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UK Base-Rate Outlook 
Recent data raise the possibility that Britain’s gross domestic product could grow by as little as 0.4 to 0.5% in the third quarter. This would be the first sub-trend performance since the first quarter of 2003 and would be below the 0.9% assumed by the Bank of England in its August Inflation Report. With signs that the housing boom is drawing to a close, the market is beginning to speculate that base rates have peaked. We believe this is premature.
Why Base Rates Have Not Peaked

As the Bank of England has noted on numerous occasions, UK data are frequently subject to heavy revisions. Current data show industrial production rising 1.2% in the second quarter, then falling 1.0% in July and August. There is a strong possibility that the second-quarter figures overstated the strength of industrial output and that the third-quarter data is understating it. The composite PMI, a reliable guide to GDP growth in the past, is still consistent with annualized growth of around 3%. 

Household interest payments were up 11.5% year over year in the second quarter, taking them to 7.5% of disposable income from an average of 7.1% in 2003. We expect a further rise in 2005, taking interest costs to 8.6% of disposable income. However, consumption is likely to remain resilient, underpinned by rising income growth. Real wage and salary income rose 3.7% year over year during the quarter, compared with growth of 1.7% in 2003 (Display 1). A tight labour market points to further acceleration in wage growth.

Non-consumer components of demand continue to rise strongly (Display 2). Government consumption was up 5.0% year-over-year in the second quarter, and 2004 could see the highest calendar-year growth since the early 1970s. Meanwhile, fixed investment was up 7.3% in the quarter and should continue to benefit from rising public-sector spending and buoyant corporate profits. Export growth has recovered more slowly but is likely to gain support from a pickup in euro-area domestic demand and a weaker exchange rate.

The monetary environment remains accommodative. At 4.75%, base rates are still below our estimate of their neutral rate (5.0 to 5.5%) and the differential with nominal GDP growth (6.1%) remains unusually wide (Display 3). Moreover, since the Bank of England last raised interest rates at the beginning of August, the equity market has risen by 6%, short-dated bond yields have fallen by 40 basis points, and sterling’s trade-weighted exchange rate has dropped by 4 percentage points. These changes represent a powerful additional stimulus. 
Upside Risks Still Dominate
Our central forecast envisages that UK growth will move back above trend in the fourth quarter and that base rates will peak at 5%, probably early in 2005. We believe that the balance of risks to this forecast are still primarily on the upside. There are several reasons for this.

The current weakness of global-activity indicators is not unusual and is related, at least in part, to high oil prices. Although peak growth rates are probably behind us, we expect world trade growth to remain robust, supported by exceptionally accommodative monetary conditions. A gradual pickup in euro-area domestic demand growth should also act to the benefit of UK exporters. 

One of the main surprises of recent months has been the uncertain performance of the labor market. This has led us to adjust downwards the path of future wage and employment growth. However, survey data remain consistent with higher rates of growth. If these are reflected in actual wage and employment growth, consumer spending will be stronger than we think and this would require additional rate hikes to return GDP growth to trend.

The housing market may also be more resilient than the Bank of England assumes. Even allowing for the recent slowdown, most housing indicators are still consistent with growth of 5% to 10% per annum. A premature end to the rate-tightening cycle could give further sustenance to the housing market, a risk that was recently highlighted by the Bank of England.

Finally, headline inflation could rise more sharply than the Bank of England anticipates. Unit wage cost growth is likely to rise to 2.5% in 2005 from 1.5% this year, and it seems unlikely that sterling will continue to exert a deflationary influence. There is already evidence of mounting pipeline inflation pressures, with core-producer output price inflation rising to 2.1% in August, its highest since June 1996 (Display 4). 
Darren Williams
Global Economic Research
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	Display 1: UK Real Wage and Salary Growth

Year-over-Year % Change
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	Source: Haver Analytics, October 8, 2004


Real wage and salary growth has risen from last year’s lows. Survey data point to a further acceleration in average earnings and employment growth.

	Display 2: Components of UK GDP Growth
Year-over-Year % Change
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	Source: Haver Analytics, October 8, 2004


Although private consumption buffered the economy during the global downturn, other components of demand are now providing much of the momentum.
	Display 3: UK Nominal GDP Growth and Base Rates
Percent 
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	Source: Haver Analytics, October 8, 2004


The gap between nominal GDP growth and base rates remains close to its widest since the Bank of England was made independent in 1997. This suggests that monetary policy is still accommodative.
	Display 4: UK Core Producer Output Prices
Year-over-Year % Change
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	Source: Haver Analytics, October 8, 2004


Core producer output price inflation has risen to its highest since 1996. With unit wage cost growth set to rise and sterling likely to have less of a deflationary influence, the outlook for inflation is becoming less benign.
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