APPENDIX 1

2015/16 ECONOMIC BACKGROUND

Growth and Inflation: The UK economy slowed in 2015 with GDP growth falling to 2.3% from a robust
3.0% the year before. CPI inflation hovered around 0.0% through 2015 with deflationary spells in April,
September and October. The prolonged spell of low inflation was attributed to the continued collapse
in the price of oil from $67 a barrel in May 2015 to just under $28 a barrel in January 2016, the
appreciation of sterling since 2013 pushing down import prices and weaker than anticipated wage
growth resulting in subdued unit labour costs. CPI picked up to 0.3% year/year in February, but this
was still well below the Bank of England’s 2% inflation target. The labour market continued to improve
through 2015 and in Q1 2016, the latest figures (Jan 2016) showing the employment rate at 74.1% (the
highest rate since comparable records began in 1971) and the unemployment rate at a 12 year low of
5.1%. Wage growth has however remained modest at around 2.2% excluding bonuses, but after a long
period of negative real wage growth (i.e. after inflation) real earnings were positive and growing at their
fastest rate in eight years, boosting consumers’ spending power.

Global influences: The slowdown in the Chinese economy became the largest threat to the South
East Asian region, particularly on economies with a large trade dependency on China and also to
prospects for global growth as a whole. The effect of the Chinese authorities’ intervention in their
currency and equity markets was temporary and led to high market volatility as a consequence. There
were falls in prices of equities and risky assets and a widening in corporate credit spreads. As the global
economy entered 2016 there was high uncertainty about growth, the outcome of the US presidential
election and the consequences of June’s referendum on whether the UK is to remain in the EU.
Between February and March 2016 sterling had depreciated by around 3%, a significant proportion of
the decline reflecting the uncertainty surrounding the referendum resuilt.

UK Monetary Policy: The Bank of England’s MPC (Monetary Policy Committee) made no change to
policy, maintaining the Bank Rate at 0.5% (in March it entered its eighth year at 0.5%) and asset
purchases (Quantitative Easing) at £375bn. In its Inflation Reports and monthly monetary policy
meeting minutes, the Bank was at pains to stress and reiterate that when interest rates do begin to rise
they were expected to do so more gradually and to a lower level than in recent cycles.

Improvement in household spending, business fixed investment, a strong housing sector and solid
employment gains in the US allowed the Federal Reserve to raise rates in December 2015 for the first
time in nine years to take the new Federal funds range to 0.25%-0.50%. Despite signalling four further
rate hikes in 2016, the Fed chose not to increase rates further in Q1 and markets pared back
expectations to no more than two further hikes this year.

However central bankers in the Eurozone, Switzerland, Sweden and Japan were forced to take policy
rates into negative territory. The European Central Bank also announced a range of measures to inject
sustained economic recovery and boost domestic inflation which included an increase in asset
purchases (Quantitative Easing).

Market reaction: From June 2015 gilt yields were driven lower by the a weakening in Chinese growth,
the knock-on effects of the fall in its stock market, the continuing fall in the price of oil and commodities
and acceptance of diminishing effectiveness of central bankers’ unconventional policy actions. Added
to this was the heightened uncertainty surrounding the outcome of the UK referendum on its continued
membership of the EU as well as the US presidential elections which culminated in a significant volatility
and in equities and corporate bond yields.

10-year gilt yields moved from 1.58% on 31/03/2015 to a high of 2.19% in June before falling back and
ending the financial year at 1.42%. The pattern for 20-year gilts was similar, the yield rose from 2.15%
in March 2015 to a high of 2.71% in June before falling back to 2.14% in March 2016. The FTSE All
Share Index fell 7.3% from 3664 to 3395 and the MSCI World Index fell 5.3% from 1741 to 1648 over
the 12 months to 31 March 2016.



