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Appendix 3
Link Commentary
Economic Background

UK

After weak economic growth of only 0.1% in quarter one, growth picked up to 0.4%
in quarter 2 and to 0.6% in quarter 3. However, uncertainties over Brexit look likely
to cause growth to have weakened again in quarter four. After the Monetary Policy
Committee raised Bank Rate from 0.5% to 0.75% in August, it is little surprise that
they have abstained from any further increases since then. We are unlikely to see
any further action from the MPC until the uncertainties over Brexit clear. In the event
of a disorderly exit, the MPC have said that rates could go up or down, though it is
probably much more likely to be down so as to support growth. Nevertheless, the
MPC does have concerns over the trend in wage inflation which peaked at a new
post financial crisis high of 3.3%, (excluding bonuses), in the three months to
October. The main issue causing this is a lack of suitably skilled people due to the
continuing increase in total employment and unemployment being near to 43 year
lows. Correspondingly, the total level of vacancies has risen to new highs.

As for CPI inflation itself, this has been on a falling trend, reaching 2.3% in

November. However, in the November Bank of England Inflation Report, the latest
forecast for inflation over the two year time horizon was raised to being marginally
above the MPC'’s target of 2%, indicating a slight build up in inflationary pressures.

The rise in wage inflation and fall in CPI inflation is good news for consumers as their
spending power is improving in this scenario as the difference between to two figures
in now around 1%, i.e. a real terms increase. Given the UK economy is very much
services sector driven, an increase in household spending power is likely to feed
through into providing some support to the overall rate of economic growth in the
coming months.

In the political arena, there is a risk that the current Conservative minority
government may be unable to muster a majority in the Commons over Brexit.
However, our central position is that Prime Minister May’s government will endure,
despite various setbacks, along the route to Brexit in March 2019. If, however, the
UK faces a general election in 2019, this could result in a potential loosening of
monetary policy and therefore medium to longer dated gilt yields could rise on the
expectation of a weak pound and concerns around inflation picking up.

EU

Growth fell in quarter 3 to 0.2% from 0.4% in quarter 2 but this is likely to be a one
off blip caused primarily by a one off fall in car production. The ECB forecast growth
in 2018 to be 1.9% falling to 1.7% in 2020. The ECB ended its programme of
guantitative easing purchases of debt in December, which now means that the
central banks in the US, UK and EU have all now ended the phase of post financial
crisis expansion of liquidity supporting world financial markets.
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USA

President Trump’s massive easing of fiscal policy in 2018 fuelled a (temporary) boost
in consumption in 2018 which generated an upturn in the strong rate of growth; this
rose from 2.2%, (annualised rate), in quarter 1 to 4.2% in quarter 2 and 3.5% in
qguarter 3. The strong growth in employment numbers has fed through to an upturn
in wage inflation which hit 3.1% in November, However, CPI inflation overall fell to
2.2% in November and looks to be on a falling trend to drop below the Fed’s target of
2% during 2019. The Fed increased rates another 0.25% in December to between
2.25% and 2.50%, this being the fifth increase in 2018 and the ninth in this cycle.
However, they did also reduce their forecast for further increases from three to two.
This latest increase compounded investor fears that the Fed is over doing the rate
and level of increases in rates and that it is going to cause a US recession as a
result. There is also much evidence in previous monetary policy cycles of the Fed'’s
series of increases doing exactly that. Consequently, we have seen stock markets
around the world plunging under the weight of fears around the Fed’s actions, the
trade war between the US and China, an expectation that world growth will slow,
Brexit etc.

China

Economic growth has been weakening over successive years, despite repeated
rounds of central bank stimulus; medium term risks are increasing. Major progress
still needs to be made to eliminate excess industrial capacity and the stock of unsold
property, and to address the level of non-performing loans in the banking and credit
systems.

Japan

Japan has been struggling to stimulate consistent significant GDP growth and to get
inflation up to its target of 2%, despite huge monetary and fiscal stimulus. It is also
making little progress on fundamental reform of the economy.

Interest rate forecast

The Council’s treasury advisor, Link Asset Services, has provided the following
forecast:

Link Asset Services Interest Rate View

Mar-19 Jun-19 Sep-19

BANK RATE 0.75% | 1.00% | 1.00% | 1.00% | 1.25% | 1.25% | 1.25% | 1.50% | 1.50% | 1.75% | 1.75% 1.75% 2.00%

5 yr PWLB 2.10% | 220% | 2220% | 2.30% | 2.30% | 2.40% | 2.50% | 2.50% | 2.60% | 2.60% | 270% 2.80% 2.80%

10 yr PWLB 2.50% | 2.60% | 2.60% | 2.70% | 2.80% | 2.90% | 2.90% | 3.00% | 3.00% | 3.10% | 3.10% 3.20% 3.20%

25 yr PWLB 2.90% | 3.00% | 3.10% | 3.10% | 3.20% | 3.30% | 3.30% | 3.40% | 3.40% | 3.50% | 3.50% 3.60% 3.60%

50 yr PWLB 2.70% | 2.80% | 2290% | 2.90% | 3.00% | 3.10% | 3.10% | 3.20% | 3.20% | 3.30% | 3.30% | 3.40% 3.40%

After the August increase in Bank Rate to 0.75%, the first above 0.5% since the
financial crash, the MPC has since then put any further action on hold, probably until
such time as the fog of Brexit clears and there is some degree of certainty of what
the UK will be heading into. It is particularly unlikely that the MPC would increase
Bank Rate in February 2019 ahead of the deadline in March for Brexit, if no
agreement on Brexit has been reached by then. The above forecast, and other
comments in this report, are based on a central assumption that there is an
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agreement on a reasonable form of Brexit. In that case, then we think that the MPC
could return to increasing Bank Rate in May 2019 but then hold fire again until
February 2020. However, this is obviously based on making huge assumptions
which could be confounded. In the event of a disorderly Brexit, then cuts in Bank
Rate could well be the next move.

The balance of risks to the UK

e The overall balance of risks to economic growth in the UK is probably neutral.

e The balance of risks to increases in Bank Rate and shorter term PWLB rates,
are probably also even and are broadly dependent on how strong GDP
growth turns out, how slowly inflation pressures subside, and how quickly the
Brexit negotiations move forward positively.



