
APPENDIX 3 

Economic Background (provided by Sector) 

1. Economic performance to date 

After strong UK GDP growth of 0.7%, 0.8% and 0.7% in quarters 2, 3 and 4 respectively in 
2013, and 0.8% in Q1 2014, it appears very likely that strong growth will continue into 
2014 as forward surveys are very encouraging.  There are also positive indications that 
recovery is starting to broaden away from reliance on consumer spending and the housing 
market into construction, manufacturing, business investment and exporting.  This strong 
growth has resulted in unemployment falling much faster through the threshold of 7%, set 
by the Monetary Policy Committee (MPC) last August, before it said it would consider any 
increases in Bank Rate.  The MPC has, therefore, now broadened its forward guidance by 
adopting five qualitative principles and looking at a much wider range of about eighteen 
indicators in order to form a view on how much slack there is in the economy and how 
quickly slack is being used up. Accordingly, markets are expecting a first increase around 
the end of 2014. 
 
Also encouraging has been the sharp fall in inflation (CPI), reaching 1.5% in May, the 
lowest rate since 2009.  Forward indications are that inflation is likely to fall further in 2014 
to possibly 1%.  The return to strong growth has also helped lower forecasts for the 
increase in Government debt by £73bn over the next five years, as announced in the 2013 
Autumn Statement, and by an additional £24bn, as announced in the March 2014 Budget - 
which also forecast a return to a significant budget surplus, (of £5bn), in 2018-19.  
However, monthly public sector deficit figures have disappointed in this quarter. 
 
In June, the Federal Reserve continued with its monthly $10bn reductions in asset 
purchases, which started in December 2014. Asset purchases have now fallen from $85bn 
to $35bn and are expected to stop by Q3 2014, providing strong economic growth 
continues this year.  First quarter GDP figures for the US were depressed by exceptionally 
bad winter weather, but growth rates since then look as if they are recovering well. 
 
The Eurozone is facing an increasing threat from deflation.  In May, the inflation rate fell 
further, to reach 0.5%.  However, this is an average for all EZ countries and includes some 
countries with negative rates of inflation.  Accordingly, the ECB did take some rather 
limited action in June to loosen monetary policy in order to promote growth. 

2. Outlook for the next six months of 2014/15 

Until 2013, the economic recovery in the UK since 2008 had been the worst and slowest 
recovery in recent history.  However, growth rebounded during 2013 and the first quarter 
of 2014 to surpass all expectations, propelled by recovery in consumer spending and the 
housing market.  Forward surveys are currently very positive in indicating that growth 
prospects are also strong for the rest of 2014, not only in the UK economy as a whole, but 
in all three main sectors, services, manufacturing and construction. This is very 
encouraging as there does need to be a significant rebalancing of the economy away from 
consumer spending to construction, manufacturing, business investment and exporting in 
order for this start to recovery to become more firmly established. One drag on the 
economy has been that wage inflation has been significantly below CPI inflation, so 
disposable income and living standards were being eroded, (although income tax cuts had 
ameliorated this to some extent). However, recent falls in inflation have created the 



potential for the narrowing of this gap and it could narrow further during this year, 
especially if there is also a recovery in growth in labour productivity (leading to increases in 
pay rates).  With regard to the US, the main world economy, it faces similar debt problems 
to those of the UK, but thanks to reasonable growth, cuts in government expenditure and 
tax rises, the annual government deficit has been halved from its peak without appearing 
to do too much damage to growth, although labour force participation rates remain lower 
than ideal.    
 
As for the Eurozone, concerns subsided considerably during 2013.  However, sovereign 
debt difficulties have not gone away and major issues could return in respect of any 
countries that do not dynamically address fundamental issues of low growth, international 
uncompetitiveness and the need for overdue reforms of the economy, (as Ireland has 
done).  It is, therefore, possible over the next few years that levels of government debt to 
GDP ratios could continue to rise. This could mean that sovereign debt concerns have not 
disappeared but, rather, have only been postponed. 

 


