APPENDIX A: Prospects for interest rates

As expected, the Monetary Policy Committee (MPC) delivered a 0.25%
increase in Bank Rate at its meeting on 2 November. This removed the
emergency cut in August 2016 after the EU referendum. The MPC also gave
forward guidance that they expected to increase Bank rate only twice more
by 0.25% by 2020 to end at 1.00%. The Link Asset Services forecast in the
main body of the report includes increases in Bank Rate of 0.25% in
November 2018, November 2019 and August 2020.

The overall longer run trend is for gilt yields and PWLB rates to rise, albeit
gently. It has long been expected, that at some point, there would be a
more protracted move from bonds to equities after a historic long-term
trend, over about the last 25 years, of falling bond yields. The action of
central banks since the financial crash of 2008, in implementing substantial
Quantitative Easing, added further impetus to this downward trend in bond
yields and rising bond prices. Quantitative Easing has also directly led to a
rise in equity values as investors searched for higher returns and took on
riskier assets. The sharp rise in bond yields since the US Presidential
election in November 2016 has called into question whether the previous
trend may go into reverse, especially now the Federal Reserve (Fed) has
taken the lead in reversing monetary policy by starting, in October 2017, a
policy of not fully reinvesting proceeds from bonds that it holds when they
mature.

Until 2015, monetary policy was focused on providing stimulus to economic
growth but has since started to refocus on countering the threat of rising
inflationary pressures as stronger economic growth becomes more firmly
established. The Fed has started raising interest rates and this trend is
expected to continue during 2018 and 2019. These increases will make
holding US bonds much less attractive and cause their prices to fall, and
therefore bond yields to rise. Rising bond yields in the US are likely to exert
some upward pressure on bond yields in the UK and other developed
economies. However, the degree of that upward pressure is likely to be
dampened by how strong or weak the prospects for economic growth and
rising inflation are in each country, and on the degree of progress towards
the reversal of monetary policy away from quantitative easing and other
credit stimulus measures.

From time to time, gilt yields - and therefore PWLB rates - can be subject to
exceptional levels of volatility due to geo-political, sovereign debt crisis and
emerging market developments. Such volatility could occur at any time during
the forecast period.



5 Economic and interest rate forecasting remains difficult with so many external
influences weighing on the UK. The above forecasts (and MPC decisions) will be
liable to further amendment depending on how economic data and
developments in financial markets transpire over the next year. Geopolitical
developments, especially in the EU, could also have a major impact. Forecasts
for average investment earnings beyond the three-year time horizon will be
heavily dependent on economic and political developments.

6 The overall balance of risks to economic recovery in the UK is probably to the
downside, particularly with the current level of uncertainty over the final terms
of Brexit.

7 Downside risks to current forecasts for UK gilt yields and PWLB rates currently
include:

e Bank of England monetary policy takes action too quickly over the next
three years to raise Bank Rate and causes UK economic growth, and
increases in inflation, to be weaker than we currently anticipate.

e Geopolitical risks, especially North Korea, but also in Europe and the
Middle East, which could lead to increasing safe haven flows.

e Aresurgence of the Eurozone sovereign debt crisis, possibly Italy, due to
its high level of government debt, low rate of economic growth and
vulnerable banking system.

e Weak capitalisation of some European banks.

e The result of the October 2017 Austrian general election is likely to result
in a strongly anti-immigrant coalition government. In addition, the new
Czech prime minister is expected to be Andrej Babis who is strongly
against EU migrant quotas and refugee policies. Both developments could
provide major impetus to other, particularly former Communist bloc
countries, to coalesce to create a major block to progress on EU
integration and centralisation of EU policy. This, in turn, could spill over
into impacting the Euro, EU financial policy and financial markets.

e Rising protectionism under President Trump.

e A sharp Chinese downturn and its impact on emerging market countries.

8 The potential for upside risks to current forecasts for UK gilt yields and PWLB
rates, especially for longer term PWLB rates, include: -

e The Bank of England is too slow in its pace and strength of increases in
Bank Rate and, therefore, allows inflation pressures to build up too
strongly within the UK economy, which then necessitates a later rapid
series of increases in Bank Rate faster than we currently expect.
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e UKinflation returning to sustained significantly higher levels causing an
increase in the inflation premium inherent to gilt yields.

e The Fed causing a sudden shock in financial markets through misjudging
the pace and strength of increases in its Fed Funds Rate and in the pace
and strength of reversal of Quantitative Easing, which then leads to a
fundamental reassessment by investors of the relative risks of holding
bonds, as opposed to equities. This could lead to a major flight from
bonds to equities and a sharp increase in bond yields in the US, which
could then spill over into impacting bond yields around the world.

Investment and borrowing rates

Investment returns are likely to remain low during 2018/19 but to be on a gently
rising trend over the next few years.

Borrowing interest rates increased sharply after the result of the general
election in June and then also after the September MPC meeting when
financial markets reacted by accelerating their expectations for the timing
of Bank Rate increases. Apart from that, there has been little general trend
in rates during the current financial year. The policy of avoiding new
borrowing by running down spare cash balances has served well over the last
few years. However, this needs to be carefully reviewed to avoid incurring
higher borrowing costs in the future when authorities may not be able to
avoid new borrowing to finance capital expenditure and/or the refinancing
of maturing debt.

There will remain a cost of carry to any new long-term borrowing that causes a
temporary increase in cash balances as this position will, most likely, incur a
revenue cost - the difference between borrowing costs and investment returns.



