APPENDIX C

EXTERNAL CONTEXT

External Context

Growth and Inflation: The robust pace of GDP growth of 3% in 2014 was
underpinned by a buoyant services sector, supplemented by positive contributions
from the production and construction sectors. Resurgent house prices, improved
consumer confidence and healthy retail sales added to the positive outlook for the
UK economy given the important role of the consumer in economic activity.

Annual CPI inflation fell to zero for the year to March 2015, down from 1.6% a year
earlier. The key driver was the fall in the oil price (which fell to $44.35 a barrel a
level not seen since March 2009) and a steep drop in wholesale energy prices with
extra downward momentum coming from supermarket competition resulting in lower
food prices. Bank of England Governor Mark Carney wrote an open letter to the
Chancellor in February, explaining that the Bank expected CPI to temporarily turn
negative but rebound around the end of 2015 as the lower prices dropped out of the
annual rate calculation.

Labour Market: The UK labour market continued to improve and remains resilient
across a broad base of measures including real rates of wage growth. January 2015
showed a headline employment rate of 73.3%, while the rate of unemployment fell to
5.7% from 7.2% a year earlier. Comparing the three months to January 2015 with a
year earlier, employee pay increased by 1.8% including bonuses and by 1.6%
excluding bonuses.

UK Monetary Policy: The Bank of England’s MPC maintained interest rates at 0.5%
and asset purchases (QE) at £375bn. Its members held a wide range of views on
the response to zero CPI inflation, but just as the MPC was prepared to look past the
temporary spikes in inflation to nearly 5% a few years ago, they felt it appropriate not
to get panicked into response to the current low rate of inflation. The minutes of the
MPC meetings reiterated the Committee’s stance that the economic headwinds for
the UK economy and the legacy of the financial crisis meant that increases in the
Bank Rate would be gradual and limited, and below average historical levels.

Political uncertainty had a large bearing on market confidence this year. The
possibility of Scottish independence was of concern to the financial markets,
however this dissipated following the outcome of September’s referendum. The risk
of upheaval (the pledge to devolve extensive new powers to the Scottish parliament;
English MPs in turn demanding separate laws for England) lingers on. The highly
politicised March Budget heralded the start of a closely contested general election
campaign and markets braced for yet another hung parliament.

On the continent, the European Central Bank lowered its official benchmark interest
rate from 0.15% to 0.05% in September and the rate paid on commercial bank
balances held with it was from -0.10% to -0.20%. The much-anticipated quantitative
easing, which will expand the ECB’s balance sheet by €1.1 ftrillion was finally
announced by the central bank at its January meeting in an effort to steer the euro
area away from deflation and invigorate its moribund economies. The size was at the
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high end of market expectations and it will involve buying €60bn of sovereign bonds,
asset-backed securities and covered bonds a month commencing March 2015
through to September 2016. The possibility of a Greek exit from the Eurozone
refused to subside given the clear frustrations that remained between its new
government and its creditors.

The US economy rebounded strongly in 2014, employment growth was robust and
there were early signs of wage pressures building, albeit from a low level. The
Federal Reserve made no change to US policy rates. The central bank however
continued with ‘tapering’, i.e. a reduction in asset purchases by $10 billion per
month, and ended them altogether in October 2014. With the US economy resilient
enough the weather the weakness of key trading partners and a strong US dollar, in
March 2015 the Fed removed the word “patient” from its statement accompanying its
rates decisions, effectively leaving the door open for a rise in rates later in the year.

Market reaction: From July, gilt yields were driven lower by a combination of
factors: geo-political risks emanating from the Middle East and Ukraine, the slide
towards deflation within the Eurozone and the big slide in the price of oil and its
transmission though into lower prices globally. 5-, 10- and 20-year gilt yields fell to
their lows in January (0.88%, 1.33% and 1.86% respectively) before ending the year
higher at 1.19%, 1.57% and 2.14% respectively.

Money Market Data

Table 1: Bank Rate, Money Market Rates

Date g::: (L)I/Br:D Zlglag r1nonth ;onth :1onth r1nzonth gvﬁp gV\)I,;P gV\)I,;P
LIBID LIBID LIBID LIBID Bid Bid Bid
01/04/2014 0.50 0.36 0.39 0.42 0.46 0.56 0.84 1.05 1.44 2.03
30/04/2014 0.50 0.36 0.40 0.42 0.47 0.57 0.85 1.09 1.47 2.02
31/05/2014 0.50 0.35 0.40 0.43 0.48 0.67 0.87 1.11 1.46 1.98
30/06/2014 0.50 0.36 0.40 0.43 0.50 0.71 0.94 1.33 1.70 2.17
31/07/2014 0.50 0.37 0.41 0.43 0.50 0.72 0.97 1.34 1.71 2.17
31/08/2014 0.50 0.36 0.42 0.43 0.50 0.77 0.98 1.22 1.53 1.93
30/09/2014 0.50 0.43 0.45 0.43 0.51 0.66 1.00 1.25 1.57 1.99
31/10/2014 0.50 0.40 0.43 0.43 0.51 0.66 0.98 1.10 1.38 1.78
30/11/2014 0.50 0.35 0.50 0.43 0.51 0.66 0.97 0.93 1.15 1.48
31/12/2014 0.50 0.43 0.48 0.42 0.51 0.66 0.97 0.92 1.12 1.44
31/01/2015 0.50 0.45 0.45 0.43 0.51 0.66 0.95 0.83 0.98 1.18
28/02/2015 0.50 0.43 0.47 0.43 0.51 0.66 0.96 0.99 1.22 1.53
31/03/2015 0.50 0.50 0.62 0.43 0.51 0.74 0.97 0.88 1.06 1.34
Average 0.50 0.39 0.44 0.43 0.50 0.67 0.95 1.09 1.38 1.79
Maximum 0.50 0.50 0.62 0.43 0.51 0.81 1.00 1.38 1.77 2.26
Minimum 0.50 0.24 0.36 0.42 0.46 0.56 0.84 0.80 0.96 1.18
Spread -- 0.26 0.26 0.01 0.05 0.25 0.16 0.58 0.81 1.08

The average, low and high rates correspond to the rates during the financial year rather than
those in the table above.
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