
Appendix A

The Economy and Interest Rates  (Capita update April 2016)

Market expectations for the first increase in Bank Rate moved considerably during 2015/16, 
starting at quarter 3 2015 but soon moving back to quarter 1 2016.   However, by the end of the 
year, market expectations had moved back radically to quarter 2 2018 due to many fears 
including concerns that China’s economic growth could be heading towards a hard landing; the 
potential destabilisation of some emerging market countries particularly exposed to the Chinese 
economic slowdown; and the continuation of the collapse in oil prices during 2015 together with 
continuing Eurozone growth uncertainties. 

These concerns have caused sharp market volatility in equity prices during the year with 
corresponding impacts on bond prices and bond yields due to safe haven flows.  Bank Rate, 
therefore, remained unchanged at 0.5% for the seventh successive year.  Economic growth 
(GDP) in 2015/16 has been disappointing with growth falling steadily from an annual rate of 2.9% 
in quarter 1 2015 to 2.1% in quarter 4.

The sharp volatility in equity markets during the year was reflected in sharp volatility in bond 
yields.  However, the overall dominant trend in bond yields since July 2015 has been for yields to 
fall to historically low levels as forecasts for inflation have repeatedly been revised downwards 
and expectations of increases in central rates have been pushed back.  In addition, a notable 
trend in the year was that several central banks introduced negative interest rates as a measure 
to stimulate the creation of credit and hence economic growth.  

The European Central Bank commenced a full blown quantitative easing programme of 
purchases of Eurozone government and other bonds starting in March at €60bn per month.  This 
put downward pressure on Eurozone bond yields.  There was a further increase in this 
programme of QE in December 2015. 

As for America, the economy has continued to grow healthily on the back of resilient consumer 
demand.  The first increase in the central rate occurred in December 2015 since when there has 
been a return to caution as to the speed of further increases due to concerns around the risks to 
world growth.

The UK elected a majority Conservative Government in May 2015, removing one potential 
concern but introducing another due to the promise of a referendum on the UK remaining part of 
the EU. The government maintained its tight fiscal policy stance but the more recent downturn in 
expectations for economic growth has made it more difficult to return the public sector net 
borrowing to a balanced annual position within the period of this parliament.  


