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Foreword 

Uncertainty is not an excuse for inertia 

Another twist … 

Difficult though it is to credit, the UK outlook has become even more uncertain since the 
EY ITEM Club Spring Forecast 2019. While Brexit has cast its shadow over the economy 
for some time, the imminent selection of a new Prime Minister, the consequences of the 
recent European elections, the risk of increased trade sanctions and the escalation of 
geopolitical tension have all added to the fog shrouding future developments. 

Lack of clarity over the ultimate nature of Brexit remains the primary source of 
uncertainty for the UK economy. While the EY ITEM Club Summer Forecast 2019 
maintains the GDP growth projections of 1.3% for 2019 and 1.5% for 2020, based on the 
assumption that the UK leaves the EU with a ‘deal’ on 31 October 2019, the EY ITEM 
Club states that Brexit uncertainties have increased since they completed the Spring 
Forecast 2019 three months ago, largely due to political developments in the UK and 
that no deal, a deal at the end of October and further delays to Brexit are all realistic 
possibilities.  

Increased uncertainty arises because these three outcomes are likely to lead to very 
different economic outcomes. According to the EY ITEM Club, for 2020 this would mean 
growth in GDP of 1.5% with a deal, 1.3% with a delay to 31 March 2020 and 0.3% with no 
deal.  

… for a challenged economy … 

Increased uncertainty is never good but the impact is likely to be amplified due to the 
fragile state of the UK economy. While growth in Q1 2019 came in at the top end of 
expectations at 0.5% q/q, this was driven by a major lift from stockpiling and there 
appears to have been a considerable reaction in Q2 and the EY ITEM Club suspect that 
GDP contracted marginally in the quarter, as consumers also took a breather after 
spending strongly in the first three months of 2020. 

The slowing global outlook together with concerns over the UK’s future trading 
arrangements combined to create a negative contribution from trade to economic 
growth in the first quarter, while the recovery in business investment was only slight and 
not large enough to offset a year or more of declining activity. 

Consumer spending should benefit from reasonable fundamentals through 2019, even 
though the EY ITEM Club expects that real earnings growth in the near term will be 
modestly lower than the peak levels seen in early 2019 and that employment growth is 
expected to be slower. Consumer confidence has held up well but consumers have been 
relying on savings and debt to support their spending, and the need to repair their 
finances is likely to constrain any growth. 
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… meaning planning and flexibility are vital ... 

Overall, businesses should assume that growth in 2019 will be low by historical 
standards — 1.3% in 2019 in the central EY ITEM Club forecast — and unlikely to drive any 
significant increase in revenues. The outlook is uncertain, as well as challenging, with 
several plausible but very different outcomes possible. 

Businesses should have a core plan based around low growth of 1.3% but recognising the 
possibility of significant fluctuations as UK politics, Brexit and the global environment all 
have the potential to create major shocks to activity at short notice. There will be a need 
to balance avoiding knee-jerk reactions with the ability to shift course if changes do look 
permanent.  

In parallel, it will be important to continue to have plans to respond to a ‘no-deal’ 
situation. As we saw in the first quarter of 2019, there is a risk of an increase in 
stockpiling in the autumn if a ‘no-deal’ starts to appear likely. This will most probably be 
more challenging and disruptive than the previous effort as Christmas will place 
additional pressure on supply chains. 

… and so is vision 

Evidence is mounting that the UK economy is in transition. EY’s 2019 UK Attractiveness 
Survey demonstrated how Brexit has impacted Foreign Direct investment (FDI) flows with 
significant reductions in manufacturing projects (35% down on 2018) and R&D 
investments (down 17%). With trade under pressure globally and Brexit likely to weaken 
the UK’s trading arrangements for a period, if not permanently, change is inevitable. On 
a more positive note, EY research on investors in both FDI and M&A continues to identify 
how strong the digital opportunity is in the UK and investment flows reflect this 
sentiment. 

Whatever the short-term noise, businesses should now start thinking seriously about 
their medium to longer-term strategy for the UK and how this fits into their overall 
portfolio. Technology, demographics, climate change and global trade developments will 
all drive change in the UK, potentially — when we factor in Brexit — on a scale not seen 
for at least four decades. At the same time as ensuring that a business can ride out any 
short-term shocks, developing a vision for the future is essential. 
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Highlights 
► The EY ITEM Club Summer Forecast 2019 maintains GDP growth projections of 1.3% for 2019 and 1.5% for 

2020. While our forecast continues to be based on the assumption that the UK leaves the EU with a ‘deal’ on 
31 October 2019, we believe that Brexit uncertainties have increased since we completed our Spring Forecast 
2019 three months ago, given the European election results and the imminent change of Prime Minister in 
the UK. 

► Indeed, we would currently only attach a probability of around 40% to the UK leaving the EU with a deal at the 
end of October. We see probabilities of around 30% for both the UK leaving the EU without a deal on 31 
October and for the UK’s departure being delayed again — possibly until the end of March 2020. 

► Growth in Q1 2019 came in at the top end of expectations at 0.5% quarter-on-quarter (q/q), but this was 
given a major lift by stockpiling amid concerns that a disruptive ‘no-deal’ Brexit could have occurred in late 
March and there appears to have been considerable payback in Q2 (magnified by car producers bringing 
forward summer shutdowns to April). Indeed, we suspect GDP contracted modestly in Q2, as consumers also 
took a breather after spending strongly in Q1 (possibly influenced by Brexit factors as well as unseasonably 
warm weather). 

► After likely contraction of 0.2% q/q in Q2 2019, we expect the economy to return to modest growth in Q3 with 
the upside being limited by ongoing serious uncertainties. Less favourable developments for consumers in the 
near term at least may also affect growth. Meanwhile, lacklustre global growth — especially the slowdown in 
the eurozone — is likely to hamper UK exports. However, there may be some renewed stockpiling around 
September/October in case a ‘no-deal’ Brexit occurs at the end of October. 

► On the assumption that the UK does ultimately leave the EU with a deal on 31 October, we expect an easing of 
uncertainties to allow economic activity to gradually pick-up. Consumer spending should benefit from 
reasonable fundamentals, although we suspect that real earnings growth in the near term at least may be 
modestly lower than the peak levels seen in early 2019, while employment growth is expected to be slower. 

► Having suffered extended weakness, business investment should see a clear pick-up. With Brexit uncertainties 
diluted, many companies are likely to commit to investment that has been delayed, especially if there is a 
perceived need to update or replace existing plant and machinery or invest in new processes. Capital spending 
is also likely to benefit from some firms looking to increasingly invest in automation to make up for labour 
shortages and to try to boost productivity. However, the upside for business investment is likely to be limited 
by ongoing concerns and uncertainties about the UK’s longer-term relationship with the EU. It is also possible 
that a Brexit deal will lead the Chancellor to lift government spending more than currently planned. 

► Given the major uncertainties surrounding the outlook, we expect the Bank of England to keep interest rates 
at 0.75% through the rest of 2019. We then expect the Bank to raise interest rates twice (each time by 25 
basis points) in 2020, taking them up to 1.25% by the end of next year as the Monetary Policy Committee 
(MPC) look to gradually normalise monetary policy and as the economy is likely to be firmer. 

► Should there be a further delay to the UK’s exit from the EU — most likely to 31 March 2020 — we would 
expect GDP growth to take a hit in late 2019/early 2020 due to a further extension of uncertainties. Under 
this scenario, GDP growth is seen modestly lower at 1.3% in 2020, compared to our central forecast of 1.5%. 

► Should the UK leave the EU without a deal on 31 October 2019, we suspect major uncertainty would 
negatively impact business sentiment and investment, and also affect consumers (albeit to a lesser extent). 
Trade would be substantially affected as non-tariff barriers kicked in. The impact of changes in tariffs is harder 
to judge as the Government has indicated that, under a temporary scheme, 87% of imports by value would be 
eligible for zero-tariff access compared to 80% of imports currently being tariff-free. Meanwhile, supply chains 
would be affected by any disruption at ports. A sharp drop in sterling is likely with a ‘no-deal’ Brexit; this 
would provide help to UK exporters but it would also push up businesses’ costs and consumer price inflation, 
thereby hitting households’ purchasing power. In addition to limiting their investment, businesses would likely 
adopt a more cautious approach on employment and pay with negative repercussions for consumers. We 
expect policymakers would look to support the economy by easing both fiscal and monetary policy. 

► On balance, we suspect that GDP growth would likely be limited to just 0.3% in 2020 — with the economy likely 
suffering stagnation or mild recession over the first half of 2020. Growth is seen picking up to 1.1% in 2021.
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Introduction 
Another EY ITEM Club forecast, another outlook surrounded by Brexit uncertainties! Indeed, if anything Brexit 
uncertainties have increased since we completed our Spring Forecast 20191 three months ago and we would 
attach a less than 50% probability to all potential outcomes at the moment. Specifically, we currently attach a 
probability of around 40% to the UK leaving the EU with a deal on 31 October 2019 and around 30% to both 
the UK leaving the EU without a deal at the end of October and on the UK departure being delayed again — 
possibly until the end of March 2020. Further out, there is also the possibility that Article 50 could be revoked 
and Brexit does not take place. However, we think there is little if any chance of this happening by 31 October. 

Consequently, the central projection in our Summer Forecast 2019 remains based on the assumption that the 
UK will leave the EU with a deal on 31 October. Meanwhile, the domestic UK political environment is currently 
highly uncertain, while the global economic environment has become more unsettled with a recent renewed 
pick-up in trade tensions. 

The main political development since we completed the Spring Forecast 2019 at the start of May has been the 
resignation of Theresa May as leader of the Conservative Party, opening the race for choosing a new leader 
and, thus, Prime Minister. There have also been the European elections which highlighted the polarisation of 
views within the UK over Brexit.  

On the economic front, the UK has essentially progressed as we anticipated in the Spring Forecast 2019. GDP 
growth of 0.5% q/q in Q1 2019 was at the top end of our expectations as activity was lifted by stockbuilding 
as businesses and, very possibly to a limited extent, consumers looked to protect their supplies in case a 
disruptive ‘no-deal’ Brexit occurred at the end of March. This provided a major boost to manufacturing output 
in Q1. Additionally, unseasonably warm weather lifted consumer spending in Q1. However, the slowdown in 
Q2 looks likely to have been deeper than we expected, as not only was there the expected payback for the 
stockpiling in Q1 but manufacturing took a major hit in April from car manufacturers bringing forward their 
summer shutdowns in case a ‘no-deal’ Brexit had occurred at the end of March. Indeed, we believe it is highly 
likely that the economy suffered modest contraction in Q2. 

With the economy broadly developing as anticipated so far this year and with our Brexit assumption 
unchanged, we have kept our GDP growth forecast at 1.3% in 2019, improving modestly to 1.5% in 2020. 
Should the UK leave the EU with a deal on 31 October, reduced uncertainty is seen as providing a modest lift 
to the economy, most notably through increasing businesses’ willingness to invest and their commitment to 
major new projects. 

However, the uncertainties surrounding this forecast have increased, reflecting the heightened doubts over 
what will actually happen on the Brexit front on 31 October. Should there be another delaying of the UK exit — 
say until 31 March 2020 — we would expect GDP growth to take a hit in late 2019/early 2020 due to a further 
extension of uncertainties. Under this scenario, GDP growth is seen as lower than our central forecast of 1.5% 
at 1.3% in 2020, which would be unchanged from the expected 2019 outturn of 1.3%. 

Should the UK leave the EU at the end of October without any deal, we believe the growth outlook for the final 
months of the year and, more particularly, for 2020 would be noticeably weaker as major uncertainty would 
negatively impact business sentiment and investment, as well as affect consumers. Trade would clearly be 
substantially affected as non-tariff barriers kicked in. The impact of changes in tariffs is harder to judge as the 
Government has indicated that, under a temporary scheme, 87% of imports by value would be eligible for 
zero-tariff access compared to 80% of imports currently being tariff-free. Meanwhile, there could be 
significant disruption at ports, which would affect supply chains. A sharp drop in the pound is likely in the 
event of a ‘no-deal’ exit by the UK from the EU and this would provide help to UK exporters, but it would also 
push up businesses’ costs and consumer price inflation, thereby weighing down on households’ purchasing 
power. In addition to limiting their investment, businesses would likely adopt a significantly more cautious 
stance on employment and look to limit their costs by limiting pay, with adverse repercussions for the 
consumer alongside the expected rise in inflation. 

 
 
1 EY ITEM Club Spring Forecast 2019: UK economy hampered as Brexit fog continues to swirl. April 2019. See 
ey.com/uk/en/issues/business-environment/financial-markets-and-economy/item---forecast-headlines-and-projections    
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We suspect that the Bank of England would most likely respond by cutting interest rates, while there would 
also likely be some easing of fiscal policy. On balance, in the absence of a deal, we suspect GDP growth would 
likely come in at just 0.2% in 2020 — with the economy likely suffering stagnation or even mild recession over 
the first half of the year. Growth is seen picking up to 1.1% in 2021. 

Brexit uncertainties continue with all outcomes looking possible ahead of 
current UK exit date of 31 October 

The hope was that the delaying of the UK’s exit from the EU from 29 March to a flexible date of 31 October 
would allow the UK to move forward towards a smooth exit from the EU. Right from the start, the suspicion 
was that this would prove challenging given the twists and turns that Brexit matters have taken for an 
extended period, and the fact that Parliament has been unable to come to a majority view on a favoured way 
forward — apart from a majority of members being against a ‘no-deal’ Brexit. 

The Conservative Party is locked in a leadership campaign that will last until mid-July, and until the new Prime 
Minister emerges and their approach to Brexit becomes completely clear, Brexit developments are unlikely to 
progress quickly. This makes the deadline for agreeing a way forward with the EU and getting it passed in 
Parliament even tighter. 

Meanwhile, the ongoing split of the UK public regarding Brexit was evident in May’s European parliamentary 
elections, with Nigel Farage’s Brexit Party clearly gaining the largest individual share of the vote and the most 
seats, but with anti-Brexit parties putting in a combined strong performance with healthy overall gains for the 
Liberal Democrats, the Greens, SNP and Plaid Cymru to which can be added the vote for ChangeUK.  

Many of the contenders looking to replace Theresa May as leader of the Conservatives and Prime Minister 
stressed that the UK must leave the EU on 31 October — deal or no deal. Most of the leadership contenders 
have stressed their confidence that they would be able to achieve a new, better deal with the EU. However, the 
EU have repeatedly stated that the current withdrawal deal is not up for renegotiation, although it is willing to 
renegotiate the non-binding political declaration on future relations. 

Should the EU stick to this stance, this would leave the new Prime Minister still facing a Parliament where the 
majority are against a ‘no-deal’ exit. There is debate on whether MPs could legally stop a ‘no-deal’ Brexit by a 
government fully prepared to follow such a course — with an Institute for Government report suggesting that 
they had limited options. However, it is possible that some MPs would try to stop a ‘no-deal’ Brexit, which 
could even include Conservative MPs who are strongly against such an outcome being prepared to launch a 
no-confidence vote. 

So a ‘no-deal’ UK exit from the EU at the end of October is clearly a very real possibility. There is also the 
likelihood that the new Conservative leader would be wary of pushing hard for a ‘no-deal’ as that could trigger 
a general election and a potential loss of power. Under this scenario, they could then decide it would be less 
risky to seek another extension to the UK’s exit from the EU. There is no guarantee the EU would agree to 
another Brexit extension given that the prolonged uncertainty from drawing out the process is harmful for 
them as well, but they are even more wary of the potential harmful impact of the UK leaving without a deal. 

For now, we hold to the view that the most likely outturn is that the new Conservative leader will find some 
way of getting a deal through by the end of October, although we consider there is less than a 50% chance of 
this happening. It may be that with some very small tweaks (perhaps with changes to the political declaration 
that the EU has indicated it is willing to renegotiate), Parliament ultimately decides that this is a price worth 
paying to avoid a ‘no-deal’ Brexit. 

On balance, we would attach probabilities of around 40% to the UK leaving the EU with a deal at the end of 
October, 30% to Brexit being delayed until 31 March 2020 and 30% to a ‘no-deal’ Brexit occurring. Further 
out, there is also the possibility that Article 50 could be revoked and Brexit does not take place. This would be 
most likely if Labour emerged as the largest party in a general election, having backed a second referendum. 
However, we think there is little if any chance of this happening by 31 October. 
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Global economic environment remains challenging and uncertain 

The global economic situation remains largely unhelpful for UK growth prospects. It provides a particularly 
challenging environment for UK exporters while also reinforcing the concerns affecting many businesses. The 
manufacturing sector has continued to suffer markedly. 

On the positive side, GDP growth was largely better 
than had been expected in Q1 2019 with improved 
expansion in the US (up to 3.1% annualised from 
2.2% in Q4 2018), Japan (up to 0.6% q/q from 0.4% 
q/q in Q4 2018) and the eurozone (up to 0.4% q/q 
from 0.2% q/q in Q4 2018). Additionally, Chinese 
growth was stable at 6.4% year-on-year (y/y) in Q1 
2019, defying expectations of a slowdown. However, 
latest data and surveys are generally weaker and 
there is likely to have been widespread softer 
expansion in Q2. 

Disappointingly, the quarterly trade indicator of the 
World Trade Organization (WTO) stood at 96.3 in 
May, which was unchanged from February and the 
lowest level since 2010. A score below 100 indicates 
below-trend growth in global goods trade. The indicator is based on merchandise trade volume in the previous 
quarter, export orders, international air freight, container port throughput, car production and sales, 
electronic components and agricultural raw materials. 

Worryingly, there was an escalation of trade tensions between the US and China in May which fuels concern 
that global trade tensions will remain high through the year. A breakdown in trade talks led to the US pressing 
ahead with raising tariffs on $200 billion of Chinese imports from 10% to 25%. The US also threatened a 
possible further round of tariffs, covering some $300 billion of Chinese goods. This led to China responding by 
announcing tariff hikes on $60 billion of US imports from a range of 5–10% to 10–25% from 1 June. This has 
fuelled concern that trade tensions will remain high through 2019, weighing down on sentiment and keeping 
uncertainty elevated. One positive development saw the US administration decide in May to delay the 
imposition of 25% tariffs on $50 billion of imported cars and parts from the EU by six months. 

Hopefully, action by global policymakers will provide support to economic activity going forward. In the US, 
expectations have mounted that the Federal Reserve will start to cut interest rates before the end of 2019. 
Meanwhile, the European Central Bank (ECB) is providing further support to encourage bank lending by 
introducing a new series of targeted longer-term refinancing operations (TLTROs) that will start in September. 
The ECB also adjusted its forward guidance at its June policy meeting indicating that interest rates are 
expected to stay at their current levels at least until 
mid-2020, rather than to the end of 2019. 
Furthermore, ECB President Mario Draghi has 
indicated a number of times that the Bank is ready 
to adjust any of its monetary policy instruments 
should the economic situation weaken. Indeed, the 
markets are now pricing in an ECB interest rate cut 
before the end of 2019. In China, the expectation is 
that the authorities can ramp up stimulus measures, 
particularly with regard to infrastructure spending 
and credit lending.  

The June 2019 edition of Consensus Forecasts2 
projected that global growth would ease back from 
3.1% in 2018 (which was down slightly from 3.2% in 
2017) to 2.7% in 2019 and then remain at 2.7% in 
2020. Significantly, the 2019 forecast of 2.7% 

 
 
2 Consensus Forecasts. 13 June 2019. See consensuseconomics.com 

http://www.consensuseconomics.com/
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global growth has been cut from 2.8% in the May publication and from 3.0% in the December 2018 edition. 
The World Bank’s June forecasts showed a broadly similar picture with global GDP growth seen slowing from 
3.0% in 2018 to 2.6% in 2019 (cut by 0.3 percentage points from its December 2018 forecast) before edging 
up to 2.7% in 2020. Additionally, Oxford Economics forecasts that global trade growth will slow to just 1.4% in 
2019 from 4.8% in 2018 and a peak of 6.5% in 2017, before improving to 3.4% in 2020. 

According to the June 2019 edition of Consensus Forecasts, eurozone GDP growth is seen as slowing 
appreciably from 1.8% in 2018 to 1.1% in 2019 before improving slightly to 1.3% in 2020. US growth is seen 
moderating from 2.9% in 2018 to 2.5% in 2019 and 1.8% in 2020, while Japanese GDP growth is projected to 
be the same in 2019 as in 2018 at 0.8% before slowing to 0.4% in 2020. Meanwhile, the World Bank sees 
Chinese GDP growth slowing from 6.6% in 2019 to 6.2% in 2019 and 6.1% in 2020. 

The economy likely contracted in Q2 2019 after Q1 performance was 
buoyed by stockpiling and robust consumer spending 

Broadly in line with expectations, the economy got a considerable helping hand in Q1 2019 from stockpiling 
as businesses and, very possibly to a limited extent, consumers looked to protect their supplies in case a 
disruptive ‘no-deal’ Brexit occurred in late March. Also in line with expectations, the economy suffered some 
payback for this in Q2. There are also other factors that buoyed the economy in Q1 and hampered it in Q2. 

Specifically, UK GDP growth rebounded to 0.5% q/q 
in Q1 2019 after slowing to just 0.2% q/q in Q4 
2018 from 0.7% q/q in Q3 2018. The Office for 
National Statistics (ONS) reported that stockbuilding 
(excluding the adjustment component of GDP) added 
0.9 percentage points to q/q GDP growth in Q1. 
Year-on-year growth rose to 1.8% in Q1 2019 (the 
best since Q3 2017) from 1.4% in Q4 2018. 

Robust consumer spending contributed markedly to 
growth in Q1 2019; it rose 0.6% q/q in Q1 2019. 
This was undeniably a resilient underlying 
performance amid heightened Brexit uncertainties — 
even allowing for the fact that it was helped by warm 
weather and possibly some limited stockpiling by 
consumers in case a disruptive Brexit occurred. It is 
also possible that some consumers brought forward 
purchases amid concern that prices could rise if a disruptive Brexit at the end of March led to sterling 
weakening sharply. Consumers continued to benefit in Q1 from strong employment growth and improved 
purchasing power. The ONS revealed that compensation of employees rose 0.4% q/q and 3.8% y/y in Q1. 

A welcome development saw business investment rise 0.4% q/q in Q1 after falling every quarter in 2018; even 
so it was still down 1.5% y/y. Despite the q/q rise, survey evidence suggests businesses were still cautious over 
investment in Q1 amid doubts as to whether a Brexit transition arrangement would actually take effect in 
March. 

Disappointingly, net trade made a record negative contribution of 3.0 percentage points to Q1 GDP growth. 
Exceptionally strong import growth of 10.7% q/q was clearly lifted by stockpiling of foreign products and 
production inputs. It should also be noted that the ONS reported that imports in Q1 were lifted markedly by 
imports of non-monetary gold (these do not affect the overall GDP figure as they influence trade and gross 
capital formation in opposite directions). Meanwhile, exports rose 1.5% q/q in Q1. 

On the output side of the economy in Q1 2019, manufacturing output was buoyant as it expanded 1.9% q/q. 
This was clearly substantially boosted by stockpiling by both manufacturers and their customers, in case 
supplies were hit by a disruptive ‘no-deal’ Brexit occurring at the end of March. It is notable that 
manufacturing performance in the UK was so much stronger than elsewhere in Europe in Q1. Overall 
industrial production was up 1.1% q/q in Q1.  
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Output in the dominant services sector rose 0.4% q/q in Q1. There was strong growth in the distribution, 
hotels and restaurant sector (up 1.2% q/q) reflecting robust retail sales. However, business services and 
finance saw contraction of 0.1% q/q, extending recent softness. There are indications that Brexit uncertainties 
and increased concerns over the domestic economy have weighed on demand for business services. 
Additionally, demand for consumer services has recently been subdued. Meanwhile, construction output 
expanded 1.4% q/q in Q1.  
 

The economy looks to have suffered a marked relapse 
in Q2 2019. Indeed, we suspect that GDP could well 
have dipped 0.2% q/q which would be the first 
contraction since Q4 2012. 
 
The economy certainly started off Q2 very much on 
the back foot following the decision to delay Brexit to 
a flexible deadline of 31 October. Indeed, GDP 
slumped 0.4% month-on-month (m/m) in April. This 
caused y/y GDP growth to slow to 1.3% in April from 
1.9% in March and 2.1% in February. 
 
In particular, the manufacturing sector suffered in 
April — output slumped 3.9% m/m, the sharpest drop 
since June 2002 — as there was a substantial hit to 
production from the auto sector where a number of 
car companies had brought forward their summer shutdowns to avoid any potential disruptions to supply 
chains from the scheduled UK exit from the EU at the end of March. Indeed, car production fell 24.0% m/m in 
April. However, the weakness in manufacturing ran wider than this as 11 of the 13 manufacturing sub-sectors 
saw output falls in April — suggesting that there was also some initial payback from the boost to output that 
had come in Q1 from the stockpiling of finished 
products. Overall, industrial production fell 2.7% m/m. 
In addition to the sharp drop in manufacturing, 
mining and quarrying output contracted 2.4% m/m; 
however, there was a 3.2% m/m rise in utilities output.  
 
A 0.4% m/m drop in construction output also 
contributed to the 0.4% m/m drop in GDP. Meanwhile, 
services output stagnated in April, thereby continuing 
its uninspired performance so far in 2019. The three-
month/three-month services growth rate slowed to 
0.2% in April, the weakest performance for a year. 
 
It looks like the economy continued to struggle in May 
and June — although there is likely to have been some 
rebound in car production as plants re-opened. The  
Purchasing Managers' Index (PMI) reported 
contraction in manufacturing activity in May (at a 34-month low) and construction activity (at a 14-month low) 
in May, while services expansion was still only modest despite a slight pick-up from April. Additionally, on the 
expenditure side of the economy, retail sales volumes dipped 0.5% m/m in May after edging down 0.1% m/m in 
April. This caused the y/y increase to slow appreciably to 2.3% in May from 5.1% in April and 6.7% in March. 
 
June looks to have been another challenging month for the economy with the purchasing managers reporting 
deeper contraction in manufacturing (at a 76-month low) and, especially, construction (at weakest level since 
April 2009) activity while services activity was essentially flat. Additionally, a CBI survey pointed to subdued 
retail sales in June. 
 

 

 



Introduction 

 9 

 

Consumer fundamentals have distinctly improved markedly since mid-
2018 but earnings growth and employment are likely to find the going 
tougher in near term 

Crucial to the economy’s future performance is the consumer, not least because consumer spending accounts 
for some 65% of GDP. Compared to other sectors of the economy, consumer spending was resilient in 2018, 
and it achieved robust growth of 0.7% q/q in Q1 2019. However, it looks highly likely that consumers reined 
back their spending in Q2 2019 and much will depend on their future spending levels. 

Consumers have been helped by a clear pick-up in 
purchasing power since mid-2018. ONS data show 
annual total average weekly earnings growth rose 
from 2.4% in the three months to June 2018 to 3.5% 
in the three months to December 2018, where it 
held through to February 2019. This was the best 
level for a decade. 

Total earnings growth can be distorted by volatile 
bonus payments so it is notable that annual regular 
earnings growth (which strips out bonus payments) 
increased from 2.7% in the three months to June 
2018 to 3.4% in the three months to December 
2018, and then edged up further to 3.5% in the 
three months to January 2019, which was also the 
best level for a decade. 

Further helping consumer purchasing power is the fact that after rising back up from 2.4% through Q2 2018 
to 2.7% in August 2018, consumer price index (CPI) inflation fell back to 2.1% in December then dipped 
further to a 25-month low of 1.8% in January. It trended back up gradually to a 2019 high of 2.1% in April 
before edging back to 2.0% in May. 

This meant that ONS data show that annual real earnings growth rose from just 0.1% in the three months to 
June 2018 to 1.5% in the three months to December, and it then crept up further to 1.6% in the three months 
to February 2019; this was the best level since mid-2016. During the same period, real annual regular pay 
rose from 0.3% to 1.5%. 

This improvement in earnings growth indicated that increasing labour market tightness was finally having a 
discernible upward impact on pay. And of course, strong employment growth was also good news for 
consumers. Employment rose 1.2% over 2018, with a particularly strong performance in Q4. Furthermore, 
employment rose 222,000 in the three months to January 2019, which was the largest gain since late 2015 
and took the total up to a new record high of 32.714 million. 

Our suspicion is that consumer purchasing power will 
struggle to make further gains in the near term at 
least. Indeed, latest data show earnings growth has 
come off its early 2019 highs, although it needs to be 
borne in mind that earnings growth can be erratic, 
especially on a monthly basis.  

Specifically, latest data show annual total earnings 
growth fell back from the peak of 3.5% in the three 
months to February to 3.1% in the three months to 
April. True, this was significantly affected by bonus 
payments, but regular earnings edged back from a 
peak of 3.5% in the three months to January to 3.3% 
in the three months to March, although it then rose 
back up to 3.4% in the three months to April. Indeed, 
annual regular earnings growth spiked up to 3.8% in 
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April itself from a six-month low of 3.1% in March, while total earnings growth improved to 3.3% from a nine-
month low of 2.7%. 

True, it can be argued the ingredients in terms of labour market tightness are still largely in place to push pay 
up further. As at the three months to April 2019, the unemployment rate of 3.8% was the lowest since the end 
of 1974, while an employment rate of 76.1% was the highest since records began in 1971. 

Additionally, the economic inactivity rate (the proportion of people aged from 16 to 64 years who were 
economically inactive) was 20.7% in the three months to both January and February 2018, the lowest figure 
since comparable estimates began in 1971. It remained very close to this record low level at 20.8% in the 
three months to April. Furthermore, a ratio of 1.56 unemployed people per job vacancy in the three months 
to April was close to another historic low. Business surveys suggest that skills shortages have built up in a 
number of sectors over the last year, particularly for skilled and professional staff. 

Meanwhile, pay growth for those towards the lower end of the income distribution will continue to receive 
support from state-sanctioned increases in the National Minimum Wage (NMW) and National Living Wage 
(NLW). The NLW rose from £7.50 to £7.83 an hour in April 2018 (up 4.4%) and it increased by a further 4.9% 
to £8.21 in April 2019. Meanwhile the NMW, which applies to those aged under 25, rose by 3.6%–4.3% in April 
2019, depending on the age of the employee; this followed increases of 3.7%–5.4% in April 2018. 

However, caution seems advisable in predicting that 
pay growth will continue to pick-up. Employers will 
certainly be keen to keep their labour costs as low as 
possible given the current highly uncertain economic 
outlook, and they face rising costs from pensions 
auto-enrolment (having risen from 1% to 2% in April 
2018, contribution rates rose further to 3% in April 
2019). Additionally, employers with payrolls of more 
than £3 million a year have had to pay the 
Apprenticeship Levy since April 2017. 

Furthermore, latest productivity developments are 
hardly conducive to granting higher pay increases. 
ONS data show that output per hour worked was 
down 0.2% y/y in Q1 2019, which was the third 
successive annual decline. This marked a poor start 
to 2019 for productivity after an underwhelming overall performance in 2018. Indeed, labour productivity 
rose just 0.5% over 2018 as a whole, which was evidently below the annual average growth rate of 2.0% seen 
before the 2008/9 downturn. It also meant that unit labour costs rose 3.1% in 2018, the most since 2013. 

Meanwhile, several of the factors that seem to have limited pay growth’s response to a tightening labour 
market in recent years are still significant — notably a lack of worker power stemming from de-unionisation, 
globalisation and the threat of offshoring. Fragile consumer confidence amid major economic, political and 
Brexit uncertainties has also probably deterred many workers from pushing hard for markedly increased pay 
rises over the past couple of years. 

Another and very significant factor likely to limit any further pick-up in earnings growth is that employment 
growth looks set to be clearly lower over the rest of 2019 after a strong start. Indeed, employment growth 
has clearly slowed in recent months and it was limited to 32,000 in the three months to April, which was the 
weakest performance since the three months to August 2018 — although it was at a new record high of 
32.746 million. 

We suspect that employment growth will be limited over the rest of 2019 — which will also affect consumers — 
as companies tailor their behaviour to a lacklustre domestic economy, prolonged Brexit uncertainties, an 
unsettled domestic political situation and a challenging global environment. Employment growth may also be 
limited by increased difficulties in finding suitable candidates in some sectors. Specifically, we expect 
employment growth to be 1.0% over 2019 (largely due to the strong gains at the start of the year), with the 
unemployment rate edging back up to 3.9% by the end of the year. With the economy expected to improve 
modestly in 2020 and with uncertainties assumed reduced by the UK having left the EU with a deal at the end 
of October 2019, we expect employment to rise by 0.6%, with the unemployment rate remaining at 3.9%. 
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Overall, we expect annual earnings growth to average 3.2% over 2019, up from the 2018 outturn of 3.0% but 
down modestly from the late 2018/early 2019 peak rate of 3.5%. With average consumer price inflation seen 
dipping to 1.9% in 2019 from 2.5% in 2018, overall inflation-adjusted pay is forecast to average 1.3% in 2019, 
appreciably up from the 2018 average of 0.5%. However, that would be down slightly from the early 2019 
peak of 1.6%. 

Annual earnings growth is forecast to be stable at 3.2% over 2020. With inflation seen marginally higher at an 
average of 2.0% in 2020, overall inflation-adjusted pay is forecast to average 1.2% next year. 

Business investment likely to remain pressurised until Brexit uncertainties 
ease decisively 

Business investment somewhat surprisingly returned to growth in Q1 2019 when it expanded 0.4% q/q. This 
was the first q/q expansion since Q4 2017, but we are sceptical that it marked a decisive turning point in 
business investment. There are always likely to be fluctuations around a trend and it is notable that business 
investment was still down 1.5% y/y in Q1 2019 and 2.2% below the Q4 2017 peak level. 

There can be little doubt that Brexit uncertainties have been a major factor behind the extended weakness in 
business investment — and these uncertainties remain. The Bank of England’s February 2019 quarterly 
Inflation Report had observed “UK business investment growth dropped below growth in other advanced 
economies in the year to 2018 Q3, consistent with a UK-specific factor depressing investment.”3 Notably, 
business investment contraction through 2018 occurred despite some positive factors. These included decent 
rates of return on capital for companies, relatively cheap financing conditions and decent access to capital. 

With the UK’s exit from the EU being delayed until 31 October — and much doubt as to what will happen then 
— the domestic political environment unsettled and the global economic environment challenging, uncertainty 
is seen as hampering economic activity until at least late 2019. Businesses’ willingness to invest is expected 
to be particularly affected. Consistent with this view, the Bank of England’s regional agents reported in their 
Q2 2019 survey of business conditions that investment intentions among their contacts had fallen to the 
lowest level since January 2010 and commented that 
“contacts attributed the decline in expected 
investment to Brexit-related uncertainty. And most 
contacts did not view the extension of the EU 
withdrawal period as an opportunity to unlock 
investment.”4 While last week’s announcement on a 
further deferral of the UK’s departure from the EU 
removes an immediate unknown, the continuation of 
uncertainty is causing much frustration for UK 
businesses. As well as stashing cash, many continue 
to delay investment. Businesses remain in a period of 
further limbo.”5 

While the April issue of the CBI Quarterly Industrial 
Trends Survey (ITS) showed some pick-up in 
manufacturers’ investment intentions compared to 
January, they nevertheless remained markedly below their long-term averages. 

Assuming the UK does leave the EU with a deal on 31 October, then there should be some lift to business 
investment as uncertainties are diluted. Supporting this view, the Bank of England’s regional agents had 
observed in Q1 that “many contacts believed there could be a rebound in investment if a Brexit deal was 
agreed.” Meanwhile, Chancellor Philip Hammond has frequently expressed his hope that a ‘smooth’ Brexit 
would see a marked pick-up in business investment. 

 
 
3 Inflation Report — February 2019. Bank of England. 7 February 2019. See bankofengland.co.uk/-/media/boe/files/inflation-
report/2019/february/inflation-report-february-2019.pdf 
4 Agents' summary of business conditions — Q2 2019. Bank of England. 20 June 2019. See bankofengland.co.uk/agents-
summary/2019/2019-q2 
 

https://www.bankofengland.co.uk/-/media/boe/files/inflation-report/2019/february/inflation-report-february-2019.pdf
https://www.bankofengland.co.uk/-/media/boe/files/inflation-report/2019/february/inflation-report-february-2019.pdf
https://www.bankofengland.co.uk/agents-summary/2019/2019-q2
https://www.bankofengland.co.uk/agents-summary/2019/2019-q2
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While an easing of immediate uncertainties in the event of the UK leaving the EU with a deal should have 
some positive impact on business investment, we suspect the upside would likely remain constrained by 
companies’ uncertainties over the future long-term UK–EU relationship. Many UK companies could also be 
cautious about significantly stepping up their investment in the immediate aftermath of the UK leaving the EU 
— even with a deal — as they may want to see how the economy performs for a while after Brexit before 
committing themselves, especially to costly investments. 

On the positive side, business investment should gain some support from firms looking to increasingly invest 
in automation to make up for labour shortages and to try to boost productivity. There is also likely to be an 
increasing need for some companies to replace outdated equipment or invest in new processes after recently 
holding off from doing so due to the heightened uncertainties. Still relatively cheap and available credit, as 
well as recent decent returns on capital, should also be supportive to investment. 

Fiscal policy exerting less drag on economy in 2019 — likely to become 
looser under either candidate for new Conservative leader  

Some help to UK growth in 2019 is coming from a less restrictive fiscal policy. As matters currently stand, 
fiscal policy is expected to become modestly more restrictive in 2020, but it looks highly likely that there will 
be a significant loosening of these plans with the imminent change of Conservative leader and Prime Minister 
– leading to a widely expected change of Chancellor. The two final candidates for Prime Minister – Boris 
Johnson and Jeremy Hunt – have pledged tax and spending plans that imply an appreciable loosening of fiscal 
policy.   

In the Budget for 2019/20 held in October 2018, Chancellor Philip Hammond announced a looser fiscal policy 
for 2019/20 than had previously been planned after the Office for Budget Responsibility (OBR) concluded 
that — following recent consistently lower budget deficits (Public Sector Net Borrowing excluding banks — 
PSNBex) than it had been projecting — it had systematically been underestimating income tax and corporation 
tax receipts. This led the OBR to substantially revise down its forecasts for underlying government borrowing 
over the medium term. 

Rather than letting the budget deficit come down quicker than previously forecast, the Chancellor chose to 
spend the majority of his windfall, with most of the stimulative measures helping the economy in 2019. 
Pressure on the Chancellor to adopt such an approach had come from the Prime Minister’s pledge at the 
Conservative Party conference in early October to end austerity. Consequently, the OBR noted the October 
Budget largely “spent the fiscal windfall rather than saving it”. The OBR specifically commented that the 
“overall effect of the Budget measures is to increase the deficit by £1.1 billion this year and £10.9 billion next 
year, rising to £23.2 billion in 2023–24. This is the largest discretionary fiscal loosening at any fiscal event 
since the creation of the OBR.”6 

In particular, spending on the NHS was increased following Government pledges that had been made earlier in 
the year. Another significant measure announced by the Chancellor was an increase in income tax thresholds 
from April 2019. Consequently, the personal allowance threshold, the rate at which people start paying 
income tax at 20%, rose from £11,850 to £12,500 in April, which was a year earlier than had been planned. 
Additionally, the higher rate income tax threshold, the point at which people start paying tax at 40%, 
increased from £46,350 to £50,000 in April. 

The OBR made further downward revisions to expected PSNBex in the Spring Statement held in March 2019, 
based on the assumption that the UK would leave the EU in an orderly way in the near term. Consequently, 
the Chancellor was seen as having £26.6 billion fiscal headroom against his fiscal mandate (which requires the 
structural budget deficit to lie below 2% of GDP in 2020–21), rather than the £15.4 billion that had been 
indicated in last October’s Budget. 

The outlook for fiscal policy in 2019/20 and beyond is clouded by the extension of Brexit until 31 October, as 
well as the imminent change of Conservative leader and Prime Minister, accompanied by a widely expected 
change of Chancellor. 

 
 
6 Overview of the October 2018 Economic and Fiscal Outlook, page 83. Office for Budget Responsibility. 29 October 2018. See 
obr.uk/overview-october-2018-economic-fiscal-outlook/ 

https://obr.uk/overview-october-2018-economic-fiscal-outlook/
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Prior to the Brexit extension, Chancellor Philip Hammond had repeatedly indicated that a smooth Brexit in the 
near term would allow him to eat into the £26.6 billion headroom that he has against his fiscal targets and 
incorporate higher spending into the three-year Spending Review that had been planned to be launched in the 
early summer and presented with the Budget for 2020/21 that will take place towards the end of this year. In 
the October 2018 Budget, the Chancellor had indicated that the 2019 Spending Review would see annual 
average spending growth of 1.2% in real terms. However, it is certain the Spending Review will be delayed. Liz 
Truss, the Chief Secretary to the Treasury, told the Lords Economic Affairs Committee in early June that due 
to the forthcoming change of Conservative leader and Prime Minister, the Government was almost certain to 
postpone the Spending Review and that Government departments would instead be given a year-long 
extension to their day-to-day spending plans.7 

Furthermore, the imminent change of Conservative leader – widely expected to result in a new Chancellor –   
looks highly likely to result in a change of tack on fiscal policy. While Philip Hammond has frequently warned 
the Conservative leadership contenders not to make “irresponsible” public spending pledges, the final two 
candidates - Boris Johnson and Jeremy Hunt – appear committed to pursuing a looser fiscal stance.  

Boris Johnson has expressed a desire to raise the 40% tax threshold from £50,000 to £80,000, and has also 
suggested helping lower earners by raising the threshold for national insurance contributions. He also appears 
keen to lift public spending with support for infrastructure and housebuilding programmes. Meanwhile, 
Jeremy Hunt has indicated a desire to reduce corporation tax to 12.5% (it is due to come down to 17% from 
19% in March 2020) and also is keen to raise the threshold for national insurance contributions. He has also 
committed to increasing defence spending and wants to cut interest rates on student loans. Both candidates 
would aim to partly pay for their fiscal plans by using some of the £26.6 billion that the Treasury has set aside 
as an insurance fund against a “no deal” Brexit, but this would not nearly finance the plans.  

Bank of England most likely to sit tight on interest rates through 2019 

The economy is unlikely to be hampered by tighter monetary policy in 2019. We believe it is odds-on that the 
Bank of England will keep interest rates at 0.75% through 2019, having hiked them just once in 2018 — from 
0.50% to 0.75% in August. This was the second hike in the current cycle of a tightening monetary policy as the 
Bank had earlier lifted interest rates by 25 basis points from 0.25% to 0.50% in November 2017.  

The Bank of England has consistently maintained a 
cautious approach on monetary policy amid 
heightened Brexit uncertainties. We believe the 
Monetary Policy Committee (MPC) will maintain the 
view that a “wait and see” approach on monetary 
policy is warranted until the Brexit situation becomes 
clearer and it can see how the economy is 
responding. Indeed, the minutes of the June MPC 
meeting came across as more dovish, even though 
the Committee maintained the view that a gradual 
and limited ongoing tightening of monetary policy 
would be warranted should the economy develop in 
line with its expectations. Furthermore, in a speech in 
early-July, Bank of England Governor adopted a more 
dovish tone on interest rates as he acknowledged the 
growing risks to the UK economy from global trade 
tensions and a “no deal” Brexit” 8 

Assuming the UK does leave the EU with a deal at the end of October and the economy subsequently shows 
some improvement as uncertainties are diluted, we expect the Bank of England to raise interest rates twice in 
2020 (each time by 25 basis points) taking them up to 1.25% by the end of next year, as it looks to gradually 
normalise monetary policy. While forecast modest Bank of England hiking of interest rates in 2020 looks at 

 
 
7 UK spending review delayed by Tory leadership contest. Financial Times. 4 June 2019. See ft.com/content/a34eb1f8-86dd-11e9-
97ea-05ac2431f453 
8 “UK economy may need more help as trade war, Brexit risks grow – BoE’s Carney”, Reuters, 3 July 2019. See 
https://uk.reuters.com/article/uk-britain-boe-carney/uk-economy-may-need-more-help-as-trade-war-brexit-risks-grow-boes-carney-
idUKKCN1TX1V8 

https://www.ft.com/content/a34eb1f8-86dd-11e9-97ea-05ac2431f453
https://www.ft.com/content/a34eb1f8-86dd-11e9-97ea-05ac2431f453
https://uk.reuters.com/article/uk-britain-boe-carney/uk-economy-may-need-more-help-as-trade-war-brexit-risks-grow-boes-carney-idUKKCN1TX1V8
https://uk.reuters.com/article/uk-britain-boe-carney/uk-economy-may-need-more-help-as-trade-war-brexit-risks-grow-boes-carney-idUKKCN1TX1V8
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odds with expected monetary policy developments in the US and the Eurozone, our central UK growth, 
inflation and labour market projections are consistent with the MPC lifting interest rates twice given their 
current stance. Furthermore, any potential loosening of current planned fiscal policy in 2020/21 and beyond 
would support the case for higher interest rates.    

The current Bank Rate of 0.75% is some way below where the Bank of England judges rates will ultimately 
settle. In its August 2018 quarterly Inflation Report, the Bank gave its estimate of the so-called ‘equilibrium 
interest rate’. This is defined as “the interest rate that, if the economy starts from a position with no output 
gap and inflation at the target, would sustain output at potential and inflation at the target”.9 The Bank 
estimated that in real terms, the long-term equilibrium interest rate is 0%–1%. Adding the targeted inflation 
rate of 2%, this translates into a long-term equilibrium interest rate of 2%–3%. The Bank sees the equilibrium 
interest rate as lower in the near term due to still significant headwinds facing the economy, such as 
consumers’ further need to repair balance sheets, fiscal drag and heightened uncertainty (particularly from 
Brexit). 

In addition to Brexit developments, another uncertainty that could affect monetary policy is that Mark Carney 
will end his stint as Bank of England Governor at the end of January 2020. 

Modest pick-up in growth expected if a ‘no-deal’ Brexit avoided 

Our forecast is based on the assumption that the UK will ultimately leave the EU on 31 October with a deal (as 
was the case in our Spring Forecast 2019). Once this happens, nothing much is expected to change 
immediately as a transition arrangement essentially preserves the status quo until at least the end of 2020. 
Furthermore, the strong suspicion has to be that the transition arrangement will ultimately have to be 
extended, not only due to the UK’s later than originally expected exit from the EU but also due to the 
likelihood that negotiations over the UK’s longer-term relationship with the EU will prove to be difficult. 

The forecast sees GDP growth slowing to 1.3% in 2019 
from 1.4% in 2018 — this would be the weakest 
expansion since 2009. Economic activity is expected 
to be held back over much of 2019 by extended Brexit 
uncertainties, while an unsettled domestic political 
environment will also likely fuel business caution. 
Meanwhile, weakened global growth is expected to 
hamper UK exports as well as reinforce business 
caution. 

Following expected modest contraction in Q2 2019, 
we expect the economy to return to modest growth in 
Q3. In the near term, economic activity could well be 
hit further by some unwinding of the stockpiling that 
occurred in Q1. Having said that, there could well be a 
renewed bout of stockpiling around 
September/October if there looks to be a very real 
danger that the UK will leave the EU without a deal on 31 October. 
 
With significant uncertainties facing the economy, businesses’ willingness to commit to investment and 
engage in major new projects is expected to remain limited. There is also the probability that businesses will 
adopt a more cautious approach to employment, which in turn is likely to affect consumers who could also be 
facing at least a levelling off in their purchasing power. Nevertheless, consumers are unlikely to completely 
rein in their spending, while fiscal policy will provide some support to the economy over 2019. We are also 
hopeful that global economic activity can stabilise over the second half of the year, helped by policymakers’ 
actions. 
 

If the UK does manage to leave the EU with a deal on 31 October, we believe the conditions are in place for a 
gradual pick-up in activity thereafter, with domestic demand improving. As outlined above, there are good 

 
 
9 Inflation Report – August 2018, page 39. Bank of England. August 2018. See bankofengland.co.uk/-/media/boe/files/inflation-
report/2018/august/inflation-report-august-2018.pdf 

http://www.bankofengland.co.uk/-/media/boe/files/inflation-report/2018/august/inflation-report-august-2018.pdf
http://www.bankofengland.co.uk/-/media/boe/files/inflation-report/2018/august/inflation-report-august-2018.pdf
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reasons to believe both consumer spending and business investment should benefit from reduced uncertainty, 
while it is possible there could eventually be a further lift to activity from increased government spending. 
 
As a result, GDP growth is seen improving to 1.5% in 2020 as the economy sees expansion around 0.4% q/q in 
Q1 and Q2, edging up to 0.5% q/q in Q3 and Q4. Consumer spending growth is forecast to rise from 1.5% in 
2019 to 1.7% in 2020 amid decent real income growth, modest employment growth and firmer confidence. 
Meanwhile, business investment is seen expanding 1.8% in 2020 after 1.6% contraction in 2019 amid reduced 
uncertainties and a need/desire to save labour and lift productivity. To reiterate the point made above, given 
the extended uncertainty that has occurred, businesses may initially be cautious about committing to 
investment and new projects, preferring to see whether the economy really is gaining any benefit from a 
Brexit deal. 
 
Net trade is seen making an appreciable positive contribution to GDP growth in 2020 after a substantially 
negative performance over 2019 (largely due to the substantial negative contribution in Q1 2019). Global 
trade may well see some improvement in 2020, but UK exporters may face a stronger pound as we expect it 
to firm if the UK does leave the EU with a deal. 
 
 
 

The EY ITEM Club forecast for the UK economy, summer 2019 
% changes on previous year except borrowing, current account, and interest and exchange rates 

 GDP 
Domestic 

demand 
Consumer 

spending 
Fixed 

investment Exports Imports 

2017 1.8 1.4 2.1 3.5 5.6 3.5 

2018 1.4 1.6 1.7 0.2 0.1 0.7 

2019 1.3 2.7 1.5 0.2 1.5 6.6 

2020 1.5 1.0 1.7 1.6 2.1 0.4 

2021 1.8 1.8 1.8 2.8 3.5 3.5 

2022 1.9 1.9 2.0 2.6 3.8 3.8 

2023 2.0 2.0 2.1 2.8 3.8 3.7 

 
Net government 

borrowing* 
Current account  

(% of GDP) 
Average 
earnings CPI Bank rate 

Effective 
exchange rate 

2017 2.2 -3.3 2.6 2.7 0.3 77.4 

2018 1.1 -3.9 3.0 2.5 0.6 78.5 

2019 1.4 -4.3 3.2 1.9 0.8 80.1 

2020 1.2 -3.7 3.2 2.0 1.0 83.9 

2021 1.1 -3.5 3.4 1.9 1.5 81.9 

2022 0.9 -2.9 3.5 2.0 1.9 82.6 

2023 0.8 -2.8 3.5 2.0 2.3 82.5 

*Fiscal years, as % of GDP 

Source: EY ITEM Club 

 

It is possible that GDP growth could be adversely affected later on in 2020 by increasing uncertainty as the 
transition arrangement under the UK’s withdrawal agreement with the EU is scheduled to come to an end. 
However, we strongly suspect that this will need to be extended (and there is scope to do so) as it seems 
highly unlikely that the UK and EU will have been able to sort out their future trading relationship by then. 
Certainly, the negotiations that have taken place so far do not inspire confidence that there will be any quick 
resolution of what will undoubtedly be complex dealings. 
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Growth would likely be modestly lower in 2020 if Brexit delayed again 

While our forecast is based on the UK leaving the EU on 31 October, we see a very real possibility that Brexit 
could be delayed again — most likely by a further five months to the end of March 2020. 

If this is the case, there are likely to be some adverse repercussions for the economy. Most obviously, the 
uncertainty facing businesses in particular would be extended yet again, which would not be good news for 
investment and perhaps employment as well. Sterling would likely remain softer for longer, which could have 
some modest positive impact on exports. Again, economic activity over the early months of 2020 could be 
distorted by swings in stockbuilding. 

We believe that the Bank of England would further hold off from raising interest rates, at least until May 2020 
or perhaps, more likely, until August 2020. 

Under this scenario, we suspect that GDP growth would be limited to 1.3% in 2020, compared to our central 
forecast of 1.5%. Growth would still be seen improving to 1.8% in 2021. 

Growth seen taking substantial hit if ‘no-deal’ Brexit 

There continues to be a very real possibility of a ‘no-deal’ Brexit. Indeed, if anything the possibility of a ‘no-
deal’ Brexit has increased since our Spring Forecast 2019 was completed in early May. 

Our underlying analysis of the economy’s likely performance should a ‘no-deal’ Brexit occur is little changed 
from our Spring Forecast 2019. Specifically, if the UK leaves the EU without a deal on 31 October, we suspect 
GDP growth would slow from 1.3% in 2019 to just 0.3% in 2020 — with the economy very possibly suffering 
mild recession over the first half of the year. Growth is seen improving to a modest 1.1% in 2021. 

Leaving the EU without a deal at the end of October — or at some other date — and switching to WTO trading 
rules would obviously have major ramifications for the UK’s economic outlook. 

However, in putting together any forecast for this eventuality, it needs to be borne in mind that economic 
projections made in the immediate aftermath of the vote in June 2016 for the UK to leave the EU proved 
overwhelmingly pessimistic. In particular, consumers kept on spending post-referendum as it took time for 
sterling’s sharp drop following the vote for Brexit to feed through to lift inflation and squeeze purchasing 
power. Consumer confidence weakened sharply immediately following the June 2016 vote, but it then 
recovered pretty quickly as consumers’ circumstances were little changed in the immediate aftermath of the 

referendum vote. Meanwhile, nothing changed regarding trading conditions or supply chains. 

The critical point this time around is that the circumstances facing the UK after 31 October would 
immediately be different, whereas nothing really changed in the immediate aftermath of the vote for Brexit in 
June 2016. 

If a ‘no-deal’ Brexit occurs at the end of October, there will be an immediate change of trading circumstances 
and some developments will be harder to assess than others. In particular, there is no knowing at this stage 
just how much disruption will occur at ports and how badly supply chains will be affected. And if there are 
scenes of chaos, how much will this affect business and, also, consumer confidence and behaviour? 

On the positive side, while the delaying of Brexit from 29 March to 31 October has extended the uncertainties 
facing the economy, it has given businesses and the Government more time to prepare for a ‘no-deal’ UK exit 
from the EU. Nevertheless, there is a limit to how much preparation can be done. Consistent with this view, a 
survey of almost 300 companies by the Bank of England’s regional agents in their Q1 2019 survey of business 
conditions (published in March) found that around 80% considered themselves ready for a ‘no-deal’ Brexit 
compared to 50% in a January survey, however “many companies reported that there were limits to the 
degree of readiness that was feasible in the face of the range of possible outcomes in that scenario. These 
included issues relating to tariffs, border frictions, exchange rate movements and recognition of certifications 
— which many companies felt were outside their control. Indeed, the March survey also showed that 
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respondents — even those that felt ‘ready’ — still expected output, employment and investment over the next 
12 months to be significantly weaker under a ‘no-deal, no-transition’ Brexit than under a deal scenario.”10 

Sterling is likely to fall markedly following a ‘no-deal’ Brexit from the EU — as it did after the referendum vote 
in June 2016 — and this is likely to feed through to lift inflation, squeeze consumers’ purchasing power and 
push up companies’ input costs. The Government has indicated that it would look to mitigate the overall 
impact on inflation by making overall reductions to import tariffs compared to the current situation, but the 
suspicion is that this will be insufficient to prevent inflation from rising materially. 

However, the weaker pound should give some support to UK exports. Trade will be affected as both the UK 
and the EU levy tariffs and non-tariff barriers (NTBs) are introduced across a range of sectors. However, the 
Government has indicated that it would make overall reductions to tariffs in the event of a ‘no-deal’ Brexit. 
Specifically, under a temporary scheme 87% of imports by value would be eligible for zero-tariff access 
compared to 80% of imports currently being tariff-free. With both export and import growth suffering, the 
effect on GDP growth from this source would be ambiguous. 

We believe that heightened business uncertainty after a ‘no-deal’ Brexit would decidedly weigh down on 
business investment, although it should be borne in mind that it would already have been weak for a 
prolonged period. Indeed it contracted in every quarter in 2018 (the first time that business investment had 
fallen for four successive quarters since the depths of the 2008/9 financial crisis), and although it achieved 
growth of 0.5% q/q in Q1 2019, this failed to offset the drop of 0.9% q/q suffered in Q4 2018 and it was still 
down 1.4% y/y and some 2% below the peak level seen in Q4 2017. 

Additionally, facing a more uncertain and weakened economic outlook, businesses would likely adopt a 
significantly more cautious stance on employment and look to limit their costs by limiting pay, with adverse 
repercussions for the consumer along with the expected rise in inflation. Heightened uncertainty would also 
be likely to have some dampening impact on consumer spending, although there is the very real possibility 
that consumers would be less worried about the heightened uncertainties resulting from a ‘no-deal’ Brexit 
than businesses would be, and this could well again prove surprisingly resilient. Indeed, it is notable that 
consumer spending was robust in Q1 2019 despite mounting Brexit uncertainties. 

We suspect that policymakers would look to provide both fiscal and monetary policy support to the economy 
in the event of a ‘no-deal’ Brexit. The Bank of England has repeatedly stated that interest rates could either go 
up or down should there be a ‘no-deal’ UK exit from the EU, depending on the balance of how the UK’s supply 
capacity and demand side of the economy are perceived to be affected. Exchange rate movements will also be 
a factor. However, we strongly lean towards the view that interest rates would be far more likely to be cut than 
increased if there is a ‘no-deal’ Brexit. With Bank Rate currently at only 0.75%, there is of course limited scope 
for taking interest rates lower, although the Bank of England could also reactivate quantitative easing. 

Meanwhile, Chancellor Philip Hammond has indicated that emergency fiscal measures could be introduced in 
the event of a ‘no-deal’ Brexit and we suspect that there would be some loosening of fiscal policy. However, 
how much fiscal stimulus the Chancellor would be able to provide would likely be limited by the fact that the 
public finances are still far from healthy despite the recent marked improvement.  

Risks and uncertainties to forecast 

The main uncertainties and risks surrounding our forecast that GDP will grow 1.3% in 2019 and 1.5% in 2020 
are centred on Brexit developments. Indeed, while we believe it is the most likely outcome, we still see a less 
than 50% probability that the UK will leave the EU with a deal on 31 October. As the analysis above indicates, 
if the UK’s exit from the EU is delayed, we expect GDP growth to come in softer in 2020 due to prolonged 
uncertainties. The longer any delay is, the more likely that growth will be softer in 2020. The biggest 
downside risk to the growth outlook is that the UK leaves the EU without a deal on 31 October — this is seen in 
GDP growth coming in at just 0.2% in 2020. 

 
 
10 Agents' survey on preparations for EU withdrawal. Bank of England. 21 March 2019. See bankofengland.co.uk/agents-
summary/2019/2019-q1/agents-survey-on-preparations-for-eu-withdrawal 

https://www.bankofengland.co.uk/agents-summary/2019/2019-q1/agents-survey-on-preparations-for-eu-withdrawal
https://www.bankofengland.co.uk/agents-summary/2019/2019-q1/agents-survey-on-preparations-for-eu-withdrawal
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On a longer-term basis, another risk to the growth outlook is that Brexit does not take place and the UK 
ultimately stays in the EU. We believe that this would most likely lift growth prospects for the economy in 
2020 and over the medium term.  

Apart from Brexit, a downside risk to our growth outlook is that global growth could continue to deteriorate 
and be significantly weaker than we expect over 2019 and 2020. 

An upside risk to the growth forecast is that earnings growth could be stronger than we anticipate over the 
coming months in reaction to increased recruitment difficulties in a number of sectors, thereby leading to 
higher than expected consumer purchasing power and spending. However, this would likely lead to a modestly 
faster hiking of interest rates than we currently forecast. Even if earnings growth does not continue to pick-up, 
there is the possibility that consumer spending could be stronger than we expect over the coming months. 

A modest upside risk to the growth forecast is that the Government under the new Conservative leader 
pursues a more expansive fiscal policy. 

The highly unsettled domestic UK political situation poses uncertainties to the UK economic outlook. A 
general election looks possible at any time, and a change in government would have severe implications, for 
example, for fiscal policy, microeconomic policy and interest rates. 

It is also somewhat of a leap of faith to forecast 
consistent UK GDP growth out to 2023 given the 
length of the current expansionary cycle. Indeed, 
2018 marked a ninth year of growth since UK GDP 
last contracted (by 4.2% in 2009). In its forecasts 
provided for the October 2018 Budget, the OBR 
observed that “in the 63 years for which the Office 
for National Statistics (ONS) has published consistent 
quarterly real GDP data, there have been several 
recessions — suggesting that the chance of a 
recession in any five-year period is about one in two. 
So the probability of a cyclical downturn occurring 
some time over our forecast horizon is fairly high”.11 

There is also the concern that in the event of a 
recession, the Bank of England would not have much 
ammunition to fight it, given that interest rates are 
so low. 

However, there are good reasons to think that the current UK economic upturn could continue for some time 
to come. The overall strength of the UK expansion since 2009 has been relatively limited, and it followed a 
particularly deep contraction over 2008/9. There is currently little sign of inflation about to take off, with 
wage growth still relatively muted despite the recent overall pick-up and the unemployment rate currently 
being at its lowest level since early 1975. It may well be that there is more slack in the labour market than the 
official figures indicate. Consequently, it looks highly unlikely that the Bank of England will need to sharply 
raise interest rates, which would rein in growth. However, there really does need to be a clear pick-up in 
productivity growth over the medium term for UK expansion to have the best chance of continuing. 

 
 
11 Overview of the October 2018 Economic and Fiscal Outlook, page 83. Office for Budget Responsibility. 29 October 2018. See 
obr.uk/overview-october-2018-economic-fiscal-outlook/ 

https://obr.uk/overview-october-2018-economic-fiscal-outlook/
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Forecast in detail 
1. Fiscal policy 

The public finances saw substantial improvement over the fiscal year 2018/19. This continued the recent 
consistent pattern of the budget deficit (measured in terms of Public Sector Net Borrowing excluding banks — 
PSNBex) coming in below the projections made by the Office for Budget Responsibility (OBR). This led the 
OBR to conclude in October when preparing the forecasts for the 2018 Budget that it had systematically been 
underestimating income tax and corporation tax receipts. Consequently, the OBR substantially revised down 
its forecasts for underlying government borrowing over the medium term. The OBR then made further 
downward adjustments in the March 2019 Spring Statement. 

PSNBex amounted to £24.0 billion (1.1% of GDP) in 
fiscal year 2018/19. This was the lowest deficit for 
17 years and was down an impressive 42.5% from 
£41.8 billion (2.0% of GDP) in 2017/18 and £44.9 
billion (2.3% of GDP) in 2016/17. PSNBex has come 
down from a peak of £153.1 billion (9.9% of GDP) in 
2009/10. It is worth noting that in the Budget for 
2018/19 held in November 2017, the budget deficit 
had been seen at £39.5 billion. The actual outturn 
was 40.5% lower at £23.5 billion.  

The public finances saw a weakened performance 
over the first two months of fiscal year 2019/20 with 
PSNBex amounting to £11.9 billion in April/May, 
which was up 17.8% on the £10.1 billion shortfall in 
April/May 2018. Nevertheless, on the basis of the 
first two months, PSNBex is headed for £28.3 billion 
in 2019/20, which is modestly below the current target of £29.3 billion. 

In the October 2018 Budget for 2019/20, the OBR slashed its forecast for PSNBex in 2018/19 to £25.5 
billion (1.2% of GDP) from the £37.1 billion (1.8% of GDP) that it had projected in the March 2018 Spring 
Statement. There were further reductions — albeit more limited — over a five-year horizon with the 2019/20 
PSNBex cut to an expected £31.8 billion (1.4% of GDP) from £33.9 billion (1.6% of GDP) right through to the 
2022/23 shortfall reduced to £20.8 billion (0.9% of GDP) from £21.4 billion (0.9% of GDP). The budget deficit 
was then seen dipping further to £19.8 billion (0.8% of GDP) in 2023/24, which would be a 20-year low. In 
total the OBR cut the projected budget deficits over the five years 2018/19 to 2022/23 by a cumulative 
£18.5 billion. The main reason why the expected PSNBex was slashed for 2018/19 but only trimmed for 
future years was that the Chancellor chose to take advantage of the OBR’s cutting of the underlying budget 
deficits by introducing fiscal stimulus measures, most notably through increased spending on the NHS, as well 
as an earlier than previously planned raising of income tax thresholds. 

The March 2019 Spring Statement was not a major fiscal event, primarily comprising an update of the OBR’s 
outlook for the economy and public finances. The OBR made further marked downgrades to expected PSNBex 
over the medium term. Specifically, PSNBex was estimated at £22.8 billion (1.1% of GDP) in 2018/19 rising to 
£29.3 billion (1.3% of GDP) in 2019/20 but then coming down progressively to £21.2 billion (0.9% of GDP) in 
2020/21 and £13.5bn (0.5% of GDP) in 2023/24. In total, the OBR cut its forecast for government borrowing 
over 2018/19 to 2023/24 by a cumulative £29.9 billion to £118.5 billion from £148.4 billion. 

The OBR’s new fiscal forecasts were based on the assumption of a smooth Brexit in the near term and they 
gave the Chancellor scope to offer a larger fiscal carrot should this occur. By the OBR cutting its expectations 
of the cyclical deficits over the period 2018/19 to 2023/24, the Chancellor now has £26.6 billion fiscal 
headroom against his fiscal mandate (which requires the structural budget deficit to lie below 2% of GDP in 
2020/21) rather than the £15.4 billion set out in the October 2018 Budget. 

Consequently, the Chancellor had indicated that the forthcoming three-year Spending Review — that was 
originally due to be launched early this summer — could contain larger spending increases. In the October 
2018 Budget, the Chancellor had indicated that the 2019 Spending Review would see annual average 
spending growth of 1.2% in real terms. However, the Spending Review looks certain to be delayed due to the 
extended Brexit uncertainties as well as the imminent change of Conservative leader and Prime Minister. 
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The delaying of the Spending Review, change of Conservative leader and extension of the UK’s exit from the 
EU until October 2019 — as well as considerable uncertainty as to what will happen on the Brexit front then — 
clouds the outlook for fiscal policy. The two final Conservative leadership candidates appear to be willing to 
open the fiscal purse strings with a range of promises focused on personal and/or business tax cuts and/or 
extra money for infrastructure, housing, education, the police and defence.  

One looming problem for the public finances that was not addressed in the Spring Statement is the change in 
the way that student loans will be accounted for. The OBR estimated that treating loans partly as grants could 
increase the structural budget deficit by around £12 billion (0.5% of GDP in 2020/21). This would absorb 
almost half the Government’s current headroom against the fiscal mandate, as well as making a balanced 
budget harder to achieve. 

2. Monetary policy 

The June 2019 MPC meeting saw the Committee once again hold interest rates at 0.75% following a 
unanimous 9–0 vote. While some MPC members (Andy Haldane, Michael Saunders and Ben Broadbent) have 
recently made relatively hawkish speeches regarding the need for future interest rate hikes, it always seemed 
more likely than not that they would hold off from actually voting for a hike at the June meeting given current 
heightened Brexit, UK domestic political and global economic uncertainties. 

In fact, the minutes of the June MPC meeting come across as more dovish even though the MPC maintained 
the view that “were the economy to develop broadly in line with its Inflation Report projections, an ongoing 
tightening of monetary policy over the forecast period, at a gradual pace and to a limited extent, would be 
appropriate to return inflation sustainably to the 2% target at a conventional horizon”. 

Nevertheless, it is notable that the Bank of England is still sending out the message that interest rates will 
likely need to rise, while the US Federal Reserve is increasingly indicating that interest rate cuts may soon be 
needed and the ECB is increasingly talking about further stimulus. If nothing else, the MPC seems keen to 
head off any belief for now that the Bank of England is likely to cut rates barring the occurrence of a 
disorderly Brexit which damages the economy. Nevertheless, Governor Mark Carney adopted a more cautious 
tone on interest rates in a speech in early-July which highlighted the growing risks to the UK economy from 
global trade tensions and the possibility of a “no deal” Brexit; this fuelled market expectations that the Bank 
of England’s next move could actually be to cut interest rates. 

Significantly, the Bank of England cut its expectation of UK GDP growth in Q2 to flat from an expected gain of 
0.2% q/q in the May quarterly Inflation Report and considered that the downside risks to growth had 
increased. Despite the 0.5% q/q expansion achieved in Q1, the MPC observed that “looking through recent 
volatility, underlying growth in the United Kingdom appears to have weakened slightly in the first half of the 
year relative to 2018 to a rate a little below its potential”. The Committee also noted the perception that the 
risks of a ‘no-deal’ Brexit had increased while global trade tensions have intensified. 

Meanwhile, the MPC seemed to take a modestly less 
hawkish view of inflation prospects. It considered 
consumer price inflation was likely to fall below its 
2% target late this year, reflecting recent falls in 
energy prices, but was likely to rise back up 
thereafter. The MPC considered that the labour 
market remains tight, with recent data on 
employment, unemployment and regular pay in line 
with expectations at the time of the May quarterly 
Inflation Report. Growth in unit wage costs has 
remained at target-consistent levels. Nevertheless, 
the MPC observed that there are some signs that 
labour demand may have softened and that while 
pay growth had remained relatively strong, there 
were increasing signs that growth rates might have 
levelled off. 

With the Brexit uncertainty being prolonged and this likely to hamper the economy, we firmly expect the Bank 
of England to keep interest rates at 0.75% through 2019. 
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Assuming that there is no interest rate hike in 2019, we expect the Bank of England to raise interest rates 
twice in 2020 (each time by 25 basis points) taking them up to 1.25% by the end of next year as it looks to 
gradually normalise monetary policy, and as the economy is likely to be firmer if the UK has left the EU with a 
deal. 
 
If Brexit is delayed again — most likely until the end of March 2020 — we expect the Bank of England to hold off 
from hiking interest rates until further into next year as the economy likely suffers early on in 2020 from 
extended Brexit uncertainties. 

If the UK ultimately leaves the EU without a deal, the Bank of England has repeatedly held to the view that 
interest rates could move in either direction. The June MPC minutes observed that “The economic outlook will 
continue to depend significantly on the nature and timing of EU withdrawal, in particular: the new trading 
arrangements between the European Union and the United Kingdom; whether the transition to them is abrupt 
or smooth; and how households, businesses and financial markets respond. The appropriate path of monetary 
policy will depend on the balance of these effects on demand, supply and the exchange rate. The monetary 
policy response to Brexit, whatever form it takes, will not be automatic and could be in either direction. The 
Committee will always act to achieve the 2% inflation target.” 
 
However, past comments by Governor Mark Carney have suggested that he thinks that it is most likely that the 
economy would need stimulus if there is a ‘no-deal’ Brexit, thereby indicating that an interest rate cut would 
be more likely than a hike. Additionally, comments by MPC members Silvana Tenreyro and Gertjan Vlieghe 
have also suggested that they believe that interest rates would be more likely to fall than rise in the event of a 
‘no-deal’ Brexit. However, another MPC member Michael Saunders has seemingly retained a balanced view. 
 
We strongly lean towards the view that interest rates would be far more likely to be cut than increased if there 
is eventually a ‘no-deal’ Brexit. 

 
What is likely to be a limited and gradual rise in Bank Rate will exert upward pressure on long-term interest 
rates. But a falling fiscal deficit and the fact that more than half of the UK’s gilt stock is owned by the Bank 
(via its quantitative easing programme) and ‘captive’ buyers in the form of insurance companies and pension 
funds, will constrain the extent to which gilt yields increase. 

Sterling’s movements over 2019 so far have been largely driven by Brexit developments. The pound traded at 
a 20-month low of $1.2409 on 3 January and also hit a 16-month low of £0.9102/euro in early January 
(although its weakness was magnified by a ‘flash crash’ in Asia) amid heightened concerns that a ‘no-deal’ 
Brexit could occur at the end of March, while it was also hit by the sharp slowdown in the UK economy in Q4 
2018. Sterling then gained support as market fears of a ‘no-deal’ Brexit faded, and the UK economy improved 
in Q1 2019. After UK MPs voted against a ‘no-deal’ Brexit on 14 March, the pound neared $1.34 against the 
dollar, its best level since June 2018. The pound also traded as high as €1.1772, its strongest rate against 
the euro since June 2017. Sterling remained above US$1.30 for a while following the decision to have a 
flexible delay on Brexit until 31 October, but it has recently come under renewed pressure as fears of a ‘no-
deal’ Brexit have been raised again by UK political developments. Weakened UK economic activity in Q2 2019 
has also hurt sterling, causing it to dip under US$1.25 in early-July for the first time since January; it also 
sank to a five-month low of £0.8966/euro in mid-June. 

We suspect sterling will remain under pressure over the coming months as major Brexit uncertainties 
continue, and the UK economy likely struggles. However, sterling’s downside is likely to be limited by market 
expectations of looser monetary policy from the US Federal Reserve and the ECB. On the assumption that the 
UK does ultimately leave the EU at the end of October with a deal, we expect sterling to trend gradually 
upwards. Firmer UK economic activity and an expected couple of 25 basis point interest rate hikes by the Bank 
of England are seen as supporting the pound in 2020. Consequently, we see sterling trading around $1.32 at 
the end of 2019 and $1.43 at the end of 2020. 

3. Prices 

Consumer price inflation averaged 2.5% over 2018, which was slightly down from a five-year high of 2.7% in 
2017. With the exception of a spike up to 2.7% in August, consumer price inflation largely trended lower after 
reaching a peak of 3.1% in November 2017 to end 2018 at 2.1%. 
 
Consumer price inflation started 2019 by dipping to a 25-month low of 1.8% in January 2019. This took it 
slightly below the Bank of England’s 2.0% target rate. Inflation largely came down as the impact of sterling’s 
marked depreciation on import prices (especially for oil and commodities) after the June 2016 referendum 
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vote to leave the EU waned. A marked falling back in oil prices after they reached a four-year high in late 
October helped bring inflation down to January’s low when there was also a marked downward impact in 
January itself from Ofgem’s cap on consumer energy prices coming into effect. 
 

Consumer price inflation then trended gradually back up to 1.9% in both February and March before reaching 
a 2019-high of 2.1% in April. This was influenced by oil prices firming significantly from their November 2018 
lows. In addition, inflation was pushed up in April by higher energy prices as Ofgem’s increase in the energy 
price cap came into effect. There was also a temporary upward impact from the later Easter/school holidays 
this year pushing up transport prices in April (most notably air fares rose 26.4% m/m in April). Core inflation 
was stable at 1.8% in April. 

However, inflation edged back down to 2.0% in May as there was an unwinding of April’s spike in travel prices 
(air fares fell back 10.0% m/m). There was also a downward impact from the prices of new cars. Core inflation 
edged back to 1.7% in May from 1.8% in April. 

Consumer price inflation looks likely to be at 2.0% or just under over the rest of 2.0%, and it could well get 
down as low as 1.7% around August. We see inflation averaging 1.9% over 2019. 

The recent falling back in oil prices from their April 
peak levels should help to limit inflation. Having 
reached a 2019-high around $75/barrel in April, 
Brent oil has since retreated appreciably to trade 
around $64/barrel in early July. We expect Brent oil 
to average around $67/barrel over the second half of 
2019 and to also average $67/barrel over 2019, 
which would be down from an average of 
$71.1/barrel in 2018. 
 
Recent news on price pressures further down the 
supply chain has been benign. Producer input prices 
were flat m/m in May, causing the y/y increase to dip 
to a three-year low of just 1.3% from 4.5% in April; 
the annual increase in input prices had been as high 
as 10.7% in September 2018. Meanwhile, the annual 
increase in producer output prices fell back to 1.8% in May (the lowest level since September 2017) from 2.1% 
in March; it had peaked at 3.3% in October 2018. 
 
In the meantime, domestic inflation pressures are expected to be relatively modest over the coming months 
amid likely lacklustre UK growth. Admittedly, unit labour costs rose 3.1% in 2018, which was the sharpest 
increase since 2013 and the consequence of increased earnings growth and poor productivity. However, the 
y/y increase in unit labour costs moderated to 2.1% in Q1 2019 and we suspect that earnings growth has 
peaked, at least for the time being. This view is supported by annual earnings growth dipping to 3.1% in the 
three months to April after reaching a decade-high rate of 3.5% in the three months to February. Admittedly, 
earnings growth spiked back up in April itself but it seems probable that the labour market and earnings 
growth will struggle to sustain their recent strength, in the near term at least, as companies tailor their 
behaviour to a lacklustre domestic economy, an unsettled domestic political situation and a challenging global 
environment, on top of ongoing Brexit uncertainties. Meanwhile, fragile consumer confidence will probably 
deter many workers from pushing hard for significantly increased pay rises despite recent higher inflation and 
a tight labour market. 
 
Consumer price inflation is seen only slightly higher overall in 2020, averaging 2.0% as modestly stronger 
GDP growth has a limited upward impact on domestic inflationary pressures. However, an expected firmer 
pound will help to limit the rise in inflationary pressures while oil prices are seen modestly softer overall, with 
Brent oil averaging around $65/barrel over 2020. 

Retail price index (RPI) inflation will be higher than the CPI measure over the forecast period. This is largely 
due to the so-called ‘formula effect’ (i.e. the different methods of aggregation between the RPI and CPI 
measures that place an upward bias on RPI) and the impact of a gradual increase in interest rates on 
mortgage interest payments. 
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4. Activity 

GDP growth slowed to 1.4% in 2018 from 1.8% in both 2017 and 2016. This was the equal weakest 
performance (with 2012) since 2009. GDP growth slowed to just 0.2% q/q in Q4 2018 after picking up to 0.7% 
q/q in Q3 (when it was buoyed by the heatwave), from 0.4% q/q in Q2 and expansion of just 0.1% q/q in Q1 
(when economic activity suffered from extreme cold weather). Year-on-year growth eased back to 1.4% in Q4 
2018 after improving modestly to 1.6% in Q3 from 1.4% in Q2 and 1.2% in Q1, and this was the weakest 
annual growth performance since Q2 2012. 

GDP growth noticeably picked up to 0.5% q/q in Q1 2019, causing the y/y growth rate to improve to 1.8% (the 
best since Q3 2017). However, this was a deceptively strong start to economic activity in 2019 as there was a 
major boost to first-quarter GDP growth from stockpiling, as businesses and, very possibly to a limited extent, 
consumers looked to protect their supplies in case a disruptive ‘no-deal’ Brexit occurred at the end of March. It 
is also possible that some consumers brought forward purchases amid concern that prices could rise if a 
disruptive Brexit at the end of March led to sterling weakening sharply. Additionally, unseasonably warm 
weather gave a boost to consumer spending in Q1. 

Stockpiling added 0.9 percentage points to first-
quarter GDP growth of 0.5% q/q. It provided a major 
boost to manufacturing activity, which expanded 
1.9% q/q in Q1 — a substantially stronger 
performance for the sector than elsewhere in 
Europe. Manufacturing output was clearly the star 
performer on the output side of the economy as it 
markedly outstripped q/q in the services sector 
(0.4%) and construction (1.4%). Industrial production 
overall was up 1.1% q/q. 

On the expenditure side of the economy, there was 
particularly healthy consumer spending growth of 
0.6% q/q in Q1. A very welcome development saw 
business investment rise for the first time in five 
quarters (by 0.4% q/q) although it was still down 
1.5% y/y. Overall investment grew 1,2% q/q in Q1 
and was up 0.9% y/y. In addition to the increase in business investment, total investment was lifted by a strong 
rise in government investment (up 5.2% q/q). Meanwhile, government spending rose 0.8% q/q and was up 
1.6% y/y. Net trade made a record negative contribution of 3.0 percentage points to Q1 GDP growth. 
Exceptionally strong import growth of 10.7% q/q was clearly lifted by stockpiling of foreign products and 
production inputs. It was also substantially boosted by imports of non-monetary gold. Meanwhile, exports rose 
1.5% q/q. 

We strongly suspect that Q1 2019 was as good as it gets for the economy until the Brexit fog clears, and this 
suspicion is reinforced by GDP falling 0.4% m/m in April and largely weak survey data for May and June 
relating to services, manufacturing and construction activity. Additionally, retail sales volumes fell 0.5% m/m 
in May. Consequently, we suspect that the economy contracted slightly in Q2 2019. 

We forecast GDP growth to dip to 1.3% in 2019. This assumes that a UK–EU withdrawal arrangement 
ultimately comes into effect at the end of October. While the UK will formally leave the EU on 31 October, 
nothing much is expected to change immediately as the withdrawal arrangement essentially preserves the 
status quo until at least the end of 2020. Furthermore, we suspect that the withdrawal arrangement will 
probably end up being extended. 

After a likely modest contraction of 0.2% q/q in Q2 2019, we expect the economy to return to modest growth 
in Q3 with the upside being limited by ongoing serious uncertainties. Less favourable developments for 
consumers in the near term at least may also affect growth. Meanwhile, lacklustre global growth — especially 
the slowdown in the eurozone — is likely to hamper UK exports. However, there may be some renewed 
stockpiling around September/October in case a ‘no-deal’ Brexit occurs at the end of October. 

On the assumption that the UK does indeed leave the EU on 31 October, we expect an easing of uncertainty to 
help the economy. Even so, growth may well still be no more than 0.3% q/q in Q4 2019 as a degree of caution 
persists among businesses, in particular, and consumers in the run-up to the UK’s exit from the EU and in the 
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immediate aftermath. There may also be an unwinding of any renewed stockpiling that occurred around 
September/October. 

GDP growth is forecast to improve to 1.5% in 2020. Economic activity is seen picking up gradually through the 
year, with expansion projected around 0.4% q/q in Q1 and Q2, and 0.5% in Q3 and Q4. Consumer spending 
growth is seen picking up modestly amid reasonably solid real income growth, modest employment growth 
and firmer confidence. Meanwhile, business investment growth is seen being lifted by reduced uncertainties 
and an ongoing need/desire to save labour and lift productivity. Net trade is seen making a clear positive 
contribution to GDP growth in 2020. 

5. Consumer demand 

Consumer spending proved more resilient than most other sectors of the economy in 2018 as it expanded 
1.8%. Nevertheless, this was still the slowest expansion in private consumption since 2012 and was down 
from growth of 2.2% in 2017 and 3.2% in 2016. Furthermore, consumer spending growth eased back from 
0.5% q/q in both Q1 and Q2 2018 to 0.4% q/q in Q3 and 0.3% q/q in Q4. 
 
Consumer spending picked up to grow 0.6% q/q in Q1 
2019, lifting y/y growth to 1.9% from 1.7% in Q4 2018. 
This was undeniably a resilient underlying performance 
amid heightened Brexit uncertainties — even allowing for 
the fact that it was helped by warm weather — and there 
could have been some limited stockpiling by consumers 
in case a disruptive ‘no-deal’ Brexit occurred at the end 
of March. It is also possible that some consumers 
brought forward purchases amid concern that prices 
could rise if a disruptive Brexit at the end of March led to 
sterling weakening sharply. Consumers continued to 
benefit in Q1 from strong employment growth and 
improved purchasing power. The ONS reported that 
compensation of employees rose 0.4% q/q and 3.8% y/y 
in Q1. 
 
Consumer spending’s strength in Q1 2019 was centred on retail sales, which grew 1.7% q/q with healthy gains 
in each month. Private new car sales continued to fall in Q1 2019, albeit at a markedly reduced rate of 0.8% 
y/y. Meanwhile, consumer spending on services seems to have been lacklustre over the early months of 2019. 
The Q1 2019 Bank of England’s regional agents’ survey of business conditions observed “Annual growth in 
consumer services values remained modest — even compared with a year ago when activity was adversely 
affected by the severe winter weather”.12 
 
However, consumer spending appears to have lost significant momentum in Q2. Retail sales volumes dipped 
0.5% m/m in May after edging down 0.1% m/m in April. This caused the y/y increase to slow appreciably to 
2.3% in May from 5.1% in April and 6.7% in March. Even allowing for cooler weather hitting clothing sales in 
May, the underlying performance looked softer. June survey evidence on retail sales from the CBI was weak. 
Meanwhile, private new car sales suffered marked y/y falls through the second quarter: April (10.3%, albeit 
exaggerated by robust sales in April 2018), May (5.0%) and June (4.8%). 
 
We expect consumer spending growth to ease back further to 1.5% in 2019 from 1.8% in 2018. Consumers 
have clearly been highly resilient so far in 2019 and have seemingly largely brushed off Brexit concerns, but 
retailers will nevertheless likely be wary that consumers could become more cautious and limit their spending 
over the coming months as a consequence of a highly uncertain domestic economic and political environment 
amid prolonged Brexit uncertainties. 
 
On a positive note for consumer spending prospects, real earnings growth noticeably picked up between mid-
2018 and early 2019. However, it is questionable whether the recent improvement in consumer spending 
power will continue and it has recently come off its highs. Specifically, real earnings growth eased back from 
1.6% in the three months to March (the best since mid-2016) to 1.2% in the three months to April. This was 
the consequence of earnings growth easing back to 3.1% in the three months to April, while inflation has 

 
 
12 Agents’ summary of business conditions — 2019 Q1. Bank of England. 21 March 2019. See bankofengland.co.uk/agents-
summary/2019/2019-q1 
  

https://www.bankofengland.co.uk/agents-summary/2019/2019-q1
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edged up from January’s lows. There was a spike back up in earnings in April itself, but it is notable that a 
number of recent surveys suggest pay awards could be levelling off after recent improvement. Additionally, 
employment growth has been slowing recently and at 32,000 in the three months to April, was the slowest 
since last August. 
 
Indeed, the suspicion has to be that the labour market and earnings growth may well increasingly be 
adversely affected, in the near term at least, as companies tailor their behaviour to a lacklustre domestic 
economy, an unsettled domestic political situation, prolonged Brexit uncertainties and a challenging global 
environment. It should also be borne in mind that despite its recent overall improvement, consumer 
purchasing power is still no more than reasonable compared to past norms. 
 
Furthermore, the budgets of some households will 
continue to be pressured by the cash freeze on 
working-age welfare benefits. Consequently, we 
expect real household incomes to rise by 1.8% in 
2019, down from an increase of 2.1% in 2018.  
 
There are other factors which may limit consumer 
spending over the coming months, although we 
doubt higher interest rates will be one of them, with 
the Bank of England highly likely to sit tight on 
monetary policy through 2019. In particular, with the 
household saving ratio being very low (at 4.1% of 
GDP in Q1 2019, down from 4.5% in Q4 2018), 
consumers may at the very least be keen to avoid 
further dissaving — especially given current major 
uncertainties. Meanwhile, lenders have cut back on 
the availability of unsecured consumer credit. Indeed, the latest Bank of England’s Credit Conditions Survey 
indicated that lenders reduced the amount of unsecured credit available to consumers in Q1 2019 for the 
ninth successive quarter, and they expected to reduce it further in Q2. Additionally, lenders were reported to 
have modestly further tightened their lending standards for granting unsecured consumer credit in Q1 2019, 
which was the 10th successive quarter of tightening standards. A further tightening of lending standards was 
anticipated over Q2 2019. Latest Bank of England data show that annual unsecured consumer credit growth 
slowed to 5.6% in May; this was the lowest rate since April 2014 and was down from 5.9% in April 2019, 6.6% 
in December 2018 and a peak of 10.9% in November 2016. 
 

Consumer spending growth is seen as improving modestly to 1.7% in 2020, helped by reduced uncertainty 
following the UK’s exit from the EU with a deal. However, the upside for consumer spending in 2020 may well 
be limited by only stable growth in real household disposable income. Earnings growth is seen remaining 
around 3.2% in 2020 while employment growth is expected to rise by around 0.6%. Consumer price inflation is 
seen slightly higher overall at 2.0%. Real household disposable income is seen growing by 1.6%. Additionally, 
the Bank of England is expected to raise interest rates twice in 2020 by a total of 50 basis points, taking them 
up to 1.25%. 

6. Housing market 

Latest Bank of England data show mortgage approvals for house purchases fell back to 65,409 in May after 
spiking to a three-month high of 66,045 in April from a 15-month low of 62,446 in March. Mortgage 
approvals had earlier stood at 65,803 in February and 66,809 in January. At 65,409 in May, mortgage 
approvals were well in the 63,000-68,000 range that has broadly held since late-2016. Nevertheless, 
mortgage approvals were still 18.9% below their long-term (1993-2019) average of 80,700. 
 
May’s mortgage data tie in with the view that housing market activity got some help from the avoidance of a 
disruptive Brexit at the end of March, but the overall benefit has been limited. Improved consumer purchasing 
power and robust employment growth has also recently been helpful for the housing market but this has 
recently shown some signs of levelling off.  

The housing market has been subdued for some time as it has been constrained by overall challenging 
conditions — relatively limited consumer purchasing power (despite recent improvement) after an extended 
squeeze, and fragile consumer confidence. It should be noted that the overall national picture has been 
dragged down by the particularly poor performance in London and parts of the South East, which has recently 
shown signs of spreading to other parts of the South. 
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Latest data indicate that house prices have come modestly off the lows seen at the start of 2019, although 
they remain generally soft. The ONS/Land Registry reported that house prices rose an unadjusted 0.7% m/m 
in April, which was the first rise for eight months but less than the 1.0% m/m gain seen in April 2018. 
Consequently, the annual rate of increase in house prices fell back to 1.4% in April after climbing to 1.6% in 
March from just 1.2% in February (the lowest rate since January 2013). House prices have come down from 
2.1% in December 2018, 4.5% at the end of 2017 and a peak of 5.1% in October 2017. The annual increase in 
UK house prices was dragged down by prices in London dropping 1.2% y/y in April; this was the 10th 
successive annual decline in London prices although the rate of decline has slowed from a peak of 2.5% in 
both February and March. There was also an annual drop of 0.8% in the South East in April, which was the 
third successive y/y decline and the first time that house prices in the region have been dropping annually 
since October 2011. 

Latest data from the Nationwide show that annual house prices eased back to 0.5% in June after rising 
modestly to a five-month high of 0.9% in April from a 
near six-year low of 0.1% in January. House prices 
edged up 0.1% m/m in June after dipping 0.2% m/m 
in May; they rose a modest 0.3% q/q in Q2 2019 after 
a drop of 0.25 q/q in Q1. Meanwhile, the Halifax has 
recently regularly been an outlier on the house price 
front, consistently reporting markedly higher annual 
house price inflation (as well as much more volatile 
monthly movements in prices). Indeed, the Halifax 
put annual house price inflation at 5.7% in the three 
months to June (the highest since the three months 
to January 2017) and up from 5.2% in the three 
months to May, 2.6% in the three months to March 
and a low of 0.3% in the three months to November 
(which had been the lowest since December 2012). 
This was despite house prices dipping 0.3% m/m in 
June. 

It is possible that the avoidance of a ‘no-deal’ Brexit at the end of March has provided some support to 
housing market activity through easing some of the immediate uncertainty and concerns. 

However, we suspect any boost to the housing market from the avoidance of a disruptive Brexit at the end of 
March will prove limited in both size and length. Largely supporting this view, the May UK Residential Market 
Survey from RICS reported the “results point to a slightly more stable picture coming through over the month. 
Indeed, new buyer enquiries held steady, while the negative trend in agreed sales, new instructions and prices 
diminished to a certain degree”. Specifically, buyer enquiries essentially stabilised after falling over the 

previous 10 months. Agreed sales declined for a 10th month but at the slowest rate since last December.13 

We believe that with Brexit being delayed until 31 October — and it currently being very unclear what will 
happen then — and the domestic UK political situation unsettled, prolonged uncertainty will weigh down on the 
economy and hamper the housing market. Consumers may well be particularly cautious about committing to 
buying a house, especially as house prices are relatively expensive relative to incomes. According to the 
Halifax, the house price to earnings ratio was still as high as 5.70 in May after spiking to 5.73 in February (the 
highest level since November 2017), from 5.40 in January; this is well above the long-term (1983–2019) 
average of 4.28. Also, we suspect the labour market and earnings growth will lose some momentum. 

Consequently, we expect house prices will rise only around 1.5% over 2019. 

There are positives for the housing market — consumers’ purchasing power has clearly picked up overall since 
mid-2018 (real earnings growth improved from 0.1% in the three months to June 2018 to 1.6% in the three 
months to February). Employment has risen strongly recently and reached a record high in the three months 
to April while mortgage interest rates are still at historically low levels. Indeed, the Bank of England could very 
well sit tight on interest rates through 2019. Further out, the Bank will likely only hike rates gradually and to a 

 
 
13 May 2019: UK Residential Market Survey. RICS. 13 June 2019. See rics.org/globalassets/rics-
website/media/knowledge/research/market-surveys/uk-residential-market-survey-may-2019-rics.pdf 
  

https://www.rics.org/globalassets/rics-website/media/knowledge/research/market-surveys/uk-residential-market-survey-may-2019-rics.pdf
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limited extent thereafter. However, it should be borne in mind that the share of outstanding mortgages on 
variable interest rates has fallen to a record low of around 35%, which is half the peak level of 70% in 2001. 

Meanwhile, a shortage of houses on the market will also likely offer some support to prices. The latest RICS 
survey showed new instructions fell for the 11th month running in May, albeit at the slowest rate since 
September 2018. Consequently, average stock levels on estate agents’ books in May remained close to the 
lowest level in the survey’s history. Even if ultimately successful, the Government’s recent — and ongoing — 
initiatives to boost housebuilding will take time to have a significant effect so are unlikely to markedly 
influence house prices in the near term at least. 

However, it is questionable whether the recent improvement in consumer spending power will continue and it 
is notable that real earnings growth dipped to 1.2% in the three months to April from 1.6% in February, 
although earnings growth spiked back up in April itself. A number of recent surveys suggest pay awards could 
be at least levelling off after recent improvement. Additionally, employment growth has been slowing recently, 
and at 32,000 in the three months to April, it was the slowest since the three months to August 2018. 

Indeed, the suspicion has to be that the labour market and earnings growth may well increasingly struggle to 
sustain their recent strength as companies tailor their behaviour to a lacklustre domestic economy, prolonged 
Brexit uncertainties, an unsettled domestic political situation and a challenging global environment. It should 
also be borne in mind that despite its recent overall improvement, consumer purchasing power is still no more 
than reasonable compared to past norms. 

Should the UK leave the EU with a deal at the end of October, we believe reduced uncertainty and modestly 
improved economic activity could see house prices rise by around 2% over 2020. 

If the UK ends up leaving the EU without a deal — be it at the end of October or some other time — we believe 
house prices could quickly drop by around 5% amid heightened uncertainty and weakened economic activity. 

7. Company sector 

Business investment had a pretty torrid 2018 as it fell 0.4% after growth of 1.5% in 2017 with q/q drops 
occurring in each quarter. This was the first time that business investment had fallen for four successive 
quarters since the deep economic downturn of 2008/9. Specifically, business investment fell 0.6% q/q in Q1 
2018, 0.4% q/q in Q2, 0.6% q/q in Q3 and then at a sharper rate of 0.9% q/q in Q4. Consequently, business 
investment was down 2.5% y/y in Q4 2018. 

The steeper decline in business investment in Q4 2018 suggested that already cautious businesses became 
even more reluctant to commit to capital expenditure as doubts mounted as to whether a Brexit transition 
arrangement would come into effect in late March 2019, and companies looked for greater clarity regarding 
the UK’s likely long-term relationship with the EU. 

The weakness in business investment in 2018 occurred despite some supportive conditions which were 
succinctly summarised by the Bank of England in its May 2019 quarterly Inflation Report, which observed: 
“Many of the determinants of business investment have remained supportive. The cost of finance is low 
relative to historical norms, rates of return on capital are robust, the labour market remains tight and survey 
measures suggest that firms are operating with limited spare capacity. All of this should increase firms’ 
incentive to invest. The weakness of business investment despite these supportive factors suggests that 
Brexit-related uncertainties have had an impact. Indeed, evidence from the Decision Maker Panel (DMP) 
survey suggests that impact has increased over the past year. Investment by firms that viewed Brexit as an 
important source of uncertainty fell at the end of 2018, compared to a rise in investment among those firms 
that did not.”14 

A welcome and somewhat unexpected development — given ongoing largely downbeat surveys of corporate 
intentions — saw business investment return to growth in Q1 2019 with expansion of 0.4% q/q. This could 
have been influenced by a growing need by some companies to replace or upgrade plant and equipment 
having delayed their plans over the past year or so. However, business investment was still down 1.5% y/y in 

 
 
14 Inflation Report – May 2019. Bank of England. May 2019. See bankofengland.co.uk/-/media/boe/files/inflation-
report/2019/may/inflation-report-may-2019.pdf?la=en&hash=D4985F6D513BF04EB81A28C53F6DB0CFB8CC09FB 

https://www.bankofengland.co.uk/-/media/boe/files/inflation-report/2019/may/inflation-report-may-2019.pdf?la=en&hash=D4985F6D513BF04EB81A28C53F6DB0CFB8CC09FB
https://www.bankofengland.co.uk/-/media/boe/files/inflation-report/2019/may/inflation-report-may-2019.pdf?la=en&hash=D4985F6D513BF04EB81A28C53F6DB0CFB8CC09FB
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Q1 2019, and 2.2% below its Q4 2017 peak level, and it looks highly questionable that it marked a decisive 
turning point in investment — especially as there are always likely to be fluctuations in a trend. 

Indeed, with the UK’s exit from the EU being delayed until 31 October — and considerable doubt as to what will 
happen then — the domestic political environment unsettled and a challenging global economic environment, 
uncertainty is seen weighing down on economic activity until at least late 2019. Businesses’ willingness to 
invest and to commit to major new projects is expected to be particularly affected. 

If the UK does indeed leave the EU with a deal on 31 October, this should underpin a pick-up in business 
investment. However, it is very possible that business investment may only stabilise in Q4 2019, as companies 
remain cautious in the run-up to the UK’s exit. Furthermore, a number of companies may well be wary about 
stepping up their investment in the immediate aftermath of the UK leaving the EU, even with a deal, as they 
may want to see how the UK economy performs for a while after Brexit before committing themselves, 
especially to costly investments. 

It is also likely that the upside for business investment will be limited by ongoing substantial uncertainties 
about the nature of the UK’s long-term relationship with the EU. It could also be pressurised in the latter 
months of 2020 with the transition arrangement under the UK’s withdrawal agreement from the EU 
scheduled to finish at the end of that year — although the suspicion is that this will need to be extended. 

Nevertheless, there are supportive factors for 
business investment which will hopefully limit the 
downside over the coming months and then underpin 
appreciable improvement in 2020. 

Still relatively cheap and available credit — as well as 
ongoing reasonable rates of return — are supportive 
to investment. Latest ONS data show that the net 
rate of return for non-financial UK companies 
averaged 12.4% over 2018. While down from 12.8% 
in 2017 and 13.0% in 2018, this was still above the 
long-term (1997–2018) average of 12.0%. 
Meanwhile, firms still seem to be operating with 
limited spare capacity, although the Bank of England 
considers that a “small margin” of excess capacity 
has begun to emerge in 2019. 

Meanwhile business investment is likely to be lifted by some firms looking to increasingly invest in automation 
to make up for labour shortages and to try to boost productivity. Furthermore, the recent extended weakness 
of business investment suggests that some companies have delayed replacing plant and equipment or 
investing in new processes, and this will eventually need to be addressed. 

Overall, we expect business investment to contract by 1.9% in 2019, and then to rise by 2.5% in 2020. 

8. Labour market and wages 

The jobs market proved surprisingly strong in 2018 given the economy’s relatively muted performance and 
mounting uncertainties over the outlook centred on Brexit. However, it was only in the second half of 2018 
that there was evidence that the tighter labour market was feeding through to lift earnings growth. 
Employment rose 444,000 (1.4%) over 2018 to end at a record 32.597 million in the three months to 
December, taking the employment rate up to 75.8% (the highest since records began in 1971). Unemployment 
on the Labour Force Survey (LFS) measure came down from 1.463 million in the three months to December 
2017 to 1.363 million in the three months to December 2018, taking the unemployment rate down from 4.4% 
to 4.0%. 
 
The labour market continued to exceed expectations at the start of 2019. Indeed, the data for the three 
months to January were particularly strong with employment up 222,000 (the largest gain since the three 
months to November 2015) to a new record high of 32.714 million. The employment rate also reached a new 
peak of 76.1%. Unemployment fell 35,000 in the three months to January to 1.335 million; this caused the 
unemployment rate to dip to 3.9%, which was the lowest since the three months to January 1975. 
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Even allowing for the fact that employment is a lagging indicator, this was still a remarkably resilient 
performance given the economy’s hardly buoyant performance over 2018 (especially in Q4), the weakened 
global economic situation and the increasing uncertainties as to whether or not the UK would leave the EU 
with a deal in late March. 
 
While still decent overall, the latest data suggest the labour market’s strength may be fraying. Employment 
growth progressively slowed to 32,000 in the three months to April, which was the smallest gain since last 
August. Nevertheless, this took employment to a new peak of 32.746 million and kept the employment rate at 
a record 76.1%. The number of jobless fell 34,000 in the three months to April to 1.302 million; this was 
slightly up from the low of 1.298 million seen in the three months to March but kept the unemployment rate 
stable at 3.8% after it had previously fallen to this level in the three months to March. Meanwhile, the number 
of vacancies fell for a fourth successive time in the three months to May, coming down to 837,000 from 
863,000 in the three months to January. 
 
Certainly, some surveys indicate that a growing 
number of employers are now adopting a ‘wait and 
see’ approach on employment given the economy’s 
marked overall loss of momentum since Q3 2018 
(growth of 0.5% q/q in Q1 2019 was boosted by 
stockpiling and overstated the economy’s underlying 
strength) and extended Brexit uncertainties. The 
delaying of Brexit until 31 October (and considerable 
uncertainty as to what will happen then), a fraught UK 
domestic political environment and a challenging 
global economic situation are likely to fuel businesses’ 
caution over employment. For example, placements of 
temporary workers in June were reported to have 
grown at one of the slowest rates for six years and 
only slightly. Meanwhile, staff vacancies rose in June 
at a rate similar to April’s slowest rate since 
September 2012.  
 
Looking ahead, we expect employment growth to slow over the rest of 2019 after its robust start to the year, 
as companies tailor their behaviour to a relatively lacklustre domestic economy, prolonged Brexit 
uncertainties, a fraught domestic political situation and a challenging global environment. Employment 
growth may also be limited by increased difficulties in finding suitable candidates in some sectors. Specifically, 
we expect employment growth to be 1.0% over 2019 (largely due to the strong gains at the start of the year), 
with the unemployment rate edging back up to 3.9% by the end of the year. 

With the economy expected to improve modestly in 2020 and uncertainties assumed to have reduced with the 
UK having left the EU with a deal at the end of October 2019, we expect employment to rise by 0.6%, with the 
unemployment rate remaining at 3.9%. 

The second half of 2018 saw earnings growth trending up after a relapse in Q2. Specifically, ONS data show 
that annual total average weekly earnings growth climbed to 3.5% in the three months to December, which 
was the best level since mid-2008. It was up from 2.4% in the three months to June 2018. Meanwhile, annual 
regular earnings growth (which strips out sometimes-volatile bonus payments) stood at 3.4% in the three 
months to December, which was also the best level for a decade. It was up from 2.7% in the three months to 
June 2018 and had been as low as 2.1% in the three months to August 2017. Nevertheless, this needs to be 
put into perspective — while earnings growth stood at a decade-high rate at the end of 2018, it was still below 
the 4%–5% pace seen before the financial crisis. 

Earnings growth retained its stronger tone at the start of 2019, but it has recently come off its peak. Total 
annual earnings growth remained at a decade-high rate of 3.5% in the three months to both January and 
February but then dipped to 3.3% in the three months to March and 3.1% in the three months to April. 
However, there have been erratic monthly movements with total annual earnings growth rising back up to 
3.3% in April itself after slowing to a nine-month low of 2.7% in March from 3.4% in February and 3.9% in 
January. Total earnings growth can be markedly influenced by the size and timing of bonus payments, and it is 
notable that the sharp growth slowdown seen in March itself occurred as bonus payments fell. Furthermore, 
monthly earnings growth can be volatile, which is why most attention is focused on the three-month rate. 

Annual regular earnings growth has held up better than total earnings growth so far in 2019. Specifically, 
annual regular earnings growth rose back up to 3.4% in the three months to April, after dipping to 3.3% in the 
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three months to March from 3.4% in the three months to February and a peak of 3.5% in the three months to 
January (which had been a new decade-high rate). Annual regular earnings growth spiked up to 3.8% in April 
itself (although this was lifted by a soft performance in April 2018) after dipping to a six-month low of 3.1% in 
March from 3.2% in February and 3.7% in January. 

Our suspicion is that annual earnings growth peaked in late 2018/early 2019 and is likely to remain modestly 
below this level over the rest of 2019 and very possibly beyond. This reflects our belief that the UK labour 
market will lose momentum and companies will increasingly look to limit pay amid economic, political and 
Brexit uncertainties. 

Furthermore, latest productivity developments are hardly conducive to granting higher pay increases. ONS 
data show output per hour was down 0.2% y/y in Q1 2019 after an overall increase of just 0.5% in 2018. This 
can only fuel concern over the UK’s overall weakened productivity performance since the 2008/9 downturn. 

While surveys indicated that labour market tightness pushed up starting salaries and, seemingly, also salaries 
for people switching jobs in the latter months of 2018, the rate of increase has recently come off its highs. 
The latest survey by XpertHR (which collates data on pay settlements at large employers) said firms it 
surveyed had awarded basic pay rises of 2.5% in the three months to May, which was unchanged from April 
and matched the trend seen over the year so far, despite the recent overall modest pick-up in inflation. 

Consequently, we expect annual earnings growth to average 3.2% over 2019, up from the 2018 outturn of 
3.0% but down modestly from the end of 2018 growth rate of 3.4%. This level would still be clearly below the 
pre-financial crisis norm of 4.5%–5.0% annual growth. Annual earnings growth is forecast to be stable at 3.2% 
over 2020. 

9. Trade and the balance of payments 

Net trade was a modest drag on UK GDP growth in 2018, knocking 0.2 percentage points (ppts) off the rate of 
expansion. This was in contrast to 2017 when net trade added 0.5ppts to GDP growth, one of the biggest 
gains from this source in the last 25 years. Growth in real exports of goods and services slowed sharply from a 
six-year high of 5.6% in 2017 to an eight-year low of just 0.1% in 2018. Meanwhile, growth in real imports of 
goods and services moderated from 3.5% in 2017 to a seven-year low of 0.7% in 2017. 

The factors which assisted with the healthy positive 
trade contribution in 2017 — robust global growth, 
particularly in the eurozone, and sterling’s post-
referendum weakness — became less favourable in 
2018. In particular, eurozone growth slowed 
markedly in the second half of 2018. Meanwhile, 
having weakened noticeably from an average of 82.0 
in 2017 to an average of 77.4 in 2017 (with a low of 
76.6 in Q3 2017), sterling’s trade-weighted index 
firmed modestly to average 78.5 in 2018. To put it 
another way, the ‘sweet spot’ enjoyed by UK 
exporters shrank. 

Net trade made a record negative contribution of 3.0 
ppts to GDP growth in Q1 2019. Imports of goods 
and services surged 10.8% q/q and were up 14.3% y/y 
as they were clearly lifted by stockpiling of foreign products and production inputs amid concerns that there 
could be a disruptive ‘no-deal’ Brexit in late March. Also, significantly, the ONS reported that there were 
“notable” imports of unspecified goods in Q1 and stated “These unspecified goods include non-monetary gold 
(NMG) and account for the large and offsetting impacts to gross capital formation and net trade. These 
movements do not affect headline GDP as they are recorded as equivalent offsetting impacts in the UK 
National Accounts, but this is reflected in the composition of GDP growth.” The ONS further commented that 
there was “a sizeable increase of imports of unspecified goods, which includes NMG. Meanwhile, exports of 
goods and services rose 1.5% q/q in Q1 2019 and were up a3.0% y/y. 

While there is likely to be some correction in Q2 2018 to the sharp negative contribution of net trade that 
occurred in Q1, net trade is expected to make a substantial negative contribution to UK GDP growth in 2019. 
This is expected to be primarily the consequence of slower global growth, notably including weakened 
expansion in the eurozone. Meanwhile, we suspect that sterling will be little changed overall in 2019 
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compared to 2018. Specifically, sterling’s trade-weighted index is seen at 78.8 over 2019, compared to an 
average of 78.5 in 2018. 

We expect net trade to make a clear positive contribution to GDP growth in 2020. Global trade may well see 
some improvement in 2020 and there is expected to be some recovery in growth in the eurozone. However, 
UK exporters may face a stronger pound as we expect it to firm if the UK does leave the EU with a deal at the 
end of October 2019, with the trade-weighted index averaging 84.0 in 2020. 

The UK’s weakened trade performance contributed to a renewed widening in the current account deficit to 
£81.6 billion (3.9% of GDP) in 2018 after it had narrowed to a five-year low of £68.4 billion (3.3% of GDP) in 
2017 from £102.8 billion (5.3% of GDP) in 2016. The total deficit on trade in goods and services widened 
appreciably to £31.0 billion in 2018 from £23.9 billion in 2017. Additionally, there were increases in the 
deficits on primary income to £26.7 billion in 2018 from £23.6 billion in 2017 and on secondary income 
(mainly transfers) to £24.0 billion in 2018 from £20.9 billion in 2017. 

The current account deficit increased sharply further to £30.0 billion (5.6% of GDP) in Q1 2019; this was the 
highest shortfall since late-2016 and was up from £23.7 billion (4.4% of GDP) in Q4 2018 and £17.7 billion 
(3.4% of GDP) in Q1. A doubling of the trade deficit drove the first quarter’s sharp jump in the current account 
deficit; this outweighed a marked drop in the shortfall on the primary income account which was primarily due 
to reduced profits made by investors in the UK on their foreign direct investment.  

Largely due to the sharply increased shortfall in Q1, the current account deficit is expected to widen to a 
three-year high of £94.8 billion (4.3% of GDP) in 2019, primarily due to an increased trade deficit. It is seen 
coming down to £85.3 billion (3.7% of GDP) in 2020 as the trade deficit narrows. An expected modest firming 
of the pound later on in 2019 and in 2020 should boost the UK’s overseas investment income when 
translated into sterling. 
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