APPENDIX 1

2013/14 ECONOMIC BACKGROUND

At the beginning of the 2013-14 financial year markets were concerned about lacklustre growth in the
Eurozone, the UK and Japan. Lack of growth in the UK economy, the threat of a ‘triple-dip’ alongside
falling real wages (i.e. after inflation) and the paucity of business investment were a concern for the Bank of
England’s Monetary Policy Committee. Only two major economies — the US and Germany — had growth
above pre financial crisis levels, albeit these were still below trend. The Eurozone had navigated through a
turbulent period for its disparate sovereigns and the likelihood of a near-term disorderly collapse had
significantly diminished. The US government had just managed to avoid the fiscal cliff and a technical
default in early 2013, only for the problem to re-emerge later in the year.

With new Governor Mark Carney at the helm, the Bank of England unveiled forward guidance in August
pledging to not consider raising interest rates until the ILO unemployment rate fell below the 7% threshold.
In the Bank’s initial forecast, this level was only expected to be reached in 2016. Although the Bank
stressed that this level was a threshold for consideration of rate increase rather an automatic trigger,
markets began pricing in a much earlier rise than was warranted and, as a result, gilt yields rose
aggressively.

The recovery in the UK surprised with strong economic activity and growth. Q4 2014 GDP showed year-on-
year growth of 2.7%. Much of the improvement was down to the dominant service sector, and an increase
in household consumption buoyed by the pick-up in housing transactions which were driven by higher
consumer confidence, greater availability of credit and strengthening house prices which were partly
boosted by government initiatives such as Help-to-Buy. However, business investment had yet to recover
convincingly and the recovery was not accompanied by meaningful productivity growth. Worries of a
housing bubble were tempered by evidence that net mortgage lending was up by only around 1% annually.

CPI fell from 2.8% in March 2013 to 1.7% in February 2014, the lowest rate since October 2009, helped
largely by the easing commodity prices and discounting by retailers, reducing the pressure on the Bank to
raise rates. Although the fall in unemployment (down from 7.8% in March 2013 to 7.2% in January 2014)
was faster than the Bank of England or indeed many analysts had forecast, it hid a stubbornly high level of
underemployment. Importantly, average earnings growth remained muted and real wage growth (i.e. after
inflation) was negative. In February the Bank stepped back from forward guidance relying on a single
indicator — the unemployment rate — to more complex measures which included spare capacity within the
economy. The Bank also implied that when official interest rates were raised, the increases would be
gradual — this helped underpin the ‘low for longer interest rate outlook despite the momentum in the
economy.

The Office of Budget Responsibility’s 2.7% forecast for economic growth in 2014 forecast a quicker fall in
public borrowing over the next few years. However, the Chancellor resisted the temptation to spend some
of the proceeds of higher economic growth. In his 2013 Autumn Statement and the 2014 Budget, apart
from the rise in the personal tax allowance and pension changes, there were no significant giveaways and
the coalition’s austerity measures remained on track.

The Federal Reserve’s then Chairman Ben Bernanke’s announcement in May that the Fed's quantitative
easing (QE) programme may be ‘tapered’ caught markets by surprise. Investors began to factor in not just
an end to QE but also rapid rises in interest rates. ‘Tapering’ (a slowing in the rate of QE) began in
December 2013. By March 2014, asset purchases had been cut from $75bn to $55bn per month with
expectation that QE would end by October 2014. This had particular implications for global markets which
had hitherto benefited from, and got very accustomed to, the high levels of global liquidity afforded by QE.
The impact went further than a rise in the dollar and higher US treasury bond yields. Gilt yields also rose as
a consequence and emerging markets, which had previously benefited as investors searched for yield
through riskier asset, suffered large capital outflows in December and January.



With the Eurozone struggling to show sustainable growth, the European Central Bank cut main policy
interest rates by 0.25% to 0.25% and the deposit rate to zero. Markets were disappointed by the lack of
action by the ECB despite CPI inflation below 1% and a looming threat of deflation. Data pointed to an
economic slowdown in China which, alongside a weakening property market and a highly leveraged
shadow banking sector, could prove challenging for its authorities.

Russia’s annexation of the Ukraine in March heightened geopolitical tensions and risk. The response from
the West which began with sanctions against Russia which is the second largest gas producer in the world
and which supplies nearly 30% of European natural gas needs and is also a significant supplier of crude oil
— any major disruption to their supply would have serious ramifications for energy prices.

Gilt Yields and Money Market Rates: Gilt yields ended the year higher than the start in April. The peak in
yields was during autumn 2013. The biggest increase was in 5-year gilt yields which increased by nearly
1.3% from 0.70% to 1.97%. 10-year qilt yields rose by nearly 1% ending the year at 2.73%. The increase
was less pronounced for longer dated gilts; 20-year yields rose from 2.74% to 3.37% and 50-year yields
rose from 3.23% to 3.44%.

3-month, 6-month and 12-month Libid rates remained at levels below 1% through the year.



