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Economic commentary and outlook - Arlingclose Ltd

The preliminary estimate of Q2 2016 GDP showed reasonably strong growth as the economy grew
0.7% quarter-on-quarter, as compared to 0.4% in Q1 and year/year growth running at a healthy pace
of 2.2%. However the UK economic outlook changed significantly on 23" June 2016. The surprise
result of the referendum on EU membership prompted forecasters to rip up previous projections and
dust off worst-case scenarios. Growth forecasts had already been downgraded as 2016 progressed,
as the very existence of the referendum dampened business investment, but the crystallisation of the
risks and the subsequent political turmoil prompted a sharp decline in household, business and
investor sentiment.

The repercussions of this plunge in sentiment on economic growth were judged by the Bank of
England to be severe, prompting the Monetary Policy Committee to initiate substantial monetary
policy easing at its August meeting to mitigate the worst of the downside risks. This included a cut in
Bank Rate to 0.25%, further gilt and corporate bond purchases (QE) and cheap funding for banks
(Term Funding Scheme) to maintain the supply of credit to the economy. The minutes of the August
meeting also suggested that many members of the Committee supported a further cut in Bank Rate to
near-zero levels (the Bank, however, does not appear keen to follow peers into negative rate territory)
and more QE should the economic outlook worsen.

In response to the Bank of England’s policy announcement, money market rates and bond yields
declined to new record lows. Since the onset of the financial crisis over eight years ago, Arlingclose’s
rate outlook has progressed from ‘lower for longer’ to ‘even lower for even longer’ to, now, ‘even lower
for the indeterminable future’.

The new members of the UK government, particularly the Prime Minister and Chancellor, are likely to
follow the example set by the Bank of England. After six years of fiscal consolidation, the Autumn
Statement on 23™ November is likely to witness fiscal initiatives to support economic activity and
confidence, most likely infrastructure investment. Tax cuts or something similar cannot be ruled out.
Whilst the economic growth consequences of BREXIT remain speculative, there is uniformity in
expectations that uncertainty over the UK’s future trade relations with the EU and the rest of the world
will weigh on economic activity and business investment, dampen investment intentions and tighten
credit availability, prompting lower activity levels and potentially a rise in unemployment. These effects
will dampen economic growth through the second half of 2016 and in 2017.

Meanwhile, inflation is expected to pick up due to a rise in import prices, dampening real wage growth
and real investment returns. The August Quarterly Inflation Report from the Bank of England
forecasts a rise in CPI to 0.9% by the end of calendar 2016 and thereafter a rise closer to the Bank’s
2% target over the coming year, as previous rises in commodity prices and the sharp depreciation in
sterling begin to drive up imported material costs for companies.

The rise in inflation is highly unlikely to prompt monetary tightening by the Bank of England, with
policymakers looking through import-led CPI spikes, concentrating instead on the negative effects of
Brexit on economic activity and, ultimately, inflation.

Market reaction: Following the referendum result gilt yields fell sharply across the maturity spectrum
on the view that Bank Rate would remain extremely low for the foreseeable future. The yield on the
10-year gilt fell from 1.37% on 23" June to a low of 0.52% in August, a quarter of what it was at the



start of 2016. The 10-year gilt yield has since risen to 0.69% at the end of September. The yield on 2-
and 3-year gilts briefly dipped into negative territory intra-day on 10th August to -0.1% as prices were
driven higher by the Bank of England’s bond repurchase programme. However both yields have since
recovered to 0.07% and 0.08% respectively. The fall in gilt yields was reflected in the fall in PWLB
borrowing rates. On the other hand, after an initial sharp drop, equity markets appeared to have
shrugged off the result of the referendum and bounced back despite warnings from the IMF on the
impact on growth from ‘Brexit’ as investors counted on QE-generated liquidity to drive risk assets. The
most noticeable fall in money market rates was for very short-dated periods (overnight to 1 month)
where rates fell to between 0.1% and 0.2%

Counterparty Update

Various indicators of credit risk reacted negatively to the result of the referendum on the UK’s
membership of the European Union. UK bank credit default swaps saw a modest rise but bank share
prices fell sharply, on average by 20%, with UK-focused banks experiencing the largest falls. Non-UK
bank share prices were not immune although the fall in their share prices was less pronounced.

Fitch downgraded the UK’s sovereign rating by one notch to AA from AA+, and Standard & Poor’s
downgraded its corresponding rating by two notches to AA from AAA. Fitch, S&P and Moody’s have a
negative outlook on the UK. S&P took similar actions on rail company bonds guaranteed by the UK
Government. S&P also downgraded the long-term ratings of the local authorities to which it assigns
ratings as well as the long-term rating of the EU from AA+ to AA, the latter on the agency’s view that it
lowers the union’s fiscal flexibility and weakens its political cohesion.

Moody’s affirmed the ratings of nine UK banks and building societies but revised the outlook to
negative for those that it perceived to be exposed to a more challenging operating environment
arising from the ‘leave’ outcome.

There was no immediate change to Arlingclose’s credit advice on UK banks and building societies as
a result of the referendum result. Our advisor believes there is a risk that the uncertainty over the
UK’s future trading prospects will bring forward the timing of the next UK recession.

The European Banking Authority released the results of its 2016 round of stress tests on the single
market’'s 51 largest banks after markets closed on Friday 29th July. The stress tests gave a rather
limited insight into how large banks might fare under a particular economic scenario. When the tests
were designed earlier this year, a 1.7% fall in GDP over three years must have seemed like an
outside risk. Their base case of 5.4% growth now looks exceptionally optimistic and the stressed case
could be closer to reality. No bank was said to have failed the tests. The Royal Bank of Scotland
made headline news as one of the worst performers as its ratios fell by some of the largest amounts,
but from a relatively high base. Barclays Bank and Deutsche Bank ended the test with Common
Equity Tier 1 (CET1) ratios below the 8% threshold, and would be required to raise more capital
should the stressed scenario be realised. The tests support Arlingclose’s cautious approach on these
banks.

In July Arlingclose completed a review of unrated building societies’ annual financial statements.
Cumberland, Harpenden and Vernon Building Society were removed from Arlingclose’s advised list,
following a deterioration in credit indicators. The maximum advised maturity was also lowered for
eleven societies from 6 months to 100 days due to the uncertainty facing the UK property market
following the EU referendum.

Moody’s downgraded Deutsche Bank’s long-term rating from Baa1 to Baa2 reflecting the agency’s
view of increased execution risks for the implementation of Deutsche Bank’s strategic plan. Deutsche
Bank has not been able to shake off the legacy of the global financial crisis. In September the US



Department of Justice announced a $14bn penalty claim against the bank whose share price has
more than halved over the 12 months to September 2016. In March, Arlingclose Deutsche Bank be
suspended for new unsecured investment

In June Moody’s downgraded Finland from Aaa to Aal on its view that Finnish economic growth will
remain weak over the coming years, reducing the country’s ability to absorb economic shocks.

Fitch upgraded the long-term rating of ING Bank from A to A+ based on Fitch’s view of the bank’s
solid and stable financial metrics and its expectation that that the improvement in earnings will be
maintained.

Fitch also upgraded Svenska Handelsbanken’s long-term rating from AA- to AA reflecting the
agency’s view that the bank’s earnings and profitability will remain strong, driven by robust income
generation, good cost efficiency and low loan impairments.



