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ECONOMIC COMMENTARY BY TREASURY ADVISORS ARLINGCLOSE 
 
Economic Backdrop: Commodity prices fluctuated over the period with oil falling below $45 a 
barrel before inching back up to $58 a barrel. UK Consumer Price Inflation (CPI) index rose 
with the data print for August showing CPI at 2.9%, its highest since June 2013 as the fall in 
the value of sterling following the June 2016 referendum result continued to feed through into 
higher import prices.  The new inflation measure CPIH, which includes owner occupiers’ 
housing costs, was at 2.7%. 
 
The unemployment rate fell to 4.3%, its lowest since May 1975, but the squeeze on 
consumers intensified as average earnings grew at 2.5%, below the rate of inflation.  
Economic activity expanded at a much slower pace as evidenced by Q1 and Q2 GDP growth 
of 0.2% and 0.3% respectively.  With the dominant services sector accounting for 79% of 
GDP, the strength of consumer spending remains vital to growth, but with household savings 
falling and real wage growth negative, there are concerns that these will be a constraint on 
economic activity in the second half of calendar 2017. 
 
The Bank of England made no change to monetary policy at its meetings in the first half of the 
financial year. The vote to keep Bank Rate at 0.25% narrowed to 5-3 in June highlighting that 
some MPC members were more concerned about rising inflation than the risks to growth. 
Although at September’s meeting the Committee voted 7-2 in favour of keeping Bank Rate 
unchanged, the MPC changed their rhetoric, implying a rise in Bank Rate in "the coming 
months". The Council’s treasury advisor Arlingclose is not convinced the UK’s economic 
outlook justifies such a move at this stage, but the Bank’s interpretation of the data seems to 
have shifted. 
 
In contrast, near-term global growth prospects improved. The US Federal Reserve increased 
its target range of official interest rates in June for the second time in 2017 by 25bps (basis 
points) to between 1% and 1.25% and, despite US inflation hitting a soft patch with core CPI at 
1.7%, a further similar increase is expected in its December 2017 meeting.  The Fed also 
announced confirmed that it would be starting a reversal of its vast Quantitative Easing 
programme and reduce the $4.2 trillion of bonds it acquired by initially cutting the amount it 
reinvests by $10bn a month. 
 
Geopolitical tensions escalated in August as the US and North Korea exchanged escalating 
verbal threats over reports about enhancements in North Korea’s missile programme. The 
provocation from both sides helped wipe off nearly $1 trillion from global equity markets but 
benefited safe-haven assets such as gold, the US dollar and the Japanese yen. Tensions 
remained high, with North Korea’s threat to fire missiles towards the US naval base in Guam, 
its recent missile tests over Japan and a further testing of its latent nuclear capabilities. 
 
Prime Minister Theresa May called an unscheduled General Election in June, to resolve 
uncertainty but the surprise result has led to a minority Conservative government in coalition 
with the Democratic Unionist Party. This clearly results in an enhanced level of political 
uncertainty. Although the potential for a so-called hard Brexit is diminished, lack of clarity over 
future trading partnerships, in particular future customs agreements with the rest of the EU 
block, is denting business sentiment and investment.  The reaction from the markets on the 
UK election’s outcome was fairly muted, business confidence now hinges on the progress (or 
not) on Brexit negotiations, the ultimate ‘divorce bill’ for the exit and whether new trade treaties 
and customs arrangements are successfully concluded to the UK’s benefit. 
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In the face of a struggling economy and Brexit-related uncertainty, Arlingclose expects the 
Bank of England to take only a very measured approach to any monetary policy tightening, 
any increase will be gradual and limited as the interest rate backdrop will have to provide 
substantial support to the UK economy through the Brexit transition. 
 
Financial Markets: Gilt yields displayed significant volatility over the six-month period with the 
appearing change in sentiment in the Bank of England’s outlook for interest rates, the push-
pull from expectations of tapering of Quantitative Easing (QE) in the US and Europe and from 
geopolitical tensions, which also had an impact. The yield on the 5-year gilts fell to 0.35% in 
mid-June, but then rose to 0.80% by the end of September. The 10-year gilts similarly rose 
from their lows of 0.93% to 1.38% at the end of the quarter, and those on 20-year gilts from 
1.62% to 1.94%. 
 
The FTSE 100 nevertheless powered away reaching a record high of 7548 in May but dropped 
back to 7377 at the end of September.  Money markets rates have remained low: 1-month, 3-
month and 12-month LIBID rates have averaged 0.25%, 0.30% and 0.65% over the period 
from January to 21st September.  
 
Credit Background: UK bank credit default swaps continued their downward trend, reaching 
three-year lows by the end of June. Bank share prices have not moved in any particular 
pattern. 
 
There were a few credit rating changes during the quarter. The significant change was the 
downgrade by Moody’s to the UK sovereign rating in September from Aa1 to Aa2 which 
resulted in subsequent downgrades to sub-sovereign entities including local authorities. 
Moody’s downgraded Standard Chartered Bank’s long-term rating to A1 from Aa3 on the 
expectation that the bank’s profitability will be lower following management’s efforts to de-risk 
their balance sheet. The agency also affirmed Royal Bank of Scotland’s and NatWest’s long-
term ratings at Baa1, placed Lloyds Bank’s A1 rating on review for upgrade, revised the 
outlook of Santander UK plc, and Nationwide and Coventry building societies from negative to 
stable but downgraded the long-term rating of Leeds BS from A2 to A3. 
 
Ring-fencing, which requires the larger UK banks to separate their core retail banking activity 
from the rest of their business, is expected to be implemented within the next year. In May, 
following Arlingclose’s advice, the Authority reduced the maximum duration of unsecured 
investments with Bank of Scotland, HSBC Bank and Lloyds Bank from 13 months to 6 months 
as until banks’ new structures are finally determined and published, the different credit risks of 
the ‘retail’ and ‘investment’ banks cannot be known for certain. 
 
The new EU regulations for Money Market Funds were finally approved and published in July 
and existing funds will have to be compliant by no later than 21st January 2019.  The key 
features include Low Volatility NAV (LVNAV) Money Market Funds which will be permitted to 
maintain a constant dealing NAV, providing they meet strict new criteria and minimum liquidity 
requirements.  MMFs will not be prohibited from having an external fund rating (as had been 
suggested in draft regulations).  Arlingclose expects most of the short-term MMFs it 
recommends to convert to the LVNAV structure and awaits confirmation from each fund. 
 


