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APPENDIX B - TREASURY MANAGEMENT REPORT 2016/2017

ECONOMIC BACKGROUND

This commentary is provided by the Council’s treasury advisors, Arlingclose.

External Context

The UK economic outlook changed significantly on 23rd 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 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 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.  The outlook for the bank rate is that it will 
remain low if not even lower for the indeterminable future.

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 into 2017.

Meanwhile, inflation is expected to pick up due to a rise in import prices, dampening 
real wage growth and real investment returns.  

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 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. 
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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 2.0%, 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.

The UK’s sovereign rating was downgraded by 

Outlook for the remainder of 2016/17

The economic outlook for the UK has immeasurably altered following the vote to 
leave the EU.  The long-term position of the UK economy will be largely dependent 
on the agreements the government is able to secure with the EU, particularly with 
regard to Single Market access.

The short to medium-term outlook is more downbeat due to the uncertainty 
generated by the result and the forthcoming negotiations.  Economic and political 
uncertainty will likely dampen or delay investment intentions, prompting lower activity 
levels and potentially a rise in unemployment.  The downward trend in growth seen 
in the lead up to the referendum may continue through the second half of 2016, 
although some economic date held up better than initially expected, perhaps 
suggesting a less severe slowdown than feared.  

Arlingclose believes the bank rate will stay at 0.25% but there is a 40% possibility of 
a drop close to zero, with a small chance of a reduction to below zero.  

Gilt yields are forecast to be broadly flat from current levels, albeit experiencing short 
term volatility.

Global interest rate expectations have been pared back considerably.  There 
remains a possibility that the Federal Reserve will wait until after November’s 
presidential election, and probably hike interest rates in December 2016 but only if 
economic conditions warrant.

In addition, Arlingclose believes that the Government and the Bank of England have 
both the tools and the willingness to use them to prevent market-wide problems 
leading to bank insolvencies. The cautious approach to credit advice means that the 
banks currently on the Authority’s counterparty list have sufficient equity buffers to 
deal with any localised problems in the short term.


