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Annex 8b

Interest Rate Forecasts & Economic Background

The Council has appointed Sector Treasury Services as treasury adviser to the Council. Part of their service is to assist the Council in formulating a view on interest rates.  The following tables give a variety of City forecasts including the Sector central view. The tables follow the convention used by H.M. Treasury in its budget reports where the years relate to calendar, not financial years. The forecast within the strategy statement has been informed by these sources and the Treasury Management Strategy Team’s own view.

Sector interest rate forecast – 6 December 2008
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Capital Economics interest rate forecast – 18 December 2008
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UBS interest rate forecast – 12 December 2008
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Economic Background 

Introduction

The sub prime crisis of early 2008 was succeeded by the banking crisis of autumn 2008.  The world banking system came near to collapse and governments around the world were forced to recapitalise and rescue their major banks.  The resulting shortage of lending from banks anxious to preserve capital led to economic forecasts being sharply reduced and recession priced into markets.  This in turn led to sharp falls in oil and other commodity prices with the result that inflation, which in the UK was running at over 5%, was short lived and recession fears drove interest rate sentiment and policy.  

International

Early in 2008 the US economy was being badly affected by the housing market slump.  Interest rates in the US were at 3% and inflation was being dragged higher by the unstoppable rise in commodity prices.  The European Central Bank (ECB) was very concerned about rising inflation and less about the state of the economy. 

The second quarter of 2008/09 was torn between inflation worries on the one hand, with oil rising towards $150 per barrel, and the deteriorating economic outlook on the other.

In the second and third quarters of the year the financial crisis erupted and escalated as the world became aware of the extent of the sub-prime fiasco and the impact it was having on institutions that had invested in these issues.

In September Fannie Mae/Freddie Mac (the mortgage banks) and AIG, the insurance giant, had to be bailed out by the US Federal Government.  Then in mid September, Lehman Bros., the investment bank, was allowed to fail.  This triggered a domino effect with other banks and financial institutions having to be rescued or supported by governments around the world.

After the collapse into receivership of the Icelandic banks in early October, other countries then started to feel the strain and a number had to approach the IMF for support.  Eventually the Asian economies were affected, including India and China, and it became clear that the crisis had become a global one and no country was insulated from it.  

The financial crisis had therefore precipitated an economic crisis and there was a co-ordinated global interest rate cut with the US Federal Reserve Board (Fed), ECB and Bank of England’s Monetary Policy Committee (MPC) all cutting rates by 50bp on 8 October.  The Fed subsequently cut rates again by 50bp to 1% on 29 October in an attempt to stave off the oncoming recession.  On 4 November the USA elected Barack Obama as President with little immediate financial impact.  The ECB reduced rates again on 6 November by 50bp and by its biggest ever cut of 75bp on 4 December. On 16 December the Fed cut rates again to almost zero (between 0% and 0.25%)

UK

Growth (GDP) was already slowing in 2008 from 2007 before the full impact of the credit crunch was felt.  Earlier in 2008 GDP was 2.3% whereas in the autumn the figure fell back to -0.3% and was then expected to continue to be negative going into 2009.  Wage inflation remained relatively subdued as the Government kept a firm lid on public sector pay.  Private sector wage growth was kept in check by the slowing economy.  Growth slowed across the economy and unemployment rose throughout the year with forecasts of 2 million unemployed by the end of the financial year and continuing to increase thereafter through 2010.  Notwithstanding the pressures on household finances consumer spending still continued at a reasonable rate although the trend was slowing as the year progressed.

Bank lending came to a virtual standstill in the autumn as the credit crunch tightened its grip and various banks internationally had to be rescued, or supported, by their governments.  The Government and Bank of England supplied massive amounts of liquidity to the banking market in an attempt to reignite longer interbank lending.  The Government took action in September to either supply finance itself to recapitalise some of the major clearing banks or to require the others to strengthen their capital ratios by their own capital raising efforts.  This was so that these banks would be seen to have sufficient reserves to last through the coming recession with its inevitable increase in bad loans etc.  

The housing market also came to a virtual standstill as lenders demanded larger deposits and higher fees.  House sales and prices both dropped sharply.  Government finances deteriorated as income from taxation dropped as the economy slowed and the cost of the bailout of the banks was added to the deficit.  U.K. equity prices declined sharply in the 3d and 4th quarters as the impending recession was priced into the markets.  Prices hit five year lows and volatility was extremely high.

The story of 2008 has been the credit crunch, the banking crisis and the change in economic outlook from slow growth to outright recession.  After the initial concerns about the impact of the credit crunch in the earlier part of 2008 it appeared as though the storm had been weathered.  The MPC had been very concerned about CPI inflation, which had been rising sharply on the back of higher commodity and food prices.  Bank Rate reached a peak of 5.75% in July 2007 after which cuts of 0.25% occurred in December 2007 and February and April 2008 before the major cuts in the autumn. The economic data had been indicating a slowing economy for some while but it was not sufficiently weak to force the MPC into another cut.  It was the strength of the banking crisis, pre-empted by the collapse of Lehmans in New York that eventually drove the MPC to cut interest rates by 50bp (to 4.5%) on October 8th in concert with the Federal Reserve, the ECB and other central banks.  It was then appreciated that the economic downturn would be much more severe than previously thought and interest rates were subsequently slashed by 150bps to 3.00% on 6 November and by a further 100bps to 2.00% on 4 December.

The LIBOR spread over Bank Rate has also been a feature, and a concern, of 2008/09.  Because of the credit fears and the reluctance of lenders to place cash for long periods 3 month LIBOR (this is the London Inter Bank Offer Rate – the rate at which banks will lend to one another) has been substantially higher than Bank Rate.  This has meant that the MPC’s power over monetary policy has been eroded by the widening of this spread between LIBOR and Bank Rate and it has therefore had a limited ability to bring relief to hard pressed borrowers through lower interest rates.  However, the power of the Government over the semi nationalised clearing banks has had considerable impact in enforcing pro rata reductions to the 150 bps Bank Rate cut in November on some borrowing rates.

The Government has abandoned its ‘golden rule’.  The pre Budget Report on 14 November revealed the Government’s plans for a huge increase in Government borrowing over coming years as a result of falling tax revenues and also due to tax cuts and increases in Government expenditure in the short term designed to help stimulate economic growth to counter the recession.
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