Appendix D

The Economy and Interest Rates 2016-17

The two major landmark events that had a significant influence on financial markets in
the 2016-17 financial year were the UK EU referendum on 23 June and the election of
President Trump in the USA on 9 November. The first event had an immediate impact in
terms of market expectations of when the first increase in Bank Rate would happen,
pushing it back from quarter 3 2018 to quarter 4 2019. At its 4 August meeting, the
Monetary Policy Committee (MPC) cut Bank Rate from 0.5% to 0.25% and the Bank of
England’s Inflation Report produced forecasts warning of a major shock to economic
activity in the UK, which would cause economic growth to fall almost to zero in the
second half of 2016. The MPC also warned that it would be considering cutting Bank
Rate again towards the end of 2016 in order to support growth. In addition, it restarted
guantitative easing with purchases of £60bn of gilts and £10bn of corporate bonds, and
also introduced the Term Funding Scheme whereby potentially £100bn of cheap
financing was made available to banks.

In the second half of 2016, the UK economy confounded the Bank’s pessimistic
forecasts of August. After a disappointing quarter 1 of only +0.2% GDP growth, the three
subsequent quarters of 2016 came in at +0.6%, +0.5% and +0.7% to produce an annual
growth for 2016 overall, compared to 2015, of no less than 1.8%, which was very nearly
the fastest rate of growth of any of the G7 countries. Needless to say, this meant that the
MPC did not cut Bank Rate again after August but, since then, inflation has risen rapidly
due to the effects of the sharp devaluation of sterling after the referendum. By the end of
March 2017, sterling was 17% down against the dollar but had not fallen as far against
the euro. In February 2017, the latest CPI inflation figure had risen to 2.3%, above the
MPC’s inflation target of 2%. However, the MPC’s view was that it would look through
near term supply side driven inflation, (i.e. not raise Bank Rate), caused by sterling’s
devaluation, despite forecasting that inflation would reach nearly 3% during 2017 and
2018. This outlook, however, is dependent on domestically generated inflation, (i.e.
wage inflation), continuing to remain subdued despite the fact that unemployment is at
historically very low levels and is on a downward trend. Market expectations for the first
increase in Bank Rate moved forward to quarter 3 2018 by the end of March 2017 in
response to increasing concerns around inflation.

USA. Quarterly growth in the US has been very volatile during 2016 but a strong
performance since mid-2016, and strongly rising inflation, prompted the Fed into raising
rates in December 2016 and March 2017. The US is the first major western country to
start on a progressive upswing in rates. Overall growth in 2016 was 1.6%.

EU. The EU is furthest away from an upswing in rates; the European Central Bank
(ECB) has cut rates into negative territory, provided huge tranches of cheap financing
and been doing major quantitative easing purchases of debt during 2016-17 in order to
boost growth from consistently weak levels, and to get inflation up from near zero
towards its target of 2%. These purchases have resulted in depressed bond yields in the
EU, but, towards the end of 2016, yields rose, probably due at least in part to rising
political concerns around the positive prospects for populist parties and impending
general elections in 2017 in the Netherlands, France and Germany. The action taken by
the ECB has resulted in economic growth improving significantly in the eurozone to an
overall figure of 1.7% for 2016, with Germany achieving a rate of 1.9% as the fastest
growing G7 country.
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On the other hand, President Trump’s election and promise of fiscal stimulus, which are
likely to increase growth and inflationary pressures in the US, have resulted in Treasury
yields rising sharply since his election. Gilt yields in the UK have been caught between
these two influences and the result is that the gap in yield between US treasuries and UK
gilts has widened sharply during 2016/17 due to market perceptions that the UK is still
likely to be two years behind the US in starting on an upswing in rates despite a track
record of four years of strong growth.

Japan struggled to stimulate consistent significant growth with GDP averaging only 1.0%
in 2016 with current indications pointing to a similar figure for 2017. It is also struggling to
get inflation up to its target of 2%, only achieving an average of -0.1% in 2016, despite
huge monetary and fiscal stimulus, though this is currently expected to increase to
around 1% in 2017. It is also making little progress on fundamental reform of the
economy.

China and emerging market counties. At the start of 2016, there were considerable fears
that China’s economic growth could be heading towards a hard landing, which could
then destabilise some emerging market countries particularly exposed to a Chinese
economic slowdown and / or to the effects of a major reduction in revenue from low oil
prices. These fears have largely subsided and oil prices have partially recovered so,
overall, world growth prospects have improved during the year.

Equity markets. The result of the referendum, and the consequent devaluation of
sterling, boosted the shares of many FTSE 100 companies which had major earnings
which were not denominated in sterling. The overall trend since then has been steeply
upwards and received further momentum after Donald Trump was elected President as
he had promised a major fiscal stimulus to boost the US economy and growth rate.
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