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Hammond cancels autumn, but winter is here to stay
Despite widespread calls for fiscal stimulus, the Chancellor confirmed the government will
continue with austerity, albeit a little less aggressively.
Old policy, new rules
The last-ever Autumn Statement doesn’t
fundamentally change our assessment of
the outlook for the UK economy over the
next five years and beyond. The new
Chancellor remains committed to
shrinking the budget, but has cast out
the restrictive fiscal rules of his
predecessor and adopted a more flexible
approach that permits some budgetary
accommodation should the UK or global
economy stumble.
Reneging on George Osborne’s rules
shouldn’t worry investors. We have had
12 fiscal rules since 1997, of which 10
have been broken or abandoned.
Markets rarely bat an eyelid. Under the
new rules, the structural deficit (the
difference between government receipts
and expenditure adjusted so that it is
unaffected by whether the economy is
growing or shrinking) will be below 2%
of GDP in 2020-21; public sector net
debt will fall as a percentage of GDP, but
only by 2020-21 rather than in every
year from now; and a subset of welfare
spending will be below a yet-to-beannounced level by 2021-22. Wriggle
room is provided by a revision clause
that can be invoked if the economy is
judged to be suffering a negative shock.
As we will discuss, Philip Hammond
announced a very small fiscal stimulus,
equivalent to just 0.2% of the economic
output expected between the start of
2017 and the end of the current
parliament. This is not fiscal loosening,
rather a little less tightening than was
previously scheduled. The aim is still to

put the public finances on track for a
balanced budget shortly after the current
parliament ends. According to the Office
for Budget Responsibility’s (OBR)
forecast, the amount of ‘fiscal drag’ on
the economy in the 2017-18 tax year is
set to be the same as set out in March
and there will actually be more fiscal
drag than anticipated in 2018-19, before
some relief in the final year as a number
of the stimulus measures are backloaded. Given that deficit reduction has
consistently faltered since 2010 as
growth has disappointed, we’ll believe
the easing in 2019-20 when we see it.
All told, the OBR forecasts that the
government will borrow an extra £93bn
over the course of the current
parliament than it forecast in March,
before the Budget. Only £16bn of this is
due to net new spending announced this
week; the majority is due to changes in
the forecasts for economic growth (and
therefore government receipts) after the
vote to leave the European Union.
Why didn’t the Chancellor give us
more?
If the Treasury accepts that the economy
is likely to be weaker, why didn’t the
Chancellor increase spending further to
spur it through the soft patch? After all,
there have been plangent calls for fiscal
stimulus from across the political
spectrum as well as from economists,
business leaders and charities.
Indeed, the UK has more room for
manoeuvre than most countries. It has
the second-lowest debt-to-GDP ratio in

the G7, one of the longest debt maturity
profiles and a lower budget deficit than
the US and Japan. Sovereign bond
investors have a lot more to worry about
than a loosening of the UK’s purse
strings, particularly if the spending is
timely, targeted and temporary.
To answer this, we must cast our minds
back to the 2015 general election. After
analysing the exit polls and surveys, the
consensus among political analysts was
that the Conservatives won because the
electorate judged them to be the party
best equipped to manage the economy
with prudence. In short, they won
because they preached fiscal tightening.
Since then, the outlook for the UK
economy has become more uncertain
and, as the Chancellor took time to point
out, productivity growth, which drives
growth and living standards over the
long run, has languished. Mr Hammond
used the word ‘headroom’ a number of
times, so it is perhaps unsurprising that
a government with this mandate
declined to ease back meaningfully on
austerity. Its fear being that, if Brexit
were to detract more significantly from
growth than anticipated, it would end its
term with a larger deficit than it started
with.
New, more uncertain forecasts
Public borrowing has not fallen to the
extent forecast in the March Budget.
Public Sector Net Borrowing (excluding
government-owned banks) declined 10%
between April and October relative to
the same period last year, yet the Budget
was based on a 25% fall in this fiscal
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year. This now seems well out of reach:
the OBR now projects that borrowing for
2016-17 as a whole will be £12bn higher
than forecast in March. This could quite
easily be higher still. While we still do
not expect the vote to leave the EU to
precipitate recession, our five preferred
survey-based leading economic
indicators of business, investment and
consumer activity all point towards a
significant slowdown – possibly to the
point of stagnation – in the first quarter
of 2017.
Of course, Brexit makes forecasting the
public borrowing requirement more
difficult than usual. Once the UK stops
making and receiving contributions to
and from the EU budget, the public
wallet will be better off to the tune of
0.4% of GDP a year. However, the
government may want to replace many
of the EU subsidies with its own
measures – a British Agricultural Policy,
for example. Such policy outcomes are
unknown even to the government itself.
Furthermore, the leave vote could lower
government receipts (for example, if
uncertainty delays or derails private
investment or sterling weakness causes
the price of non-substitutable imported
goods to rise, lowering consumer
spending on domestic goods and
services). The majority of independent
forecasters, including ourselves, suggest
this will be the case: the average forecast
for growth in 2019 collected by the
Treasury has fallen to 1.6% from 2.1% in
May (although the OBR has continued to
use 2.1%, which arguably increases the
risk of missing the targets). The
dispersion of estimates has also
increased, necessitating further
prudence from a Chancellor intent on
shrinking the deficit. According to the
Institute for Fiscal Studies, if the
economy was just 1% smaller than
forecast by 2020, borrowing would be at
least £13bn higher.

developed economies. According to
figures released by the Office for
National Statistics earlier this year,
output per hour in 2014 was 18% below
the average for the rest of the G7
economies – the widest ‘productivity
gap’ since comparable estimates began
in 1991. The UK is 30% less productive
than the US, meaning that the average
American worker can achieve in three
hours what it takes a UK worker to
achieve in four. This is clearly
concerning: in the long-run
deteriorating relative productivity
lowers the exchange rate and will result
in lower real wage growth relative to our
peers, which could cause our most
talented workers to emigrate to
countries with better prospects.
The £23bn National Productivity
Investment Fund is certainly a step in
the right direction, albeit rather small at
just 0.3% of GDP. Remember that Mr
Osborne cut public investment to the
lowest level since the 1990s. Earlier this
year the International Monetary Fund
urged all countries to adopt policies that
would increase spending on research
and development by 40% in order to
raise productivity and improve welfare.
Presumably it would encourage those
countries that have fallen behind in
productivity to do even more? The
additional funding announced for this
parliament increases total R&D by just
2.3%. Tax breaks on R&D would be
better, and, as we wrote in our Brexit
analysis, could help to capture the
significant foreign direct investment
multinational firms are planning in the
area, offsetting some of the costs of
withdrawing from the single market.

Addressing the ‘productivity gap’
The Chancellor set out a public
infrastructure programme designed to
arrest the deterioration of UK
productivity relative to that of other

Other measures with equity
market implications
In response to one of the most emotive
issues among millennial voters, the
Chancellor committed to providing an
additional £1.4bn to deliver 40,000
affordable homes on top of the 200,000
already scheduled. However, this is little
more than a sop, amounting to just
£35,000 a home (presumably the
private sector will be called upon for the
rest?). This still falls well short of an
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increase in supply that is likely to
dampen house prices. That said, skyhigh house price-to-rent and price-toincome ratios make it unlikely that
prices will continue to grow at anything
like the pace of the last decade.
The government infrastructure initiative
is targeted regionally across the UK and
the £23bn is designed to be spent over
the next five years, providing
employment as well as new road and rail
links to boost economic growth after
Brexit. In the near term, the
beneficiaries will be contractors and
building materials companies.
Over the last few years, in an effort to
diversify their business models in the
fast-changing internet age, the leading
estate agents have moved more into
short-term lettings. Signing-on fees have
been described by many as indefensible
in the current environment, so it is no
surprise the government has sought to
ban them. The impact on profits will be
small as most of the letting revenues
come from the fee the landlord pays to
manage the property, so Wednesday’s
share price reaction seems excessive.
The above-inflation increase to the
national living wage to £7.50, which
applies to workers over the age of 25, is
actually slow progress towards Mr
Osborne’s target of £9 by 2020 and
shouldn’t come as a surprise.
Nevertheless, some low-wage employers
– in the pubs and restaurant sector, for
example – are already blaming profit
shortfalls on wage inflation. Indeed, our
wage model continues to suggest that
there is plenty of upward pressure on
wages in the pipeline as the economy
reaches full employment and surveys
report skill shortages and fewer people
looking for additional hours. Focusing
on companies with pricing power – the
ability to pass on increases in costs – is
essential in this environment.
Bond yields and the baton of
monetary and fiscal stimulus
Globally, many investment strategists
expect loose monetary policy to hand
over to looser fiscal policy next year, and
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forecast that bond yields will continue to
rise accordingly. We believe that
political constraints are more binding
than many believe and the Autumn
Statement only adds to this thesis.
While many are excited about Presidentelect Donald Trump’s promised fiscal
splurge, we believe that the fiscal hawks
in his own party will delay and
ultimately water down his proposals
considerably. Meanwhile, the European
Commission last week released an
overlooked paper, Towards a positive
fiscal stance for the Euro area.
Although this sounds positive, it made it
clear that only countries abiding by the
Stability and Growth Pact (i.e. with
budget deficits no greater than 3% and
debt less than 60% of GDP or
“diminishing at an adequate rate”)
should undertake any fiscal easing. This
leaves only Germany, whose council of
economic advisors judged earlier this
month that such action could cause
inflation to overheat.
We believe that bond yields will be
driven by commodity prices, currency
and the need for more quantitative
easing in Europe – which will be
dictated by next year’s politics. All of
these are notoriously hard to predict,
and we encourage investors not to get
carried away with trades predicated on
bond yields continuing to rise and yield
curves continuing to steepen. Many
stocks and sectors have already moved
sharply relative to the rest of the market.
As the Chancellor underscored,
uncertainty still prevails, and quality,
cash-compounding companies with
strong returns on equity are likely to
continue to offer the best risk-adjusted
returns.
By Edward Smith, Asset Allocation
Strategist, and Julian Chillingworth,
Chief Investment Officer.
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Important information
This document and the information within it does
not constitute investment research or a research
recommendation. Forecasts of future performance
are not a reliable indicator of future performance.
The above information should not be classed as
research, a prediction or projection of market
conditions or returns, or of guidance to investors on
structuring their investments.
The opinions expressed and models provided
within this document and the statements made are,
due to the dynamic nature of the items discussed,
valid only at the point of being published and are
subject to change without notice, and their accuracy
and completeness cannot be guaranteed.
Figures shown above may be subject to
rounding for illustrative purposes, and such
rounding could have a material effect on asset
weightings in the event that the proportions above
were replicated by a potential investor.
Nothing in this document should be construed
as a recommendation to purchase any product or
service from any provider, shares or funds in any
particular asset class or weighting, and you should
always take appropriate independent advice from a
professional, who has made an evaluation, at the
point of investing.
The value of investments and the income
generated by them can go down as well as up, as can
the relative value and yields of different asset
classes. Emerging or less mature markets or regimes
may be volatile and subject to significant political
and economic change. Hedge funds and other
investment classes may not be subject to regulation
or the protections afforded by the Financial Conduct
Authority (FCA) or the Prudential Regulation
Authority (PRA) regulatory regimes.
Changes to the basis of taxation or currency
exchange rates, and the effects they may have on
investments are not taken into account.
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Rathbones will not, by virtue of distribution of
this document, be responsible to any person for
providing the protections afforded to clients for
advising on any investment, strategy or scheme of
investments. Neither Rathbones nor any associated
company, director, representative or employee
accepts any liability whatsoever for errors of fact,
errors or differences of opinion or for forecasts or
estimates or for any direct or consequential loss
arising from the use of or reliance on information
contained in this document, provided that nothing
in this document shall exclude or restrict any duty or
liability which Rathbones may have to its clients
under the rules of FCA or the PRA.
We are covered by the Financial Services
Compensation Scheme (FSCS). The FSCS can pay
compensation to investors if a bank is unable to
meet its financial obligations. For further
information (including the amounts covered and the
eligibility to claim) please refer to the FSC website
www.fscs.org.uk or call 020 7892 7300 or 0800 678
1100.
Rathbone Investment Management
International is the Registered Business Name of
Rathbone Investment Management International
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