ECONOMIC AND INTEREST OUTLOOK

The economic background and interest rate outlook provided by the Council’s treasury advisor,
Arlingclose Ltd is detailed below. The Council will reappraise its strategy from time to time and, if
needs be, realign it with evolving market conditions and expectations for future interest rates.

Economic Background

The impact on the UK from higher interest rates and inflation, a weakening economic outlook, an
uncertain political climate due to an upcoming general election, together with war in Ukraine and the
Middle East, will be major influences on the Authority’s treasury management strategy for 2024/25.
The Bank of England (BoE) increased Bank Rate to 5.25% in August 2023, before maintaining this
level for the rest of 2023. In December 2023, members of the BoE’s Monetary Policy Committee
voted 6-3 in favour of keeping Bank Rate at 5.25%. The three dissenters wanted to increase rates by
another 0.25%.

The November quarterly Monetary Policy Report (MPR) forecast a prolonged period of weak Gross
Domestic Product (GDP) growth with the potential for a mild contraction due to ongoing weak
economic activity. The outlook for CPI inflation was deemed to be highly uncertain, with upside risks
to CPI falling to the 2% target coming from potential energy price increases, strong domestic wage
growth and persistence in price-setting.

Office for National Statistics (ONS) figures showed CPI inflation was 3.9% in November 2023, down
from a 4.6% rate in the previous month and, in line with the recent trend, lower than expected. The
core CPI inflation rate declined to 5.1% from the previous month’s 5.7%, again lower than predictions.
Looking ahead, using the interest rate path implied by financial markets the BoE expects CPI inflation
to continue falling slowly, but taking until early 2025 to reach the 2% target before dropping below
target during the second half 2025 and into 2026.

ONS figures showed the UK economy contracted by 0.1% between July and September 2023. The
BoE forecasts GDP will likely stagnate through 2024. The BoE forecasts that higher interest rates will
constrain GDP growth, which will remain weak over the entire forecast horizon.

The labour market appears to be loosening, but only very slowly. The unemployment rate rose
slightly to 4.2% between June and August 2023, from 4.0% in the previous 3-month period, but the
lack of consistency in the data between the two periods made comparisons difficult. Earnings growth
has remained strong but has showed some signs of easing; regular pay (excluding bonuses) was up
7.3% over the period and total pay (including bonuses) up 7.2%. Adjusted for inflation, regular pay
was 1.4% and total pay 1.3%. Looking forward, the MPR showed the unemployment rate is expected
to be around 4.25% in the second half of calendar 2023, but then rising steadily over the forecast
horizon to around 5% in late 2025/early 2026.

Having increased its key interest rate to a target range of 5.25-5.50% in August 2023, the US Federal
Reserve appears now to have concluded the hiking cycle. It is likely this level represents the peak in
US rates following a more dovish meeting outcome in December 2023. US GDP grew at an
annualised rate of 4.9% between July and September 2023, ahead of expectations for a 4.3%
expansion and the 2.1% reading for Q2. But the impact from higher rates has started to feed into
economic activity and growth will weaken in 2024. Annual CPI inflation was 3.1% in November.

Eurozone inflation has declined steadily since the start of 2023, falling to an annual rate of 2.4% in
November 2023. Economic growth has been weak and GDP contracted by 0.1% in the three months
to September 2023. In line with other central banks, the European Central Bank has increased rates,
taking its deposit facility, fixed rate tender, and marginal lending rates to 3.75%, 4.25% and 4.50%
respectively.

Credit outlook
Credit default swap (CDS) prices were volatile during 2023, spiking in March on the back of banking
sector contagion concerns following the major events of Silicon Valley Bank becoming insolvent and




the takeover of Credit Suisse by UBS. After then falling back in Q2 of calendar 2023, in the second
half of the year, higher interest rates and inflation, the ongoing war in Ukraine, and now the Middle
East, have led to CDS prices increasing steadily.

On an annual basis, CDS price volatility has so far been lower in 2023 compared to 2022, but this
year has seen more of a divergence in prices between ringfenced (retail) and non-ringfenced
(investment) banking entities once again.

Moody’s revised its outlook on the UK sovereign to stable from negative to reflect its view of restored
political predictability following the volatility after the 2022 mini-budget. Moody’s also affirmed the Aa3
rating in recognition of the UK’s economic resilience and strong institutional framework.

Following its rating action on the UK sovereign, Moody’s revised the outlook on five UK banks to
stable from negative and then followed this by the same action on five rated local authorities.
However, within the same update the long-term ratings of those five local authorities were
downgraded.

There remain competing tensions in the banking sector, on one side from higher interest rates
boosting net income and profitability against another of a weakening economic outlook and likely
recessions that increase the possibility of a deterioration in the quality of banks’ assets.

However, the institutions on our adviser Arlingclose’s counterparty list remain well-capitalised and

their counterparty advice on both recommended institutions and maximum duration remain under
constant review and will continue to reflect economic conditions and the credit outlook.

Interest rate forecast (February 2024)

Although UK inflation and wage growth remain elevated, the Authority’s treasury management
adviser Arlingclose forecasts that Bank Rate has peaked at 5.25%. The Bank of England’s Monetary
Policy Committee will start reducing rates in 2024 to stimulate the UK economy but will be reluctant to
do so until it is sure there will be no lingering second-round effects. Arlingclose sees rate cuts from
Q3 2024 to a low of around 3% by late 2025.

Arlingclose expects long-term gilt yields to be broadly stable at current levels (amid continued
volatility), following the decline in yields towards the end of 2023, which reflects the expected lower
medium-term path for Bank Rate. Yields will remain relatively higher than in the past, due to
guantitative tightening and significant bond supply. As ever, there will undoubtedly be short-term
volatility due to economic and political uncertainty and events.

For the purpose of setting the budget, it has been assumed that new treasury investments will be
made at an average ratelyield of 4.40%, and that new long-term loans will be borrowed at an average
rate of 4.95%.

The economic interest rate outlook provided by the Council’s treasury advisor, Arlingclose Ltd, for
February 2024 is detailed below and is based on the following Underlying Assumptions:

Underlying assumptions:

key UK inflation and wage growth remain elevated but have eased over the past two months fuelling
rate cuts expectations. Near-term rate cuts remain unlikely, although downside risks will increase as
the UK economy likely slides into recession.

The MPC’s message remains unchanged as the Committee seeks to maintain tighter financial
conditions. Monetary policy will remain tight as inflation is expected to moderate to target slowly,
although some wage and inflation measures are below the Bank’s last forecasts.



Despite some deterioration in activity data, the UK economy remains resilient in the face of tighter
monetary policy. Recent data has been soft but mixed; the more timely PMI figures suggest that the
services sector is recovering from a weak Q3. Tighter policy will however bear down on domestic and
external activity as interest rates bite.

Employment demand is easing. Anecdotal evidence suggests slowing recruitment and pay growth, and
we expect unemployment to rise further. As unemployment rises and interest rates remain high,
consumer sentiment will deteriorate. Household and business spending will therefore be weak.

Inflation will fall over the next 12 months. The path to the target will not be smooth, with higher energy
prices and base effects interrupting the downtrend at times. The MPC’s attention will remain on
underlying inflation measures and wage data. We believe policy rates will remain at the peak for another
10 months, or until the MPC is comfortable the risk of further ‘second-round’ effects has diminished.

Maintaining monetary policy in restrictive territory for so long, when the economy is already struggling,
will require significant loosening in the future to boost activity.

Global bond yields will remain volatile. Markets are currently running with expectations of near-term US
rate cuts, fuelled somewhat unexpectedly by US policymakers themselves. Term premia and bond
yields have experienced a marked decline. It would not be a surprise to see a reversal if data points do
not support the narrative, but the current 10-year yield appears broadly reflective of a lower medium-
term level for Bank Rate.

There is a heightened risk of fiscal policy and/or geo-political events causing substantial volatility in
yields.
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PWLB Standard Rate = Gilt yield + 1.00%

PWLB Certainty Rate = Gilt yield + 0.80%

PWLB HRA Rate = Gilt yield + 0.40%

UK Infrastructure Bank Rate = Gilt yield + 0.40%

Forecast:
The MPC held Bank Rate at 5.25% in February.

The MPC will cut rates in the medium term to stimulate the UK economy but will be reluctant to do so
until it is sure there will be no lingering second-round effects. We see rate cuts from Q3 2024 to a low
of around 3% by late 2025.



The Risks around Bank Rate are initially balanced before shifting to the downside due to on-going soft
UK economic activity and the resulting dampening effects on inflation. Upside risks to inflation remain
but the likelihood of further rises in Bank Rate are low.

Long-term gilt yields have moved higher since the start of the year, largely due to stronger US data.
Arlingclose’s central case is for yields to be volatile around a relatively narrow range,



