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 ongoing impact on the UK from the war in Ukraine, together with higher inflation, higher interest
rates, uncertain government policy, and a deteriorating economic outlook, will be major influences on
the Authority’s treasury management strategy for 2023/24.

The Bank of England (BoE) increased Bank Rate by 0.5% to 3.5% in December 2022. This followed
a 0.75% rise in November which was the largest single rate hike since 1989 and the ninth successive
rise since December 2021. The December decision was voted for by a 6-3 majority of the Monetary
Policy Committee (MPC), with two dissenters voting for a no-change at 3% and one for a larger rise
of 0.75%.

The November quarterly Monetary Policy Report (MPR) forecast a prolonged but shallow recession in
the UK with CPI inflation remaining elevated at over 10% in the near-term. While the projected peak
of inflation is lower than in the August report, due in part to the government’s support package for
household energy costs, inflation is expected remain higher for longer over the forecast horizon and
the economic outlook remains weak, with unemployment projected to start rising.

The UK economy contracted by 0.3% between July and September 2022 according to the Office for
National Statistics, and the BoE forecasts Gross Domestic Product (GDP) will decline 0.75% in the
second half of the calendar year due to the squeeze on household income from higher energy costs
and goods prices. Growth is then expected to continue to fall throughout 2023 and the first half of
2024.

CPl inflation is expected to have peaked at around 11% in the last calendar quarter of 2022 and then
fall sharply to 1.4%, below the 2% target, in two years’ time and to 0% in three years’ time if Bank
Rate follows the path implied by financial markets at the time of the November MPR (a peak of
5.25%). However, the BoE stated it considered this path to be too high, suggesting that the peak in
interest rates will be lower, reducing the risk of inflation falling too far below target. Market rates have
fallen since the time of the November MPR.

The labour market remains tight for now, with the most recent statistics showing the unemployment
rate was 3.7%. Earnings were up strongly in nominal terms by 6.1% for both total pay and for regular
pay but factoring in inflation means real pay for both measures was -2.7%. Looking forward, the
November MPR shows the labour market weakening in response to the deteriorating outlook for
growth, leading to the unemployment rate rising to around 6.5% in 2025.

Interest rates have also been rising sharply in the US, with the Federal Reserve increasing the range
on its key interest rate by 0.5% in December 2022 to 4.25%-4.5%. This rise follows four successive
0.75% rises in a pace of tightening that has seen rates increase from 0.25%-0.50% in March 2022.
Annual inflation has been slowing in the US but remains above 7%. GDP grew at an annualised rate
of 3.2% (revised up from 2.9%) between July and September 2022, but with official interest rates
expected to rise even further in the coming months, a recession in the region is widely expected at
some point during 2023.

Inflation rose consistently in the Euro Zone since the start of the year, hitting a peak annual rate of
10.6% in October 2022, before declining to 10.1% in November. Economic growth has been
weakening with an upwardly revised expansion of 0.3% (from 0.2%) in the three months to
September 2022. As with the UK and US, the European Central Bank has been on an interest rate
tightening cycle, pushing up its three key interest rates by 0.50% in December, following two
consecutive 0.75% rises, taking its main refinancing rate to 2.5% and deposit facility rate to 2.0%.



Credit outlook

Credit default swap (CDS) prices have generally followed an upward trend throughout 2022,
indicating higher credit risk. They have been boosted by the war in Ukraine, increasing economic and
political uncertainty and a weaker global and UK outlook, but remain well below the levels seen at the
beginning of the Covid-19 pandemic.

CDS price volatility was higher in 2022 compared to 2021 and the divergence in prices between
ringfenced (retail) and non-ringfenced (investment) banking entities has emerged once again.
The weakening economic picture during 2022 led the credit rating agencies to reflect this in their
assessment of the outlook for the UK sovereign as well as several local authorities and financial
institutions, revising them from to negative from stable.

There are competing tensions in the banking sector which could impact bank balance sheet strength
going forward. The weakening economic outlook and likely recessions in many regions increase the
possibility of a deterioration in the quality of banks’ assets, while higher interest rates provide a boost
to net income and profitability.

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 (December 2022)

The Authority’s treasury management adviser Arlingclose forecasts that Bank Rate will continue to
rise in 2022 and 2023 as the Bank of England attempts to subdue inflation which is significantly
above its 2% target.

While interest rate expectations reduced during October and November 2022, multiple interest rate
rises are still expected over the forecast horizon despite looming recession. Arlingclose expects Bank
Rate to rise to 4.25% by June 2023 under its central case, with the risks in the near- and medium-
term to the upside should inflation not evolve as the Bank forecasts and remains persistently higher.

Yields are expected to remain broadly at current levels over the medium-term, with 5-, 10- and 20-
year gilt yields expected to average around 3.5%, 3.5%, and 3.85% respectively over the 3-year
period to December 2025. The risks for short, medium and longer-term yields are judged to be
broadly balanced over the forecast horizon. As ever, there will undoubtedly be short-term volatility
due to economic and political uncertainty and events.

For setting the budget, it has been assumed that new treasury investments will be made at an
average ratelyield of 3.72%, and that new long-term loans will be borrowed at an average rate of
5.69%.

The economic interest rate outlook provided by the Council’s treasury advisor, Arlingclose Ltd, for
December 2022 is detailed below and is based on the following Underlying Assumptions:

Underlying assumptions:

The influence of the mini-budget on rates and yields continues to wane following the more responsible
approach shown by the new incumbents of Downing Street.

Volatility in global markets continues, however, as investors seek the extent to which central banks are
willing to tighten policy, as evidence of recessionary conditions builds. Investors have been more willing
to price in the downturn in growth, easing financial conditions, to the displeasure of policymakers. This
raises the risk that central banks will incur a policy error by tightening too much.

The UK economy is already experiencing recessionary conditions and recent GDP and PMI data
suggests the economy entered a technical recession in Q3 2022. The resilience shown by the economy
has been surprising, despite the downturn in business activity and household spending. Lower demand
should bear down on business pricing power—recent data suggests the UK has passed peak inflation.



The lagged effect of the sharp tightening of monetary policy, and the lingering effects of the mini-budget
on the housing market, widespread strike action, alongside high inflation, will continue to put pressure
on household disposable income and wealth. The short-to medium-term outlook for the UK economy
remains bleak.

Demand for labour appears to be ebbing, but not quickly enough in the official data for most MPC
policymakers. The labour market remains the bright spot in the economy and persisting employment
strength may support activity, although there is a feeling of borrowed time. The MPC focus is on nominal
wage growth, despite the huge real term pay cuts being experienced by the vast majority. Bank Rate
will remain relatively high(er) until both inflation and wage growth declines.

Global bond yields remain volatile as investors price in recessions even as central bankers push back
on expectations for rate cuts in 2023. The US labour market remains tight, and the Fed wants to see
persistently higher policy rates, but the lagged effects of past hikes will depress activity more
significantly to test the Fed’s resolve.

While the BoE appears to be somewhat more dovish given the weak outlook for the UK economy, the
ECB seems to harbour (worryingly) few doubts about the short term direction of policy. Gilt yields will
be broadly supported by both significant new bond supply and global rates expectations due to hawkish
central bankers, offsetting the effects of declining inflation and growth.

Current Mar-23 Jun-23 Sep-23 Dec-23 Mar-24 Jun-24 Sep-24 Dec-24 Mar-25 Jun-25 Sep-25 Dec-25
Official Bank Rate
Upside risk 0.00 0.50 0.75 1.00 1.00 1.00 1.25 1.50 1.75 1.50 1.25 1.25 1.25
Arlingclose Central Case 3.50 4.00 4.25 4.25 4.25 4.25 4.00 3.75 3.50 3.25 3.25 3.25 3.25
Downside risk 0.00 0.50 0.75 0.75 0.75 0.75 0.75 1.00 1.00 1.00 1.00 1.00 1.00
3-month money market rate
Upside risk 0.00 0.50 0.75 1.00 1.00 1.00 1.25 1.50 1.75 1.50 1.25 1.25 1.25
Arlingclose Central Case 3.00 4.40 4.40 4.40 4.35 4.30 4.25 4.00 3.75 3.50 3.40 3.40 3.40
Downside risk 0.00 0.50 0.75 0.75 0.75 0.75 0.75 1.00 1.00 1.00 1.00 1.00 1.00
Syr gilt yield
Upside risk 0.00 0.70 0.80 0.90 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00
Arlingclose Central Case 3.43 3.60 3.80 3.80 3.80 3.70 3.60 3.50 3.40 3.30 3.30 3.30 3.30
Downside risk 0.00 0.80 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00
10yr gilt yield
Upside risk 0.00 0.70 0.80 0.90 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00
Arlingclose Central Case 3.47 3.50 3.60 3.60 3.60 3.60 3.50 3.50 3.50 3.50 3.50 3.50 3.50
Downside risk 0.00 0.80 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00
20yr gilt yield
Upside risk 0.00 0.70 0.80 0.90 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00
Arlingclose Central Case 3.86 3.85 3.85 3.85 3.85 3.85 3.85 3.85 3.85 3.85 3.85 3.85 3.85
Downside risk 0.00 0.80 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00
50yr gilt yield
Upside risk 0.00 0.70 0.80 0.90 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00
Arlingclose Central Case 3.46 3.60 3.60 3.60 3.60 3.60 3.60 3.60 3.60 3.60 3.60 3.60 3.60
Downside risk 0.00 0.80 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00 1.00

PWLB Standard Rate (Maturity Loans) = Gilt yield + 1.00%
PWLB Certainty Rate (Maturity Loans) = Gilt yield + 0.80%

Forecast:

The MPC raised Bank Rate by 50bps to 3.5% in December as expected, with signs that some members
believe that 3% is restrictive enough. However, a majority of members think further increases in Bank
Rate might be required. Arlingclose continues to expect Bank Rate to peak at 4.25%, with further 25bps
rises in February, March and May 2023.

The MPC will cut rates in the medium term to stimulate a stuttering UK economy but will be reluctant
to do so until wage growth eases. We see rate cuts in the first half of 2024.

Arlingclose expects gilt yields to remain broadly steady over the medium term, although with continued
volatility across shorter time periods.

BoE bond sales and high government borrowing will provide further underlying support for yields.



