
APPENDIX 1

2015/16 ECONOMIC BACKGROUND

1. External Economic Performance Q1 and Q2
As the year began, economic data was largely overshadowed by events in Greece. Markets’ 
attention centered on the never-ending Greek issue stumbled from turmoil to crisis, running 
the serious risk of a disorderly exit from the Euro. The country’s politicians and the 
representatives of the 'Troika' of its creditors -  the European Commission (EC), the 
European Central Bank (ECB) and the International Monetary Fund (IMF) – barely saw eye 
to eye. Greece failed to make a scheduled repayment to the IMF on 30th June, in itself not a 
default until the IMF’s Managing Director declares it so. Prime Minister Tsipras blindsided 
Greece’s creditors by calling a referendum on 5th July on reform proposals which by then 
were off the table anyway. The European Central Bank froze liquidity assistance provided to 
Greek banks and capital controls within the country severely restricted individuals’ and 
corporates’ access to cash.
On 12th July, following a weekend European Union Summit, it was announced that the terms 
for a third bailout of Greece had been reached. The deal amounting to €86 billion was agreed 
under the terms that Greece would see tax increases, pension reforms and privatisations; the 
very reforms Tsipras had vowed to resist. This U-turn saw a revolt within the ruling Syriza 
party and on 27th August, Alexis Tsipras resigned from his post as Prime Minster of Greece 
after just eight months in office by calling a snap election, held on 20th September. This 
gamble paid off as Tsipras led his party to victory once again, although a coalition with the 
Independent Greeks was needed for a slim parliamentary majority. That government must 
now continue with the unenviable task of guiding Greece through the continuing economic 
crisis – the Greek saga is far from over.
The summer also saw attention shift towards China as the Shanghai composite index 
(representing China’s main stock market), which had risen a staggering 50%+ since the 
beginning of 2015, dropped by 43% in less than three months with a reported $3.2 trillion loss 
to investors, on the back of concerns over growth and after regulators clamped down on 
margin lending activity in an effort to stop investors borrowing to invest and feeding the stock 
market bubble. Chinese authorities intensified their intervention in the markets by halting 
trading in many stocks in an attempt to maintain market confidence. They surprised global 
markets in August as the People’s Bank of China changed the way the yuan is fixed each 
day against the US dollar and allowed an aggressive devaluation of the currency. This sent 
jitters through Asian, European and US markets impacting currencies, equities, commodities, 
oil and metals. On 24th August, Chinese stocks suffered their steepest one-day fall on 
record, driving down other equity markets around the world and soon becoming known as 
another ‘Black Monday’. Chinese stocks have recovered marginally since and are trading 
around the same level as the start of the year. Concerns remain about slowing growth and 
potential deflationary effects.
UK Economy: The economy has remained resilient over the last six months. Although 
economic growth slowed in Q1 2015 to 0.4%, year/year growth to March 2015 was a 
relatively healthy 2.7%. Q2 2015 GDP growth bounced back and was confirmed at 0.7%, with 
year/year growth showing slight signs of slowing, decreasing to 2.4%. GDP has now 
increased for ten consecutive quarters, breaking a pattern of slow and erratic growth from 
2009. The annual rate for consumer price inflation (CPI) briefly turned negative in April, falling 
to -0.1%, before fluctuating between 0.0% and 0.1% over the next few months. In the August 
Quarterly Inflation Report, the Bank of England projected that GDP growth will continue 
around its average rate since 2013. The Bank of England’s projections for inflation remained 



largely unchanged from the May report with them expecting inflation to gradually increase to 
around 2% over the next 18 months and then remain there in the near future. Further 
improvement in the labour market saw the ILO unemployment rate for the three months to 
July fall to 5.5%. In the September report, average earnings excluding bonuses for the three 
months to July rose 2.9% year/year. 
The outcome of the UK general election, largely fought over the parties’ approach to dealing 
with the consequences of the structural deficit and the pace of its removal, saw some very 
big shifts in the political landscape and put the key issue of the UK’s relationship with the EU 
at the heart of future politics.
The US economy slowed to 0.6% in Q1 2015 due to bad weather, spending cuts by energy 
firms and the effects of a strong dollar. However, Q2 GDP showed a large improvement at a 
twice-revised 3.9% (annualised). This was largely due to a broad recovery in corporate 
investment alongside a stronger performance from consumer and government spending and 
construction and exports. With the Fed’s decision on US interest rate dependent upon data, 
GDP is clearly supportive. However it is not as simple as that and the Fed are keen to see 
inflation rise alongside its headline economic growth and also its labour markets. The 
Committee decided not to act at its September meeting as many had been anticipating but 
have signalled rates rising before the end of the year. 
Market reaction: Equity markets initially reacted positively to the pickup in the expectations 
of global economic conditions, but were tempered by the breakdown of creditor negotiations 
in Greece. China led stock market turmoil around the globe in August, with the FTSE 100 
falling by around 8% overnight on ‘Black Monday’. Indices have not recovered to their 
previous levels but some improvement has been seen. Government bond markets were quite 
volatile with yields rising (i.e. prices falling) initially as the risks of deflation seemingly abated. 
Thereafter yields fell on the outcome of the UK general election and assisted by reappraisal 
of deflationary factors, before rising again. Concerns around China saw bond yields dropping 
again through August and September. Bond markets were also distorted by the size of the 
European Central Bank’s QE programme, so large that it created illiquidity in the very 
markets in which it needed to acquire these bonds, notably German government bonds 
(bunds) where yields were in negative territory.
Outlook for Q3 and Q4
Our advisors, Arlingclose, expectation for the first rise in the Bank Rate (base rate) remains 
the second calendar quarter of 2016. The pace of interest rate rises will be gradual and the 
extent of rises limited. The appropriate level for Bank Rate for the post-crisis UK economy is 
likely to be lower than the previous norm. We would suggest this is between 2.0% and 
3.0%. There is also sufficient momentum in the US economy for the Federal Reserve to raise 
interest rates in 2015, although risks of issues from China could possibly push this back.
The weak global environment and resulting low inflation expectations are likely to dampen 
long term interest rates. We project gilt yields will follow a shallow upward path in the medium 
term, with continuing concerns about the Eurozone, and other geo-political events, weighing 
on risk appetite, while inflation expectations remain subdued. The uncertainties surrounding 
the timing of UK and US interest rate rises, and the Chinese stock market-led turmoil, are 
likely to prompt short term volatility in gilt yields.  


