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External Context Report by Arlingclose Ltd 

Economic background 

1. Politically, 2016/17 was an extraordinary twelve month period which defied 
expectations when the UK voted to leave the European Union and Donald 
Trump was elected the 45th President of the USA. Uncertainty over the 
outcome of the US presidential election, the UK’s future relationship with the 
EU and the slowdown witnessed in the Chinese economy in early 2016 all 
resulted in significant market volatility during the year. Article 50 of the Lisbon 
Treaty, which sets in motion the 2-year exit period from the EU, was triggered 
on 29th March 2017. 

2. UK inflation had been subdued in the first half of 2016 as a consequence of 
weak global price pressures, past movements in sterling and restrained 
domestic price growth. However the sharp fall in the Sterling exchange rate 
following the referendum had an impact on import prices which, together with 
rising energy prices, resulted in CPI rising from 0.3% year/year in April 2016 
to 2.3% year/year in March 2017.  

3. In addition to the political fallout, the referendum’s outcome also prompted a 
decline in household, business and investor sentiment. The repercussions on 
economic growth were judged by the Bank of England to be sufficiently 
severe to prompt its Monetary Policy Committee (MPC) to cut the Bank Rate 
to 0.25% in August and embark on further gilt and corporate bond purchases 
as well as provide cheap funding for banks via the Term Funding Scheme to 
maintain the supply of credit to the economy.  

4. Despite growth forecasts being downgraded, economic activity was fairly 
buoyant and GDP grew 0.6%, 0.5% and 0.7% in the second, third and fourth 
calendar quarters of 2016. The labour market also proved resilient, with the 
ILO unemployment rate dropping to 4.7% in February, its lowest level in 
11 years.  

5. Following a strengthening labour market, in moves that were largely 
anticipated, the US Federal Reserve increased rates at its meetings in 
December 2016 and March 2017, taking the target range for official interest 
rates to between 0.75% and 1.00%.  

Financial markets 

6. 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.  After September there was a reversal in longer-dated gilt 
yields which moved higher, largely due to the MPC revising its earlier forecast 
that Bank Rate would be dropping to near 0% by the end of 2016. The yield 
on the 10-year gilt rose from 0.75% at the end of September to 1.24% at the 
end of December, almost back at pre-referendum levels of 1.37% on 23rd 
June. 20- and 50-year gilt yields also rose in Q3 2017 to 1.76% and 1.70% 
respectively, however in Q4 yields remained flat at around 1.62% and 1.58% 
respectively. 
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7. After recovering from an initial sharp drop in Q2, equity markets rallied, 
although displaying some volatility at the beginning of November following the 
US presidential election result.  The FTSE-100 and FTSE All Share indices 
closed at 7342 and 3996 respectively on 31st March, both up 18% over the 
year. Commercial property values fell around 5% after the referendum, but 
had mostly recovered by the end of March. 

8. Money market rates for overnight and one week periods remained low since 
Bank Rate was cut in August. 1- and 3-month LIBID rates averaged 0.36% 
and 0.47% respectively during 2016-17. Rates for 6- and 12-months 
increased between August and November, only to gradually fall back to 
August levels in March, they averaged 0.6% and 0.79% respectively during 
2016-17. 

9. Credit background: 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.   

10. Fitch and Standard & Poor’s downgraded the UK’s sovereign rating to AA. 
Fitch, S&P and Moody’s have a negative outlook on the UK.  Moody’s has a 
negative outlook on those banks and building societies that it perceives to be 
exposed to a more challenging operating environment arising from the ‘leave’ 
outcome.  

11. None of the banks on the Authority’s lending list failed the stress tests 
conducted by the European Banking Authority in July and by the Bank of 
England in November, the latter being designed with more challenging stress 
scenarios, although Royal Bank of Scotland was one of the weaker banks in 
both tests. The tests were based on banks’ financials as at 31st December 
2015, 11 months out of date for most. As part of its creditworthiness research 
and advice, Arlingclose regularly undertakes analysis of relevant ratios - "total 
loss absorbing capacity" (TLAC) or "minimum requirement for eligible 
liabilities" (MREL) - to determine whether there would be a bail-in of senior 
investors, such as local authority unsecured investments, in a stressed 
scenario. 

 


