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Economic Research

Inflation set to pick up as producers see record rise in input costs

® |nflation rate falls to 0.9% in October, held down by
lower clothing and university tuition fees

B Factory costs show largest rise on record, factory
gate prices jump to greatest extent in 4% years

B Costs set to feed through to rising prices

UK consumer prices rose less than expected in
October, but inflation looks set to creep higher in
coming months as rising costs eventually feed through
to consumers.

Consumer prices rose 0.9% on a year ago in October,
according to the Office for National Statistics, below
expectations of a 1.1% rise and down from 1.0% in
September.

However, the easing in inflation looks likely to be
swiftly reversed in coming months, as prices paid by
factories for their inputs surged 4.6% in October, the
largest monthly rise on record. Producers pushed
these higher costs onto their customers, many of
whom are retailers, with prices charged for goods
leaving the factory gate up 2.1% in October. That was
the largest increase since April 2012.

The upturn in producers’ costs is coming from a
combination of higher global commodity prices and the
weakened exchange rate. These forces are pushing
factory costs higher, notably for imports of oil and
many metals, as well as raising the cost of transport
and energy.

Mid-October saw the price of oil hit a one-year high
and the exchange rate slump to a record low on a
trade-weighted basis.

The marked extent to which companies costs are rising
has also been clearly illustrated by the business
surveys. IHS Markit's PMI surveys found the rate of
increase of companies' costs to have accelerated in
October to the greatest extent in nearly 20 years of
data collection, rising to its highest since March 2011.
In their survey responses, companies put the blame
squarely on the higher cost of imports resulting from
the fall in the exchange rate and higher energy costs.

The October business surveys also signalled the
largest monthly rise in average prices charged by
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companies for their goods and services since May
2011.

Consumer concern

It's therefore likely to be only a matter of time before
price hikes in retailers’ supply chains start feeding
through to the customer, as retailers seek to protect
margins.

The concern is that consumers are driving the
economy at the moment, and higher inflation is starting
to eat into people’s spending power, subduing
consumer spending. Surveys have already started to
indicate that worries about rising inflation are hitting
households’ current finances and fuelling concerns
about future financial well-being.

At the same time, uncertainty about the outlook
appears to be curbing firms’ appetite to hire, meaning
wage bargaining power may fall more on the employer
than the employee. Wage growth may therefore
disappoint in 2017, acting as a further dampener on
consumer spending.

Inflation outlook

The upside to weak wage growth is that the absence of
steep pay rises will in turn help curb consumer price
inflation in 2017, as consumers remain price conscious.

Furthermore, oil has already fallen in price since
October. Oil and other commodity prices are expected
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to rise only gradually on average over the next couple
of years, helping subdue wider inflationary pressures.

While we see inflation breaching the Bank of England’s
2.0% target in early 2017, and rising to 3.0% by the
end of the year, the rate of increase is expected to
peak at 3.5% in 2018.

More hawkish Bank of England

The steep increase in costs means the Bank of
England is likely to retain a hawkish stance. The
central bank has moved away from raising
expectations regarding the possibility of more stimulus
towards a more neutral policy stance. This has been
due to both the recent rise in price pressures and signs
that the economy is showing better than expected
resilience in the face of ‘Brexit’ uncertainties. However,
today’s dip in the headline rate of inflation is perhaps a
reminder that any raising of interest rates is likely to be
only very gradual.
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Click here for more PMI and economic commentary.
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