
Appendix E 

 

COMMENTARY ON PROSPECTS FOR INTEREST RATES PROVIDED BY LINK 
ASSET SERVICES IN JANUARY 2020 

 

The Council has appointed Link Asset Services as its treasury advisor and part of their 
service is to assist the Council to formulate a view on interest rates. The following table 
gives our central view. 
 

 
 

The above forecasts have been based on an assumption that there is an agreed deal 
on Brexit, including agreement on the terms of trade between the UK and EU, at some 
point in time. The result of the general election has removed much uncertainty around 
this major assumption.  However, it does not remove uncertainty around whether 
agreement can be reached with the EU on a trade deal within the short time to 
December 2020, as the prime minister has pledged. 
 
It has been little surprise that the Monetary Policy Committee (MPC) has left Bank 
Rate unchanged at 0.75% so far in 2019 due to the ongoing uncertainty over Brexit 
and the outcome of the general election.  In its meeting on 7 November, the MPC 
became more dovish due to increased concerns over the outlook for the domestic 
economy if Brexit uncertainties were to become more entrenched, and for weak global 
economic growth: if those uncertainties were to materialise, then the MPC were likely 
to cut Bank Rate. However, if they were both to dissipate, then rates would need to 
rise at a “gradual pace and to a limited extent”. Brexit uncertainty has had a dampening 
effect on UK GDP growth in 2019, especially around mid-year. There is still some 
residual risk that the MPC could cut Bank Rate as the UK economy is still likely to only 
grow weakly in 2020 due to continuing uncertainty over whether there could effectively 
be a no deal Brexit in December 2020 if agreement on a trade deal is not reached with 
the EU. Until that major uncertainty is removed, or the period for agreeing a deal is 
extended, it is unlikely that the MPC would raise Bank Rate.  
 

Bond yields / PWLB rates.  There has been much speculation during 2019 that the 
bond market has gone into a bubble, as evidenced by high bond prices and remarkably 
low yields.  However, given the context that there have been heightened expectations 
that the US was heading for a recession in 2020, and a general background of a 
downturn in world economic growth, together with inflation generally at low levels in 
most countries and expected to remain subdued, conditions are ripe for low bond 
yields.  While inflation targeting by the major central banks has been successful over 
the last thirty years in lowering inflation expectations, the real equilibrium rate for 
central rates has fallen considerably due to the high level of borrowing by consumers: 
this means that central banks do not need to raise rates as much now to have a major 
impact on consumer spending, inflation, etc. This has pulled down the overall level of 

Link Asset Services Interest Rate View

Dec-19 Mar-20 Jun-20 Sep-20 Dec-20 Mar-21 Jun-21 Sep-21 Dec-21 Mar-22 Jun-22 Sep-22 Dec-22 Mar-23

Bank Rate View 0.75 0.75 0.75 0.75 0.75 1.00 1.00 1.00 1.00 1.00 1.25 1.25 1.25 1.25

3 Month LIBID 0.70 0.70 0.70 0.80 0.90 1.00 1.00 1.00 1.10 1.20 1.30 1.30 1.30 1.30

6 Month LIBID 0.80 0.80 0.80 0.90 1.00 1.10 1.10 1.20 1.30 1.40 1.50 1.50 1.50 1.50

12 Month LIBID 1.00 1.00 1.00 1.10 1.20 1.30 1.30 1.40 1.50 1.60 1.70 1.70 1.70 1.70

5yr PWLB Rate 2.30 2.40 2.40 2.50 2.50 2.60 2.70 2.80 2.90 2.90 3.00 3.10 3.20 3.20

10yr PWLB Rate 2.60 2.70 2.70 2.70 2.80 2.90 3.00 3.10 3.20 3.20 3.30 3.30 3.40 3.50

25yr PWLB Rate 3.20 3.30 3.40 3.40 3.50 3.60 3.70 3.70 3.80 3.90 4.00 4.00 4.10 4.10

50yr PWLB Rate 3.10 3.20 3.30 3.30 3.40 3.50 3.60 3.60 3.70 3.80 3.90 3.90 4.00 4.00
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interest rates and bond yields in financial markets over the last thirty years.  We have 
therefore seen over the last year, many bond yields up to ten years in the Eurozone 
actually turn negative. In addition, there has, at times, been an inversion of bond yields 
in the US whereby ten-year yields have fallen below shorter-term yields. In the past, 
this has been a precursor of a recession.  The other side of this coin is that bond prices 
are elevated, as investors would be expected to be moving out of riskier assets i.e. 
shares, in anticipation of a downturn in corporate earnings and so selling out of 
equities.  However, stock markets are also currently at high levels as some investors 
have focused on chasing returns in the context of dismal ultra-low interest rates on 
cash deposits.   
 

During the first half of 2019-20 to 30 September, gilt yields plunged and caused a near 
halving of longer term PWLB rates to completely unprecedented historic low levels.   
There is though, an expectation that financial markets have gone too far in their fears 
about the degree of the downturn in US and world growth. If, as expected, the US only 
suffers a mild downturn in growth, bond markets in the US are likely to sell off and that 
would be expected to put upward pressure on bond yields, not only in the US, but also 
in the UK due to a correlation between US treasuries and UK gilts; at various times 
this correlation has been strong but at other times weak. However, forecasting the 
timing of this, and how strong the correlation is likely to be, is very difficult to forecast 
with any degree of confidence. Changes in UK Bank Rate will also impact on gilt yields. 
 

One potential danger that may be lurking in investor minds is that Japan has become 
mired in a twenty-year bog of failing to get economic growth and inflation up off the 
floor, despite a combination of massive monetary and fiscal stimulus by both the 
central bank and government. Investors could be fretting that this condition might 
become contagious to other western economies. 
 
Another danger is that unconventional monetary policy post 2008, (ultra-low interest 
rates plus quantitative easing), may end up doing more harm than good through 
prolonged use. Low interest rates have encouraged a debt-fuelled boom that now 
makes it harder for central banks to raise interest rates. Negative interest rates could 
damage the profitability of commercial banks and so impair their ability to lend and / 
or push them into riskier lending. Banks could also end up holding large amounts of 
their government’s bonds and so create a potential doom loop. (A doom loop would 
occur where the credit rating of the debt of a nation was downgraded which would 
cause bond prices to fall, causing losses on debt portfolios held by banks and insurers, 
so reducing their capital and forcing them to sell bonds – which, in turn, would cause 
further falls in their prices etc.). In addition, the financial viability of pension funds could 
be damaged by low yields on holdings of bonds. 

The overall longer run future trend is for gilt yields, and consequently PWLB rates, to 

rise, albeit gently.  From time to time, gilt yields, and therefore PWLB rates, can be 

subject to exceptional levels of volatility due to geo-political, sovereign debt crisis, 

emerging market developments and sharp changes in investor sentiment. Such 

volatility could occur at any time during the forecast period.  

In addition, PWLB rates are subject to ad hoc decisions by H.M. Treasury to change 

the margin over gilt yields charged in PWLB rates: such changes could be up or down. 
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It is not clear that if gilt yields were to rise back up again by over 100bps within the 

next year or so, whether H M Treasury would remove the extra 100 bps margin 

implemented on 9.10.19. 

Economic and interest rate forecasting remains difficult with so many influences 

weighing on UK gilt yields and PWLB rates. The above forecasts, (and MPC 

decisions), will be liable to further amendment depending on how economic data and 

developments in financial markets transpire over the next year. Geopolitical 

developments, especially in the EU, could also have a major impact. Forecasts for 

average investment earnings beyond the three-year time horizon will be heavily 

dependent on economic and political developments.  

 
Investment and borrowing rates 
 

 Investment returns are likely to remain low during 2020/21 with little increase in 
the following two years. However, if major progress was made with an agreed 
Brexit, then there is upside potential for earnings. 

 Borrowing interest rates were on a major falling trend during the first half of 2019-
20 but then jumped up by 100 bps on 9.10.19.   The policy of avoiding new 
borrowing by running down spare cash balances has served local authorities 
well over the last few years.  However, the unexpected increase of 100 bps in 
PWLB rates requires a major rethink of local authority treasury management 
strategy and risk management.  Now that the gap between longer term borrowing 
rates and investment rates has materially widened, and in the long term Bank 
Rate is not expected to rise above 2.5%.  

 


