Appendix 5

Economic Background

(provided by the Council’s external service providers, Link Asset Services):

1. Global economy:

The Eurozone (EZ). Growth has been slowing from +1.8 % during 2018 to around half
of that in 2019. Growth was +0.4% in quarter 1, +0.2% in quarters 2 and 3; it then fell
to +0.1% in quarter 4 for a total overall growth rate of only 1.0% in 2019. Recovery
from quarter 4 is expected to be slow and gradual. German GDP growth has been
struggling to stay in positive territory in 2019 and grew by only 0.6% in 2019, with
guarter 4 potentially being a negative number. Germany would be particularly
vulnerable to a no deal Brexit depressing exports further and if President Trump
imposes tariffs on EU produced cars.

USA. After growth of 2.9% y/y in 2018 fuelled by President Trump’s massive easing
of fiscal policy, growth has weakened in 2019. After a strong start in quarter 1 at 3.1%,
(annualised rate), it fell to 2.0% in quarter 2 and then 2.1% in quarters 3 and 4 This
left the rate for 2019 as a whole at 2.3%, a slowdown from 2018 but not the precursor
of a recession which financial markets had been fearing earlier in the year that the
economy was heading towards. Forward indicators are currently indicating that growth
is likely to strengthen somewhat moving forward into 2020.

The Fed finished its series of increases in rates to 2.25 — 2.50% in December 2018.
In July 2019, it cut rates by 0.25% as a ‘midterm adjustment’. It also ended its
programme of quantitative tightening in August, (reducing its holdings of treasuries
etc.). It then cut rates by 0.25% again in September and by another 0.25% in its
October meeting to 1.50 — 1.75%.

The New Normal. The Fed chairman has given an overview of the current big picture
of the economy by summing it up as “A new normal of low interest rates, low inflation
and probably lower growth”. This is indeed an affliction that has mired Japan for the
last two decades despite strenuous efforts to stimulate growth and inflation by copious
amounts of fiscal stimulus and cutting rates to zero. China and the EU are currently
facing the same difficulty of trying to get inflation and growth up. Our own MPC may
well have growing concerns and one MPC member specifically warned on the potential
for a low inflation trap in January.

It is also worth noting that no less than a quarter of total world sovereign debt is now
yielding negative returns.

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 shadow
banking systems. In addition, there still needs to be a greater switch from investment
in industrial capacity, property construction and infrastructure to consumer goods
production.
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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.

2. UK Economy:

Brexit. 2019 was a year of upheaval on the political front as Theresa May resigned as
Prime Minister to be replaced by Boris Johnson on a platform of the UK leaving the
EU on 31 October 2019, with or without a deal. However, MPs blocked leaving on
that date and the EU agreed an extension to 31 January 2020. In late October, MPs
approved an outline of a Brexit deal to enable the UK to leave the EU on 31 January.
The Conservative Government gained a large overall majority in the general election
on 12 December; this ensured that the UK left the EU on 31 January. However, there
will still be much uncertainty as the detail of a comprehensive trade deal will need to
be negotiated by the current end of the transition period in December 2020, which the
Prime Minister has pledged he will not extend. This could prove to be an unrealistically
short timetable for such major negotiations that leaves open three possibilities; a
partial agreement on many areas of agreement and then continuing negotiations to
deal with the residual areas, the need for the target date to be put back, probably two
years, or, a no deal Brexit in December 2020.

GDP_Growth took a big hit from both political and Brexit uncertainty during 2019:
guarter three surprised on the upside by coming in at +0.4% q/q, +1.1% y/y. However,
the peak of Brexit uncertainty during the final quarter appears to have suppressed
qguarterly growth to probably around zero. The forward-looking surveys in January
have indicated that there could be a significant recovery of growth now that much
uncertainty has gone. Nevertheless, economic growth may only come in at about 1%
in 2020, pending the final outcome of negotiations on a trade deal. Provided there is
a satisfactory resolution of those negotiations, which are in both the EU’s and UK’s
interest, then growth should strengthen further in 2021.

Inflation. The Consumer Price Index (CPI) has been hovering around the Bank of
England’s target of 2% during 2019 but fell again in both October and November to a
three-year low of 1.5%, and then even further to 1.3% in December. It is likely to
remain close to or under 2% over the next two years and so, it does not pose any
immediate concern to the MPC at the current time. However, if there was a hard or no
deal Brexit, inflation could rise towards 4%, primarily because of imported inflation on
the back of a weakening pound.

With regard to the labour market, growth in numbers employed has been quite resilient
through 2019 until the three months to September where it fell by 58,000. However,
there was an encouraging pick up again in the three months to October to growth of
24,000, and then a stunning increase of 208,000 in the three months to November.
The unemployment rate held steady at a 44-year low of 3.8% on the Independent
Labour Organisation measure. Wage inflation has been steadily falling from a high
point of 3.9% in July to 3.4% in November (3-month average regular pay, excluding
bonuses). This meant that in real terms, (i.e. wage rates higher than CPI inflation),
earnings grew by about 2.1%. As 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. The other



Appendix 5

message from the fall in wage growth is that employers are beginning to find it easier
to hire suitable staff, indicating that supply pressure in the labour market is easing.

Prospects for Interest Rates

Part of the service provided by Link Asset Services is to assist the Council to
formulate a view on interest rates and the table below gives Link Asset Services
forecast.

Link Asset Services Interest Rate View

Mar-20 Jun-20  Sep-20 Dec-20 Mar-21  Jun-21  Sep-21 Dec-21 Mar-22 Jun-22 Sep-22 Dec-22 Mar-23

Bank Rate View 0.75 0.75 0.75 0.75 0.75 1.00 1.00 1.00 1.00 1.25 1.25 125 1.25
3 Month LIBID 0.70 0.70 0.80 0.80 0.90 1.00 1.00 110 1.20 130 1.30 130 130
6 Month LIBID 0.80 0.80 0.90 1.00 1.00 110 120 1.30 140 150 150 150 150
12 Month LIBID 0.90 0.90 1.00 110 1.20 1.30 1.40 150 1.60 170 1.70 170 1.70
5yr PWLB Rate 2.30 2.30 2.40 2.40 2.50 2.60 2.70 2.80 2.90 2.90 3.00 3.00 3.10
10yr PWLB Rate 2.50 2.50 2.60 2.60 2.70 2.80 2.90 3.00 310 310 320 3.20 3.30
25yr PWLB Rate 3.00 3.00 3.10 3.20 3.30 3.40 350 3.60 3.70 3.80 3.80 3.90 3.90
50yr PWLB Rate 2.90 2.90 3.00 3.10 3.20 3.30 3.40 3.50 3.60 3.70 3.70 3.80 3.80

The above forecasts have been based on an assumption that there is an agreed
deal on Brexit, including agreement on the terms of trade between the UK and EU, at
some point in time. The result of the general election has removed much uncertainty
around this major assumption. However, it does not remove uncertainty around
whether agreement can be reached with the EU on a comprehensive trade deal
within the short time to December 2020, as the prime minister has pledged.

2019 was a weak year for UK economic growth as political and Brexit uncertainty
depressed confidence. It was therefore little surprise that the Monetary Policy
Committee (MPC) left Bank Rate unchanged at 0.75% during the year. However,
during January 2020, financial markets were predicting a 50:50 chance of a cut in
Bank Rate at the time of the 30 January MPC meeting. Admittedly, there had been
plenty of downbeat UK economic news in December and January which showed that
all the political uncertainty leading up to the general election, together with uncertainty
over where Brexit would be going after that election, had depressed economic growth
in quarter 4 of 2019. However, that downbeat news was backward looking; more
recent economic statistics and forward-looking business surveys, all pointed in the
direction of a robust bounce in economic activity and a recovery of confidence after
the decisive result of the general election removed political and Brexit uncertainty. The
MPC clearly decided to focus on the more recent forward-looking news, rather than
the earlier downbeat news, and so left Bank Rate unchanged. Provided that the
forward-looking surveys are borne out in practice in the coming months, and the March
Budget delivers with a fiscal boost, then it is expected that Bank Rate will be left
unchanged until after the December trade deal deadline. However, the MPC is on alert
that if the surveys prove optimistic and/or the Budget disappoints, then they may still
take action and cut Bank Rate in order to stimulate growth.
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Investment and borrowing rates

Investment returns are likely to remain low during 2020/21 with little increase in the
following two years. However, if major progress was made with an agreed Brexit,
then there is upside potential for earnings.

Borrowing interest rates were on a major falling trend during the first half of 2019-20
but then jumped up by 1% (100 bps) on 9.10.19, imposed by H.M.Treasury. The
policy of avoiding new borrowing by running down spare cash balances has served
local authorities well over the last few years. However, the unexpected increase of
100 bps in PWLB rates requires a major rethink of local authority treasury
management strategy and risk management.

While this authority will not be able to avoid borrowing to finance new capital
expenditure, to replace maturing debt and the rundown of reserves, there will be a
cost of carry, (the difference between higher borrowing costs and lower investment
returns), to any new short or medium-term borrowing that causes a temporary
increase in cash balances as this position will, most likely, incur a revenue cost.



