut 
their unemployment forecasts again and show inflation returning to the 2% 
inflation target by the end of its three-year forecast window. That would leave 
plenty of room for a majority of rate setters to support a hike by November. 

Since the May Inflation Report, markets have brought forward to February 
from May their expectation of the timing of the first rate hike. We expect the 
BoE to sign up to that and leave open the door for the hike to come sooner. 

Notwithstanding some data surprising on the downside recently (see our Is 
growth slowing report, published 1 August), the PMIs show growth momentum 
being sustained on the back of still-strong domestic demand. We see a 50-50 
chance that the BoE will nudge up its growth forecasts a little. 

The bigger issue is productivity, slack and wages. Productivity has 
disappointed BoE forecasts again, and unemployment is likely to undershoot 
its expectations. We look for the jobless count to fall to 6.3% in June, below 
the BoE’s May forecast of 6.5%. As a result, we look for the BoE to 
markedly lower its unemployment forecast again. 

Despite falling unemployment, wage growth has not yet picked up, however. 
The BoE is likely to respond by raising its estimate of slack in the labour 
market – equivalently, cutting its estimate of the non-inflationary 
unemployment rate below 6%. In other words, we expect the BoE to raise its 
estimate of slack in the labour market, but also state that it is now being used 
up faster. It is the latter point that could be crucial. 
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Chart 4: BoE inflation forecasts Chart 3: Scexit risk contained 

  

Source: BoE Source: BoE, ONS 
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Along with higher sterling, which has appreciated 2.3% since the May 
forecasts, more labour market slack should mean the BoE cuts its inflation 
forecasts for 2014 and 2015 (on standard multipliers that sterling appreciation 
could knock up to 0.2ppt off inflation). But the faster falls in unemployment 
that we expect the BoE to project should mean that inflation picks back up 
to its 2% inflation target in the third year of its forecast. 

The key uncertainty here, and therefore the key point we may learn next 
Wednesday, is the weight the central bank is putting on wages versus the pace 
of growth and decline in unemployment. Also important will be how the 
central bank weighs up the recent data and events. Unlike the periods 
running up to other recent inflation reports, the data have not universally 
surprised on the upside this time. We judge that economic momentum 
continues, but there is a risk the BoE may take a more dovish view. 

In summary, we expect forecasts for a more rapid decline of slack to leave 
the door open to a November rate hike from the BoE. Indeed, that is what 
leads us to expect one rate setter to have voted for a hike in the policy 
meeting that concluded this Thursday (the minutes of that meeting will be 
published on 20 August). But there is a risk that the BoE will choose a more 
dovish position. We still put a 60% chance on a November rate hike, but 
Wednesday’s Report is a key event risk for our call. 

We expect the inflation forecast 
to be cut for 2014 and 2015 
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Tuesday 12 August   Forecast Consensus Last 

00:00 BRC Sales like-for-like yoy July 0.7%  -0.8% 

Wednesday 13 August      

09:30 Jobless claims change  July -32k  -36k 

09:30 Employment qoq June 260k  254k 

09:30 Average weekly earnings ex bonuses yoy June 0.8%  0.7% 

09:30 Unemployment rate  June 6.3%  6.5% 

10:30 BoE Inflation Report      

Thursday 14 August 
     

00:01 RICS House Price Index  July 45  53 

Friday 15 August 
     

09:30 GDP, second estimate qoq Q2 0.8%  0.8% 

09:30 GDP, second estimate yoy Q2 3.1%  3.1% 

09:30 Index of Services mom June 0.3%  0.3% 
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Disclaimer 
 

This document was compiled by the above mentioned authors of the economics department of Joh. 
Berenberg, Gossler & Co. KG (hereinafter referred to as “the Bank”),. The Bank has made any effort to 
carefully research and process all information. The information has been obtained from sources which we 
believe to be reliable such as, for example, Thomson Reuters, Bloomberg and the relevant specialised press. 
However, we do not assume liability for the correctness and completeness of all information given. The 
provided information has not been checked by a third party, especially an independent auditing firm. We 
explicitly point to the stated date of preparation. The information given can become incorrect due to passage 
of time and/or as a result of legal, political, economic or other changes. We do not assume responsibility to 
indicate such changes and/or to publish an updated document. The forecasts contained in this document or 
other statements on rates of return, capital gains or other accession are the personal opinion of the author and 
we do not assume liability for the realisation of these. 

This document is only for information purposes. It does not constitute a financial analysis within the meaning 
of § 34b or § 31 Subs. 2 of the German Securities Trading Act (Wertpapierhandelsgesetz), no investment 
advice or recommendation to buy financial instruments. It does not replace consulting regarding legal, tax or 
financial matters. 

 

Remarks regarding foreign investors 

The preparation of this document is subject to regulation by German law. The distribution of this document 
in other jurisdictions may be restricted by law, and persons, into whose possession this document comes, 
should inform themselves about, and observe, any such restrictions. 

 

United Kingdom 

This document is meant exclusively for institutional investors and market professionals, but not for private 
customers. It is not for distribution to or the use of private investors or private customers. 

 

United States of America 

This document has been prepared exclusively by Joh. Berenberg, Gossler & Co. KG. Although Berenberg 
Capital Markets LLC, an affiliate of the Bank and registered US broker-dealer, distributes this document to 
certain customers, Berenberg Capital Markets LLC does not provide input into its contents, nor does this 
document constitute research of Berenberg Capital Markets LLC. In addition, this document is meant exclusively 
for institutional investors and market professionals, but not for private customers. It is not for distribution to or 
the use of private investors or private customers. 

This document is classified as objective for the purposes of FINRA rules. Please contact Berenberg Capital 
Markets LLC (+1 617.292.8200), if you require additional information. 

 

Copyright 

The Bank reserves all the rights in this document. No part of the document or its content may be rewritten, 
copied, photocopied or duplicated in any form by any means or redistributed without the Bank’s prior written 
consent. 

 

© May 2013 Joh. Berenberg, Gossler & Co. KG  
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