EXTERNAL CONTEXT - By Arlingclose Limited APPENDIX E

Economic background: The major external influence on the Council’s treasury
management strategy for 2017/18 will be the UK’s progress in negotiating a smooth
exit from the European Union. Financial markets, wrong-footed by the referendum
outcome, have since been weighed down by uncertainty over whether leaving the
Union also means leaving the single market. Negotiations are expected to start once
the UK formally triggers exit in early 2017 and last for at least two years. Uncertainty
over future economic prospects will therefore remain throughout 2017/18.

The fall and continuing weakness in sterling and the near doubling in the price of oil
in 2016 have combined to drive inflation expectations higher. The Bank of England
is forecasting that Consumer Price Inflation will breach its 2% target in 2017, the first
time since late 2013, but the Bank is expected to look through inflation overshoots
over the course of 2017 when setting interest rates so as to avoid derailing the
economy.

Initial post-referendum economic data showed that the feared collapse in business
and consumer confidence had not immediately led to lower GDP growth. However,
the prospect of a leaving the single market has dented business confidence and
resulted in a delay in new business investment and, unless counteracted by higher
public spending or retail sales, will weaken economic growth in 2017/18.

Looking overseas, with the US economy and its labour market showing steady
improvement, the market has priced in a high probability of the Federal Reserve
increasing interest rates in December 2016. The Eurozone meanwhile has continued
to struggle with very low inflation and lack of momentum in growth, and the
European Central Bank has left the door open for further quantitative easing.

The impact of political risk on financial markets remains significant over the next
year. With challenges such as immigration, the rise of populist, anti-establishment
parties and negative interest rates resulting in savers being paid nothing for their
frugal efforts or even penalised for them, the outcomes of Italy’s referendum on its
constitution (December 2016), the French presidential and general elections (April —
June 2017) and the German federal elections (August — October 2017) have the
potential for upsets..

Credit outlook: Markets have expressed concern over the financial viability of a
number of European banks recently. Sluggish economies and continuing fines for
pre-crisis behaviour have weighed on bank profits, and any future slowdown will
exacerbate concerns in this regard.

Bail-in legislation, which ensures that large investors including local authorities will
rescue failing banks instead of taxpayers in the future, has now been fully
implemented in the European Union, Switzerland and USA, while Australia and
Canada are progressing with their own plans. The credit risk associated with making
unsecured bank deposits has therefore increased relative to the risk of other
investment options available to the Council; returns from cash deposits however
continue to fall.



Interest rate forecast: Arlingclose’s central case is for UK Bank Rate to remain at
0.25% during 2017/18. The Bank of England has, however, highlighted that
excessive levels of inflation will not be tolerated for sustained periods. Given this
view and the current inflation outlook, further falls in the Bank Rate look less likely.
Negative Bank Rate is currently perceived by some policymakers to be
counterproductive but, although a low probability, cannot be entirely ruled out in the
medium term, particularly if the UK enters recession as a result of concerns over
leaving the European Union.

Gilt yields have risen sharply, but remain at low levels. The Arlingclose central case
is for yields to decline when the government triggers Article 50. Long-term economic
fundamentals remain weak, and the quantitative easing (QE) stimulus provided by
central banks globally has only delayed the fallout from the build-up of public and
private sector debt. The Bank of England has defended QE as a monetary policy
tool, and further QE in support of the UK economy in 2017/18 remains a possibility,
to keep long-term interest rates low.



