Appendix 5.4
CAPITA ASSET SERVICES FORWARD VIEW
Economic forecasting remains difficult with so many external influences weighing on the UK.
Capita Asset Services undertook its last review of interest rate forecasts on 19 January 2016.
Our Bank Rate forecasts, (and also MPC decisions), will be liable to further amendment
depending on how economic data evolves over time. There is much volatility in rates and bond
yields as news ebbs and flows in negative or positive ways. This latest forecast includes a first
increase in Bank Rate in quarter 4 of 2016.
The overall trend in the longer term will be for gilt yields and PWLB rates to rise when economic
recovery is firmly established accompanied by rising inflation and consequent increases in Bank
Rate, and the eventual unwinding of QE. At some future point in time, an increase in investor
confidence in eventual world economic recovery is also likely to compound this effect as recovery
will encourage investors to switch from bonds to equities.
The overall balance of risks to economic recovery in the UK is currently to the downside, given
the number of potential headwinds that could be growing on both the international and UK scene.
Only time will tell just how long this current period of strong economic growth will last; it also
remains exposed to vulnerabilities in a number of key areas.
However, the overall balance of risks to our Bank Rate forecast is probably to the downside, i.e.
the first increase, and subsequent increases, may be delayed further if recovery in GDP growth,
and forecasts for inflation increases, are lower than currently expected. Market expectations in
January 2016, (based on short sterling), for the first Bank Rate increase are currently around
quarter 1 2017.
Downside risks to current forecasts for UK gilt yields and PWLB rates currently include:
•
Emerging country economies, currencies and corporates destabilised by falling
commodity prices and / or Fed. rate increases, causing a flight to safe havens.
•
Geopolitical risks in Eastern Europe, the Middle East and Asia, increasing safe haven
flows.
•

UK economic growth and increases in inflation are weaker than we currently anticipate.

•

Weak growth or recession in the UK’s main trading partners - the EU and US.

•

A resurgence of the Eurozone sovereign debt crisis.

•

Recapitalisation of European banks requiring more government financial support.

•
Monetary policy action failing to stimulate sustainable growth and combat the threat of
deflation in western economies, especially the Eurozone and Japan.
The potential for upside risks to current forecasts for UK gilt yields and PWLB rates, especially for
longer term PWLB rates include: •

Uncertainty around the risk of a UK exit from the EU.

•
The pace and timing of increases in the Fed. funds rate causing a fundamental
reassessment by investors of the relative risks of holding bonds as opposed to equities and
leading to a major flight from bonds to equities.
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•
UK inflation returning to significantly higher levels than in the wider EU and US, causing
an increase in the inflation premium inherent to gilt yields.
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