Appendix 1 — Economic Commentary and outlook provided by Arlingclose (8/7/20)

External Context

Economic background: The UK’s exit from the European Union took a back seat during the first quarter of
2020/21 as the global economic impact from coronavirus took centre stage. Part of the measures taken to
stop the spread of the pandemic included the government implementing a nationwide lockdown in late March
which effectively shut down almost the entire UK economy. These measures continued throughout most of
the quarter with only some easing of restrictions at the end of May and into June.

Bank Rate was maintained at 0.1% despite some speculation that the Bank of England’s Monetary Policy
Committee (MPC) might cut further and some MPC members also suggesting that negative rates are part of
the Bank’s policy tools. In June the Bank increased the asset purchase scheme by £100 billion, taking the
recent round of QE to £300bn and total QE to £745 billion.

At the same time, the government also implemented a range of fiscal stimulus measures totalling over £300
billion which had been announced in March and designed to dampen the effect of the pandemic on the
labour market.

GDP growth contracted by 2.2% in Q1 (Jan-Mar) 2020 pushing the annual growth rate down to -1.6%. The
lockdown only came into force on 23" March, and the markets are braced for a dire set of growth data for
Q2. In April UK GDP fell 20.4% month-on-month. On the back of the 5.8% month-on-month fall in March,
this means economic output fell by 25% compared to its pre-coronavirus peak in February 2020.

The headline rate of UK Consumer Price Inflation UK Consumer Price Inflation fell to 1.2% y/y in May, further
below the Bank of England’s 2% target.

In the three months to June, labour market data remained largely unchanged on the previous quarter. This is
likely due to the government’s furlough scheme as more than a quarter of the UK workforce was estimated to
be supported by it. The ILO unemployment rate remained unchanged at 3.9% while the employment rate fell
to 76.4%. However, employers will have to contribute towards furlough payments from August and the
scheme is due to stop at the end of October; unemployment is expected to rise as a result.

The US economy contracted at an annualised rate of 5.0% in Q1 2020. The Federal Reserve maintained the
Fed Funds rate at between 0% and 0.25% while the US government announced a $2 trillion fiscal stimulus
package. Relations between the US and China, which had briefly improved when Phase 1 of the trade
agreement was signed in January, deteriorated over the quarter.

With little room to move on interest rates, the European Central Bank maintained interest rates at 0% and
the rate on the deposit facility (which banks may use to make overnight deposits with the Eurosystem) at -
0.5% and announced a further huge, open-ended commitment to buy €600bn of bonds under its Pandemic
Emergency Purchase Programme (PEPP) which can be reinvested out to 2022. This lifted the ECB’s total
bond buying support package to €1.35trillion.

Financial markets: After selling off sharply in March, equity markets started recovering in April and while still
down on their pre-crisis levels, the Dow Jones and FTSE 100 and 250 have made up around half of the
losses. Measures implemented by central banks and governments continue to maintain some degree of
general investor confidence, however volatility remains.

Ultra-low interest rates and the flight to quality continued to keep gilts yields low over the period with the yield
on some short-dated government bonds turning negative. The 5-year UK benchmark gilt yield dropped from
0.18% at the beginning of April 2020 to -0.06% on 30" June. The 10-year benchmark qilt yield fell from
0.31% to 0.14% over the same period, and the 20-year from 0.69% to 0.52%. 1-month, 3-month and 12-
month bid rates averaged 0.04%, 0.28% and 0.44% respectively over the quarter.

Over the quarter (April-June), the yield on 2-year US treasuries fell from 0.24% to 0.20% while that on yield
on 10-year treasuries fell from 0.63% to 0.61%. German bund yields remain negative.

Credit review: After rising sharply in late March, credit default swap spreads slowly eased over the quarter



but remained above their pre-crisis levels.

Fitch downgraded the UK sovereign rating to AA- in March which was followed by a number of actions on UK
and also non-UK banks from early April onwards. This included revising the outlook on all banks on the
counterparty list to negative, with the exception of Barclays Bank, Rabobank, Handelsbanken and Nordea
Bank which were placed on Rating Watch Negative, as well as downgrading Close Brothers’ long-term rating
to A-. Network Rail Infrastructure and LCR Finance’s long-term ratings were downgraded from AA to AA-.
HSBC Bank and HSBC UK Bank were the exceptions however, with Fitch upgrading their long-term ratings
to AA-.

Fitch affirmed the ratings of Canadian banks but revised their outlook to negative. The agency also
downgraded the long- and short-term ratings of Australia’s four largest banking groups. It upgraded the
long-term deposit rating of both Bayerische Landesbank and Landesbank Baden-Wuerttemberg (LBBW) but
downgraded the viability ratings, and revised outlooks to negative. Fitch later placed three Singapore banks
on Rating Watch Negative.

S&P also took action on a range of UK and European banks, affirming their ratings but revising their outlook
downwards due to the economic consequences of COVID-19. Moody’s downgraded the long-term rating of
Nationwide BS from Aa3 to A1l and S&P downgraded the long- and short-term ratings of HSBC Bank PLC
and HSBC UK Bank PLC to A+ and A-1 respectively

In May, Fitch and S&P downgraded TfL’s long-term rating to A+ from AA- after the 95% reduction in tube and
train fares which make up 47% of TfL’'s revenue. However, the UK government agreed to a £1.6 billion
support package which will help ease some of the stress TfL faces.

As the extent of the losses that banks and building societies will suffer due to the impact from the
coronavirus epidemic remains uncertain but is expected to be substantial, in early June following
Arlingclose’s stress testing of the institutions on the counterparty list using bail-in analysis, a number of UK
banks and building societies were suspended from the counterparty list for unsecured deposits. Although
much better capitalised than before the 2007-09 financial crisis, under the current economic circumstances
these entities were suspended for reasons of prudence. For those remaining on the list, the duration advice
remains up to 35 days.

Qutlook for the remainder of 2020/21

The medium-term global economic outlook is very weak. While containment measures taken by national
governments in response to coronavirus are being eased, it is likely to be some time before demand
recovers to pre-crisis levels due to rises in unemployment, the on-going need for virus control measures and
the impact on consumer/business confidence.

The responses from the Bank of England, HM Treasury as well as other central banks and governments
have been significant and will act to support the recovery when it occurs, by keeping financial conditions
stable and many businesses solvent/employees employed than would otherwise have been the case. There
will be an economic bounce in the second half of the year, as businesses currently dormant begin
production/supply services once more.

However, the scale of the economic shock to demand and the probable on-going social distancing measures
necessary before a vaccine is produced will mean that the subsequent pace of recovery is limited.

Arlingclose expects Bank Rate to remain at the current 0.10% level and additional monetary loosening in the
near future through further financial asset purchases (QE). While the Arlingclose central case for Bank Rate
is no change, further cuts to Bank Rate to zero or even into negative territory cannot be ruled out.

Downside risks remain in the near term, as households and businesses react to an unprecedented set of
economic circumstances.



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

Official Bank Rate

Upside risk 0.00 0.00 0.00 0.000 0,00 0.5 0.15 0.15 0.15 0.30] 0.30 0.30
Arlingclose Central Case 0.10 0.10 0.10 0.10 0.10 0.10 0.10 0.10, 0.10{ 0.10f 0.10, 0.10
Downside risk -0.35 -0.35| -0.35 -0.35| -0.35| -0.35| -0.35/ -0.35| -0.35| -0.35 -0.35| -0.35

Gilt yields are expected to remain very low in the medium term. Some shorter-term gilt yields will remain
around zero until either the Bank expressly rules out negative Bank Rate or growth prospects improve.



