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The Bank of England adapts its 
forward guidance 
Excess capacity limits inflationary pressures   

 Solid 4Q13 growth continued, sustained by domestic demand  
Preliminary estimates from national accounts showed that GDP grew by 0.7% QoQ in 

4Q13 (similar to the 0.8% QoQ from the two previous quarters), bringing the annual 

average growth in 2013 to 1.9%. Although growth in the fourth quarter has not yet 

been broken down by demand components, the most recent figures (improvement in 

confidence and in the jobs market, increased retail sales and sustained growth in 

industrial production) are in line with our estimates that suggest that (stronger than 

expected) growth continued to be underpinned by domestic demand (2pp in 2013), 

with private consumption and investment growing at relatively stable rates at the end 

of the year. The burden of net exports has slowed  (-0.1pp in 2013) as a result of 

weaker import growth, while exports continued to reflect the negative impact of the 

stronger pound (over 6% since 2Q13) which cancelled out the benefits of improved 

global demand, and particularly recovery in the eurozone (45% of total exports). Even 

so, GDP is still slightly more than 2% below its levels before the crisis.  

 The unemployment rate remained at slightly over 7% in December, 
but it will probably drop to this threshold in 2Q14 
The unemployment rate as defined by the ILO crept back up 0.1pp to 7.2% in the 

three months to December (consensus: 7.1%), after the speedy reduction since 

the middle of 2013 (over 0.5pp from 7.8%) and in line with our expectations in 

our previous report as to a more gradual reduction in the next few months. 

Growth in employment was robust for the second consecutive quarter (0.6% QoQ 

in 4Q13), thus indicating a meagre degree of progress in productivity (around 

0.1% QoQ), although wage rises were limited (around 0.3% QoQ) and continue to 

be reflected in a controlled increase in labour costs. In genera l, these figures back 

up the BoE’s vision, laid out in its Inflation Report and in its minutes for February, 

about the high degree of excess capacity that still exists in the jobs market and 

the absence of inflationary pressures on the cost side. 

 Inflation slowed to 1.9% YoY in January, giving more room to 
maintain an accommodative monetary policy  
After four years above target, inflation slowed again in January, by 0.1pp to 1.9% 

YoY, somewhat more than expected (2%) and with all the components showing 

signs of slowdown. The strength of sterling, together with the lower price of raw 

materials as well as the lack of wage inflation, suggest that inflation will continue to 

fluctuate slightly under the BoE’s target (1.9% YoY) within our forecast horizon.  

 

http://www.bbvaresearch.com/KETD/ketd/esp/index.jsp
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 Solid growth in our forecast horizon, which will continue to be backed 
by domestic demand and, particularly, in an uptick in investment  
Stronger growth than expected at the end of 2013, together with improvement in 

domestic factors (more employment, less inflation, major improvement in confidence 

and easier financing conditions, and with no significant changes in economic policy 

measures) have all led us to revise upwards our GDP growth forecast for 2014 by 

0.3pp to 2.6%. For 2015, we expect growth to slacken off slightly to 2.4%. These 

forecasts, although more moderate than those announced by the BoE in its February 

Inflation Report (3.4% for 2014 and 2.7% for 2015), anticipate robust quarterly growth 

(around 0.6% QoQ on average in the forecast horizon), slightly above our potential 

growth estimation.  

The upswing in investment will be the main driver of the economy (6.7% in 2014 and 

5.8% in 2015) for dealing both with the acceleration in domestic expenditure and with 

increased foreign demand. What is more, these improved expectations will be 

strengthened by the expectations of low interest rates in the forecast horizon and by 

extension of the Funding for Lending Scheme to help companies get credit, which 

ought to make it easier to act on investment decisions. On the other hand, job-creation, 

together with wage increases and the slowdown in the inflation rate will all go towards 

increasing households’ disposable income, while the reduction in the precautionary 

savings rate may continue in the future. All this will be reflected in an increase in private 

consumption of somewhat more than 2% in 2014 and 2015. As regards public 

consumption, the significant slowdown (0.4% from 1.6%) will continue this year and 

next as part of the current budget adjustments. 

Finally net exports will continue to make positive contributions to GDP growth (0.3pp in 

2014 and 0,2pp in 2015), but to a moderate degree, since the increase in exports 

(limited by the strength of sterling and a greater increase in domestic prices compared 

to the eurozone) will not be much more than the rise in purchases abroad to satisfy 

domestic demand. 

 Better economic performance leads the BoE to increase the 
transparency of its reaction function 
Although the same forward guidance strategy that was announced last August is still 

in place (keeping the interest rate at 0.50% and asset purchase stock at GBP375bn in 

February), both more robust economic growth and, above all, a better performance 

of the jobs market than the BoE had anticipated then, has led it to outline how it will 

adapt this strategy once the threshold of a 7% unemployment rate is reached, which 

will probably happen during 2Q14.  

The BoE pointed out the uncertainty associated with measuring and evaluating the 

excess capacity existing in the economy, particularly after the “disappointing” 

productivity figures in the last few months. The committee continues to estimate 

this excess capacity as high (1%-1.5% of GDP), especially in the jobs market 

(equilibrium unemployment rate of 6%-6.5%) and wants to maintain a monetary 

policy focused on closing the output gap in the next two to three years, particularly 

in view of the fact that inflationary pressures are very limited (both on the cost side 

and on the imported prices side) with inflation outlook slightly under its target 

throughout the forecast horizon.  
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As a result, the interest-rate decision will be influenced by how the economy is doing, 

such that the BoE will closely track a wider set of 18 indexes that include, as well as 

unemployment, labour market participation, hours worked, part-time employees who 

could not find full-time work, capacity utilisation, productivity and wage surveys, 

making its reaction function more explicit. As such, the second phase of forward 

guidance is rather a return to the normal strategy before the crisis, with the interest 

rate responding to how the output gap moved and to deviations from target inflation.  

The BoE continues to estimate that productivity will increase over the next few 

quarters, thanks to a better allocation both of capital and of employment in more 

productive activities. This change will be an important factor in monetary policy, since 

the more productivity increases, the more room for non-inflationary growth and 

therefore the slower the normalisation cycle. However, the BoE also highlights that 

slower productivity gains would have a limited impact on inflation given that labour 

costs are being contained and as such, in any event, the BoE stresses that this 

normalisation process will be very slow and gradual in order to guarantee sustained, 

robust growth (in investment, above all). Finally, the bank also announced that the 

asset purchase stock will be maintained (as will reinvestment of maturities) at least 

until the first rise in interest rates. 

 We forecast interest rates at 0.50% throughout 2014, with the first rise 
in 2Q15 
In line with better economic performance over the last three years, we have brought 

forward by a quarter to 2Q15 our forecast for the beginning of benchmark interest 

rate hikes vs. our scenario three months ago. Everything indicates that at present, the 

central bank is expecting the exit strategy to be very slow.  
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United Kingdom 

 

 

Economic activity: solid growth of GDP and job creation continues,  but the reduction in the 
unemployment rate may slow  
GDP growth stood strong and stable at the end of 2013, although internal demand could come into difficulties in the next few quarters. Indexes 
available for 1Q14 are very limited, but point to a certain moderation in growth. 

GDP (% QoQ) & contribution by components (pp) PMI confidence by sectors 

 

 

 

Industrial production & retail sales (quarterly mobile 

average %)  Unemployment rate (%, ILO) 

 

 

 

Inflation: pressure on prices continues to be contained  
Inflation again slowed in January to come in at 1.9% YoY. The strength of sterling, together with lower prices of raw materials, as well as the lack 
of wage inflation suggests that inflation will continue fluctuating slightly below the BoE’s target in the forecast horizon.  

Inflation rate, headline & core (%, YoY) Consumer Price inflation. Quarterly average (% YoY) 

 

 

 

* Source: ONS, Markit & BBVA Research 
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Table 1  

United Kingdom: GDP and inflation growth forecasts  

Rate YoY 2008 2009 2010 2011 2012 2013 2014 2015 

Private consumption -1,0 -3,6 1,0 -0,4 1,5 2,3 2,2 2,1 

Public consumption 2,2 0,6 0,5 0,0 1,6 0,4 0,5 -0,2 

Gross Fixed Capital Formation -6,9 -16,7 2,8 -2,4 0,7 -2,0 6,7 5,8 

Inventories (*) -0,2 -1,5 1,2 0,4 -0,5 0,7 0,0 0,0 

Domestic Demand (*) -1,6 -6,1 2,1 -0,1 0,9 2,0 2,4 2,2 

Exports 1,1 -8,7 6,7 4,5 1,1 0,5 2,7 4,2 

Imports -1,7 -10,7 7,9 0,3 3,1 0,9 1,8 3,4 

Net exports (*) 0,9 0,9 -0,5 1,2 -0,7 -0,1 0,3 0,2 

GDP -0,8 -5,2 1,7 1,1 0,3 1,9 2,6 2,4 

Inflation 3,6 2,2 3,3 4,5 2,8 2,6 1,9 2,0 

(*) Contributions to growth  
Source: BBVA Research 
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DISCLAIMER 

This document has been prepared by BBVA Research Department, it is provided for information purposes only and expresses data, opinions or 
estimations regarding the date of issue of the report, prepared by BBVA or obtained from or based on sources we consider to be reliable, and 
have not been independently verified by BBVA. Therefore, BBVA offers no warranty, either express or implicit, regarding its accuracy, integrity or 
correctness. 

Estimations this document may contain have been undertaken according to generally accepted methodologies and should be considered as 
forecasts or projections. Results obtained in the past, either positive or negative, are no guarantee of future performance. 

This document and its contents are subject to changes without prior notice depending on variables such as the economic context or market 
fluctuations. BBVA is not responsible for updating these contents or for giving notice of such changes. 

BBVA accepts no liability for any loss, direct or indirect, that may result from the use of this document or its contents. 

This document and its contents do not constitute an offer, invitation or solicitation to purchase, divest or enter into any interest in financial assets 
or instruments. Neither shall this document nor its contents form the basis of any contract, commitment or decision of any kind.  

In regard to investment in financial assets related to economic variables this document may cover, readers should be aware that under no 
circumstances should they base their investment decisions in the information contained in this document. Those persons or entities offering 
investment products to these potential investors are legally required to provide the information needed for them to take an appropriate investment 
decision. 

The content of this document is protected by intellectual property laws. It is forbidden its reproduction, transformation, distribution, public 
communication, making available, extraction, reuse, forwarding or use of any nature by any means or process, except in cases where it is legally 
permitted or expressly authorized by BBVA. 

 


