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UK: INFLATION JUMPS ON OIL PRICE EFFECT AND BUILDING RECOVERY
Berenberg Macro View

Inflation normalising

After the COVID-19 shock, a VAT cut in the hospitality sector and an ultra-low oil price temporari-
ly pushed inflation towards zero last year, the latest data show a fading of one-off factors and a
broadening recovery in inflation commensurate with the emerging economic upswing.

e The yoy rate of headline inflation (CPI) rose to 0.7% in March from 0.4% in February —
slightly below our and the consensus projection of 0.8%. Core inflation increased to 1.1%
from 0.9% - Chart 1.

o After several months of declines, goods prices moved sideways in March (up from a 0.5%
yoy fall in February) while services inflation remained stable at 1.5%.

e Across the major components of CPI, transport (0.5ppt) and recreation (0.3ppt) contribut-
ed the most to the gain in annual CPI while clothing and footwear, utilities and food sub-
tracted from the headline rate — Charts 2 and 3.

e Despite the higher yoy oil price in March (+82.8% in sterling terms for a barrel of Brent
crude) and the positive contribution of transport costs to CPI, the broader energy compo-
nent declined 2.5% yoy - subtracting o.15ppt from the annual rate of CPI. However, the
drag was less than in February (-0.35ppt) and much less than the May 2020 low (-
0.74ppts). This trend will reverse sharply in coming months as the base effects of higher
oil prices during 2021 versus 2020 pass through to general prices more forcefully.

How much will the oil price effect add to inflation?

In April, a barrel of Brent crude oil in sterling terms rose 223.5% yoy - nearly three times faster
than in March. April 2020 was the height of the Covid-19 market panic, which tipped oil futures
prices briefly negative as global production ground to a halt under the harsh pandemic re-
strictions. If the oil price hovers around $65 per barrel of Brent crude in coming months and
GBPUSD edges towards 1.42 (our base case for mid-2021), then the yoy change in sterling oil pric-
es would fall to 94.4% in May, 43.4% in June and 33.4% in July. This would be consistent with the
oil price effect contributing around 0.5-0.8ppt to yoy headline inflation in the coming months via
the energy component of CPI — Chart 4.

The level of the oil prices matters as much as the annual change. When prices rise a lot from a low
base, the impact on headline inflation is often lower than more modest rises from a higher initial
oil price.

As our base case, we expect headline inflation to rise to close to 2% in coming months as the effect
of higher oil prices versus a year ago continues to passes through, the VAT cut on hospitality be-
gins to unwind from September and the cyclical upswing adds to underlying inflation. But there
remains a high degree of uncertainty over our projection for the upcoming contribution from the
oil price effect. Because of the very reduced level of global production in 2020 when the oil price
briefly tanked, the effect of low energy prices did not fully transmit into goods prices or consumer
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prices more broadly. This may dampen the impact of the wild swing in oil prices — unlike the
2015-2017 episode of sustained low oil prices on inflation followed by the surge thereafter.

As chart 4 shows, the most recent comparable one-off spike yoy rate in oil prices in 2017 did not
fully pass through to energy prices — in January 2017 the yoy % change in sterling oil prices
jumped 107%. The downside surprise in headline CPI in March may signal the trend to come.

Another leg up for bond yields soon - rising inflation may push benchmark rates higher

The building cyclical upswing will contribute to gains in headline and core inflation over the me-
dium-term. After real GDP reaches its pre-pandemic level in Q1 2022, tight labour markets and a
strong policy tailwind can lift headline inflation to 2.3% by late 2022. A sustained recovery com-
bined with structural factors such as labour shortages due to ageing populations across major
parts of the global economy and deglobalisation in goods trade can support inflation at a rates
around 2.5% through the middle of the decade.

Recent downside surprises in UK inflation data as well as a calmer situation in global bond mar-
kets seem to have put the uptrend in gilt yields on hold for now. This is likely to be temporary.
Further near-term gains in inflation, faster economic growth as the economy re-opens and the
effect of BoE asset purchase tapering in H2 2021 should lift 10 year gilt yields towards 1.5% by
end-2021 from their current level of 0.72%.
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Three month moving average up to 2020. Monthly data. Source: ONS
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Chart 2: Annual change in key CPl components Chart 3: Contribution to annual CPI rate
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Chart 4: Contribution of oil prices to annual CPI
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Shaded area shows scenario based on a $65 dollar per barrel of Brent crude and a rise in GBPUSD to
1.47 by December 2021. Monthly data. Source: BoE, ONS
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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 complete-
ness 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 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 in the United Kingdom. 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 the Bank. Although Berenberg Capital Markets, LLC (“BCM”), an affiliate of the Bank and registered US broker-
dealer, distributes this document to certain investors, BCM does not provide input into its contents, nor does this document constitute research of BCM. In addition,
this document is meant exclusively for institutional investors and market professionals, but not for retail investors or private customers. It is not for distribution to or
the use of retail investors or private customers. BCM accepts responsibility for this research document’s contents and institutional investors receiving this research
and wishing to effect any transactions in any security discussed herein should do so through BCM and not the Bank.

Please contact Berenberg Capital Markets, LLC (+1 646 949 9000) 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.

© 2021 Joh. Berenberg, Gossler & Co. KG
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