APPENDIX B

BACKGROUND INFORMATION AND RISKS TO INTEREST RATE FORECASTS

Background Information

The Monetary Policy Committee, (MPC), cut Bank Rate from 0.50% to 0.25% on
4th August in order to counteract what it forecast was going to be a sharp
slowdown in growth in the second half of 2016. It also gave a strong steer that it
was likely to cut Bank Rate again by the end of the year. However, economic data
since August has indicated much stronger growth in the second half 2016 than that
forecast; also, inflation forecasts have risen substantially as a result of a
continuation of the sharp fall in the value of sterling since early August.
Consequently, Bank Rate was not cut again in November or December and, on
current trends, it now appears unlikely that there will be another cut, although that
cannot be completely ruled out if there was a significant dip downwards in
economic growth. During the two-year period 2017 — 2019, when the UK is
negotiating the terms for withdrawal from the EU, it is likely that the MPC will do
nothing to dampen growth prospects, (i.e. by raising Bank Rate), which will already
be adversely impacted by the uncertainties of what form Brexit will eventually take.
Accordingly, a first increase to 0.50% is not tentatively pencilled in, as in the table
above, until quarter 2 2019, after those negotiations have been concluded, (though
the period for negotiations could be extended). However, if strong domestically
generated inflation, (e.g. from wage increases within the UK), were to emerge, then
the pace and timing of increases in Bank Rate could be brought forward.

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.



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 start to a switch back
from bonds to equities after a historic long term trend over about the last twenty five
years of falling bond yields. The action of central banks since the financial crash of
2008, in implementing substantial quantitative easing purchases of bonds, added
further impetus to this downward trend in bond yields and rising prices of bonds.
The opposite side of this coin has been 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, has called into question whether, or when,
this trend has, or may, reverse, especially when America is likely to lead the way in
reversing monetary policy. 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 strong economic growth becomes more
firmly established. The expected substantial rise in the Federal Reserve rate over
the next few years may 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
would be likely to exert some upward pressure on bond yields in other developed
countries but 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 in the reversal of monetary policy away
from quantitative easing and other credit stimulus measures.

PWLB rates and gilt yields have been experiencing exceptional levels of volatility
that have been highly correlated to geo-political, sovereign debt crisis and
emerging market developments. It is likely that these exceptional levels of volatility
could continue to occur for the foreseeable future.

The overall balance of risks to economic recovery in the UK is to the downside,
particularly in view of the current uncertainty over the final terms of Brexit and the
timetable for its implementation.

Downside Risks

Apart from the above uncertainties, downside risks to current forecasts for UK gilt
yields and PWLB rates currently include:

o Monetary policy action by the central banks of major economies reaching its
limit of effectiveness and failing to stimulate significant sustainable growth, combat
the threat of deflation and reduce high levels of debt in some countries, combined
with a lack of adequate action from national governments to promote growth
through structural reforms, fiscal policy and investment expenditure.



o Major national polls:

o  The Iltalian constitutional referendum on 4 December 2016 resulted in a ‘No’
vote which led to the resignation of Prime Minister Renzi. This means that Italy
needs to appoint a new government.

o Spain has a minority government with only 137 seats out of 350 after already
having had two inconclusive general elections in 2015 and 2016. This is potentially
highly unstable.

o Dutch general election 15 March 2017,

French presidential election April/May 2017,

French National Assembly election June 2017;

German Federal election August — October 2017.

o O O

A resurgence of the Eurozone sovereign debt crisis, with Greece being a
particular problem, and stress arising from disagreement between EU countries on
free movement of people and how to handle a huge influx of immigrants and
terrorist threats

o Weak capitalisation of some European banks, especially Italian banks.

o Geopolitical risks in Europe, the Middle East and Asia, causing a significant
increase in safe haven flows.

o UK economic growth and increases in inflation are weaker than currently
anticipated.

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

Upside Risks

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

o UK inflation rising to significantly higher levels than in the wider EU and in the
US, causing an increase in the inflation premium in gilt yields.

o A rise in US Treasury yields as a result of Federal Reserve funds rate
increases and rising inflation expectations in the USA, dragging UK gilt yields
upwards.

o The pace and timing of increases in the Federal Reserve 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.

o A downward revision to the UK’s sovereign credit rating undermining investor
confidence in holding sovereign debt (gilts).



