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Market Monitor – United Kingdom

Tax Hike Spurs Worries over Recovery Trajectory

UK GDP growth stalls in July amid supply chain bottlenecks and a labour
shortage

UK sees monthly GDP
growth stall amid supply
chain constraints and
labour shortage.

In July, Britain’s economy saw the weakest monthly growth since January. GDP only grew
0.1% from June, amid surging numbers of confirmed Covid-19 cases and lingering supply
chain bottlenecks. At the same time, shortages of labour have been affecting firms’
business operations, especially in the logistics sector. The food industry body has warned
that a lack of large goods vehicle drivers may result in ongoing food shortages in the UK.
High frequency data also showed that the UK’s economic recovery might be losing steam,
with the manufacturing PMI further sliding to 57.1 in September from 60.3 in August in
final reading. Despite services PMI slightly rebounding to 55.4 in September from the sixmonth low (55.0) in August, the rate of expansion was still weaker than that during May
to July.

Although Bank of England (BoE) kept interest rates at the current level and maintained
its asset purchase programme at its September meeting, market expectation of seeing
rate hike in 2022 intensified, as officials of the BoE expected the inflation to slightly stay
above 4% into Q2 2022.

Bond yields surge as
expectation of earlier rate
hike by BoE intensifies.
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UK inflation accelerated again in August, with a yearly growth of 3.2% in the headline
consumer price index (CPI), which is a 9-year high. The faster growth in CPI during the
month mainly reflects a one-off impact from the "Eat Out to Help Out" scheme that
pushed down the prices of restaurant meals last year.

Tax hikes scheduled to be
effective next April may
impact the jobs market.
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Boris Johnson raises taxes to cover health and social care expenses

-25
2019

2020

2021

Source: Bloomberg, data as of 30/9/2021

Prime minister Boris Johnson won a House of Commons vote for his tax hike proposal.
The rate of National Insurance contribution paid by both workers and employers will rise
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by 1.25 percentage points, with the same increase also applying to a tax on shareholder
dividends. The hike is expected to raise GBP 12 billion a year, which will go into the UK’s
social care system, whose costs are projected to double over the next two decades due
to an aging population. It will also be used to tackle a backlog in the state-run National
Health Service created by the Covid-19 pandemic.
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Looking forward, the UK economy is expected to continue to see solid recovery in Q3 and
Q4 2021 as most of lockdown measures have been lifted, with the market expectation
being that GDP growth will average 7.6% for the full year of 2021, while inflation is
estimated to edge higher at over 3% in Q4 and average 2.2% for the whole year. However,
the recent spread of the Delta variant may pose uncertainties for the rebound of the UK
economy. Besides this, the increase in national insurance contributions and the tax on
dividend income from next April may increase costs for companies, especially small
businesses, and thus pose risks to job creation in the long run. In addition, the post-Brexit
relationship with the EU will also have an impact on the UK economy, as British
companies may see more restrictions on operating in EU countries if tensions between
the UK and EU grow.
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Expectation of early rate hike pushes up bond yields
Investors strengthened expectation that the BoE may raise interest rate next year, as the
central bank slightly raise inflation projection at its latest meeting, fuelling a rise in bond
yields. At the same time, UK chancellor Rishi Sunak reportedly plans to set out new fiscal
rules to rein in government borrowing in October’s autumn 2021 budget, causing the
yield for 10-year UK government bonds to surge in September. As of 30th September, the
10-year government bond yield stood at 1.022%, about 31 basis points higher than the
level at the end of August.
Meanwhile, uncertainties about the economic outlook stemming from the spread of the
Delta variant and persistent worries over inflation also resulted in a pullback in the equity
market. As of 30th September, the FTSE 100 Index had declined by 0.5% from the level at
the end of August.
In the foreign exchange market, the pound saw a divergent performance. As the US
Federal Reserve has signalled an imminent tapering off of asset purchases at its
September’s meeting and more officials expect to see earlier rate hike, the US dollar
strengthened. As of 30th September, the pound had depreciated against US dollar by 2.0%
when compared with the level as of August. But the pound only depreciated against euro
by 0.1% over the same horizon.
Looking ahead, the UK’s equity market will continue to be impacted by the policy stance
of the BoE and the UK government, as well as the recovery trajectory of the UK economy.
The trend of government bond yields and the pound will also be impacted by the risk
appetite of investors as well as by economic fundamentals.
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Disclaimer
This document is prepared by The Bank of East Asia, Limited (“BEA”) for customer reference only. Other than disclosures
relating to BEA, the content is based on information available to the public and reasonably believed to be reliable, but has
not been independently verified. Any projections and opinions contained herein are as of the date hereof, are expressed
solely as general market commentary, and do not constitute an offer of securities, nor a solicitation, suggestion, investment
advice, or guaranteed return. The information, forecasts, and opinions contained herein are as of the date hereof and are
subject to change without prior notification, and should not be regarded as any investment product or market
recommendations. This document has not been reviewed by the Securities and Futures Commission of Hong Kong, Hong
Kong Monetary Authority, or any regulatory authority in Hong Kong.
BEA will update the published research as needed and as required by the law. In addition to certain reports published on a
periodic basis, other reports may be published at irregular intervals as appropriate without prior notice.
No representation or warranty, express or implied, is given by or on behalf of BEA, as to the accuracy or completeness of the
information and stated returns contained in this document, and no liability is accepted for any loss arising, directly or
indirectly, from any use of such information (whether due to infringements or contracts or other aspects). Investment
involves risks. The price of investment products may go up or down. Past performance is not indicative of future
performance. The investments mentioned in this document may not be suitable for all investors, and the specific investment
objectives or experience, financial situation, or other needs of each recipient are not considered. Therefore, you should not
make any investment decisions based solely on this document. You should make investment decisions based on your own
investment objectives, investment experience, financial situation, and specific needs; if necessary, you should seek
independent professional advice before making any investment.
The views and opinions in this document do not constitute the official views of BEA.
This document is the property of BEA and is protected by relevant intellectual property laws. Without the prior written
consent of BEA, the information herein is not allowed to be copied, transferred, sold, distributed, published, broadcast,
circulated, modified, or developed commercially, in either electronic or printed forms, nor through any media platforms that
exist now or are developed later.
For more information, please visit our webpage at https://www.hkbea.com/html/en/bea-about-bea-economicresearch.html. For any enquiries, please contact the Economic Research Department (email: lerd@hkbea.com, tel: (852)
3609-1504, post: GPO Box 31, Hong Kong).
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