THE UK ECONOMY HIT THE WALL LAST QUARTER,
WHILE INFLATION STARTED RISING AGAIN. IN THE
US, EXPECTATIONS OF INTEREST RATE CUTS HAVE
COOLED SINCE DONALD TRUMP WAS ELECTED
PRESIDENT.

The British economy ran out of steam in the third quarter.

GDP growth was just 0.1%, down from O.5% in the
summer, according to the first estimate from the Office
for National Statistics.

Services, which make up the lion’s share of the economy,
were the big drag. These businesses, which include
labour-intensive industries like cafes, the law and
finance, delivered just O.1% morein the quarter. Three
months earlier, they had increased output by O.6%.
Most of the slowdown was in business-facing areas,

such as IT suppliersand administrative support. In
contrast, those selling services to households - such as
retailers, wholesalers and garages - held up much better.
Worryingly (as it makes up 12% of the economy), finance
and insurance output shrunk for the second quarterin
arow. Another detractor was manufacturing, which

fell 0.2%. Meanwhile, construction rebounded O.8%
after three quarters of falls. In terms of GDP per head, it
slipped O.1% over the quarter. That means the population
grew faster than the overall economy.

Interestingly, given lingering concerns about the cost-of-
living crisis, households were a bright spot in the growth
numbers. Spending accelerated from O.2% growth in Q2
t0 O.5%in Q3. The average wage in Q3 was 4.3% higher
than ayear earlier. That’s down from previous quarters,
but still offers areal increase in pay after inflation.
Unemployment rose from 4.0% to 4.3%, although given
the ongoingissues with the survey, it’s worth taking the
reading with a pinch of salt.

UK inflation for Octoberis due on Wednesday. It’s
expectedtorise from1.7% to 2.2% as the energy
regulator hiked the cap on household bills by 9.5% in
October. The core rate - which strips out volatile food
and energy prices - is forecast to remain the same as
the previous month at 3.2%. The Bank of England will
be keeping an eye on how services inflation is faring. In
September it dropped below 5% for the first time since
May 2022. A continued downward trajectory will help
encourage central bankers that they can keep cutting
rates without issue. A reversal would give them pause.
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CONTINUED DOWNWARD TRAJECTORY
IN SERVICES INFLATION HELPS THE
BANK OF ENGLAND
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Investors less sure on US rate cuts

US inflation also accelerated in October, rising from 2.4%
to0 2.6%. Like in the UK, this was expected. The cost of
shelter accounted for more than half the increase and was
4.9% higher than a year earlier. Core monthly inflation
was 0.28% higher than a month earlier, in line with market
expectations. Yet the figure has averaged an annualised
3.6% over the past three months. That shows inflation

is still sticky and that it’s still too early for the US Federal
Reserve (Fed) to claim total victory.

US Producer Price Inflation, which captures changesin
the wholesale price of goods and services sold to retailers,
reacceleratedin October from1.9% to 2.4%. The
overwhelming driver was a large increase in the cost of
services, especially transportation and warehousing.

Investors’ expectations of a 25 basis points (bps) Fed rate
cutin December have shrunk significantly in the past
month. There’s now a 60% chance of the benchmark
overnight US interest rate (the Fed Funds rate) falling
tothe 4.25-4.50% band, compared with 80% in mid-
October. As for the probability of rate cuts next year, fully
two fewer 25-bps moves are expected compared with
amonth ago. The Fed Funds rate is now forecast to end
2025 at 4.0% instead of 3.5%.

This uncertainty about inflation, in part due to the
potential policies of asecond Donald Trump presidency,
isa good part of the reason why government bond yields
have popped higher this month. Another partis the
expectation of increased government deficits. Trump
has enlisted serial entrepreneur Elon Musk and former
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Republican presidential hopeful Vivek Ramaswamy to
launch a governmental efficiency office aimed at slashing
spending. That would help offset big drops in tax revenue
that would result from Trump’s plans to make big cuts

to corporate and household taxes. It would also help
turn around the big government spending deficit that
has caught bond investors’ attention in recent months
(and the USisn’t the only culprit, as you can see from the
chart).

GOVERNMENTS WILL CONTINUE SPENDING
MORE THEIR TAX RECEIPTS FOR YEARS TO COME
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This workis harder than it sounds, given the huge vested
interestsin any sort of government spending. And that’s
not just secretive corporate interests, but households
too!In 2023, 76% of the $5.75 trillion of spending
(after the interest costs of government debt) were
transfer payments from one set of taxpayers to another
(mainly social security), including tax credits and aid
programmes to the states. Soit’simpossible for Musk to

trim anything like $2trn dollars without Congress slashing
these programmes, which was not something Trump
campaigned on. Musk has quipped that half of federal
employees should be fired: 70% of the 2.3 million people
working for the federal government are employed by the
military, security agencies or veterans’ care providers.

It’s not exactly clear Republicans want to see that cut.
Ramaswamy told Fox News that he wanted to “delete” the
Department of Education. US schools are run by states
and local authorities, so it’s not as drastic as shutting
down all state schools. In effect, it would simply reduce
funding to the tune of 15% of total education spending,
which is a very small part of federal outlays. That would
disproportionately hit the poorest, however, given federal
funding tends to be redistributive.

It’'s not impossible to change course though. Indeed,
sometimesit’samazing to see how much different the
future can be! Deutsche Bank research analysts have
noted thatin early 2000 the US Congressional Budget
Office had expected all US government debt to be paid
back by 2013 at the latest, given the trajectory and
fundamentals of the time. It expected the US to have zero
debt by 2025. Americastarts the new quarter-century

in 2025 with $28trn more debt than expected and a debt
total that’s roughly as big as the country’s GDP.

If you have any questions or comments, or if there’s
anything you would like to see covered here, please get in
touch by emailing review®@rathbones.com. We’d love to
hear from you.
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