Appendix E

Economic update
During the calendar year of 2017, there was a major shift in expectations in financial
markets in terms of how soon the bank rate would start on a rising trend. After the UK
economy surprised on the upside with strong growth in the second half of 2016, growth
in 2017 was disappointingly weak in the first half of the year which meant that growth
was the slowest for the first half of any year since 2012. The main reason for this was
the sharp increase in inflation caused by the devaluation of sterling after the EU
referendum, feeding increases into the cost of imports into the economy. This caused
a reduction in consumer disposable income and spending power as inflation exceeded
average wage increases. Consequently, the services sector of the economy,
accounting for around 75% of GDP, saw weak growth as consumers responded by
cutting back on their expenditure. However, growth did pick up modestly in the second
half of 2017. Consequently, market expectations during the autumn, rose significantly
that the MPC would be heading in the direction of imminently raising the bank rate.
The minutes of the MPC meeting of 14 September indicated that the MPC was likely
to raise the bank rate very soon. The 2 November MPC quarterly inflation report
meeting duly delivered by raising the bank rate from 0.25% to 0.50%. The 8 February
MPC meeting minutes then revealed another sharp hardening in MPC warnings on a
more imminent and faster pace of increases in the bank rate than had previously been
expected.
Market expectations for increases in bank rate, therefore, shifted considerably during
the second half of 2017-18 and resulted in investment rates from 3 – 12 months
increasing sharply during the spring quarter.
PWLB borrowing rates increased correspondingly to the above developments with the
shorter term rates increasing more sharply than longer term rates. In addition, UK gilts
have moved in a relatively narrow band this year, (within 25 bps for much of the year),
compared to US treasuries. During the second half of the year, there was a noticeable
trend in treasury yields being on a rising trend with the Fed raising rates by 0.25% in
June, December and March, making six increases in all from the floor. The effect of
these three increases was greater in shorter terms around 5 year, rather than longer
term yields.
The major UK landmark event of the year was the inconclusive result of the general
election on 8 June. However, this had relatively little impact on financial markets.
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