Appendix 1

Commentary by Link Asset Services on The Economy & Interest Rates

The first quarter of 2023/24 saw:
- A0.2% m/mrise in real GDP in April, partly due to fewer strikes;

- CPl inflation falling from 10.1% to 8.7% in April, before remaining at 8.7% in May. This was
the highest reading in the G7;

- Core CPlinflation rise in both April and May, reaching a new 31-year high of 7.1%;

- A tighter labour market in April, as the 3myy growth of average earnings rose from 6.1% to
6.5%;

- Interest rates rise by a further 75bps over the quarter, taking Bank Rate from 4.25% to 5.00%;
- 10-year gilt yields nearing the “mini-Budget” peaks, as inflation surprised to the upside.

The economy has weathered the drag from higher inflation better than was widely expected. The
0.2% m/m rise in real GDP in April, following March’s 0.3% m/m contraction will further raise hopes
that the economy will escape a recession this year. Some of the strength in April was due to fewer
strikes by train workers and teachers in that month. Moreover, some of the falls in activity in other
areas in April were probably temporary too. Strikes by junior doctors and civil servants contributed
to the fall in health output (0.9% m/m) and the meagre 0.1% m/m increase in public administration.

The fall in the composite Purchasing Managers Index (PMI) from 54.0 in May to a three-month low
of 52.8 in June (>50 points to expansion in the economy, <50 points to contraction) was worse than
the consensus forecast of 53.6. Both the services and manufacturing PMIs fell. The decline in the
services PMI was bigger (from 55.2 to 53.7), but it remains consistent with services activity
expanding by an annualised 2%. The fall in the manufacturing PMI was smaller (from 47.1 to 46.2),
but it is consistent with the annual rate of manufacturing output falling from -0.8% in April to around
-5.0%. At face value, the composite PMI points to the 0.1% g/q rise in GDP in Q1 2023 being
followed by a 0.2% q/q gain in Q2 2023.

Meanwhile, the 0.3% m/m rise in retail sales volumes in May was far better than the consensus
forecast of a 0.2% m/m decline and followed the robust 0.5% m/m rise in April. Some of the rise
was due to the warmer weather. Indeed, the largest move was a 2.7% m/m jump in non-store sales,
due to people stocking up on outdoor-related goods. But department stores also managed to
squeeze out a 0.6% m/m rise in sales and the household goods sub-sector enjoyed a reasonable
performance too. Overall, the figures were far better than analysts had expected. In addition, the
GfK measure of consumer confidence rebounded from -27 to a 17-month high of -24 in June.

The recent resilience of the economy has been due to a confluence of factors including the
continued rebound in activity after the pandemic, households spending some of their pandemic
savings, and the tight labour market and government handouts both supporting household incomes.
That said, as government support fades, real household incomes are unlikely to grow rapidly.
Furthermore, higher interest rates will mean GDP is likely to contract later this year. Our central
assumption is that inflation will drop to the 2.0% target only if the Bank triggers a recession by
raising rates from 5.00% now to at least 5.5% and keeps rates there until at least mid-2024. Our
colleagues at Capital Economics estimate that around 60% of the drag on real activity from the rise
in rates has yet to bite, and the drag on the quarterly rate of real GDP growth over the next year
may be about 0.2ppts bigger than over the past year.

The labour market became tighter over the quarter and wage growth reaccelerated. Labour demand
was stronger than the consensus had expected. The three-month change in employment rose from
+182,000 in March to +250,000 in April. Meanwhile, labour supply continued to recover as the size
of the labour force grew by 303,000 in the three months to April. That was supported by a further
140,000 decline in inactivity as people returned to work from retirement and caring responsibilities
(while inactivity due to long-term sick continued to rise). But it was not enough to offset the big rise
in employment, which meant the unemployment rate fell from 3.9% to 3.8%

The tighter labour market supported wage growth in April, although the 9.7% rise in the National
Living Wage on 1st April (compared to the 6.6% increase in April last year) probably had a lot to do
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with it too. The 3myy rate of average earnings growth reaccelerated from 6.1% to 6.5% (consensus
6.1%) and UK wage growth remains much faster than in the US and the Euro-zone. In addition,
regular private sector wage growth increased from 7.1% 3myy to 7.6%, which left it well above the
Bank’s forecast for it to fall below 7.0%. Overall, the loosening in the labour market appears to have
stalled in April and regular private sector wage growth was well above the Bank’s forecast.

CPI inflation stayed at 8.7% in May (consensus 8.4%) and, perhaps more worryingly, core CPI
inflation rose again, from 6.8% to a new 31-year high of 7.1%. The rise in core inflation built on the
leap from 6.2% in March to 6.8% and means it is accelerating in the UK while it is slowing in the
US and the Euro-zone (both fell to 5.3%). A further decline in fuel inflation, from -8.9% to -13.1%,
and the second fall in food inflation in as many months, from 19.3% to 18.7%, explained why overall
CPl inflation didn’t rise. And the scheduled fall in the average annual utility price from £2,500 to
£2,074 on 1st July means overall CPI inflation will probably ease in the coming months. But the
problem is that the recent surge in core inflation and the reacceleration in wage growth shows that
domestic inflationary pressures are still strengthening.

This suggests the Bank may have more work to do than the Fed or ECB. Indeed, the Bank of
England sounded somewhat hawkish in the June meeting. This came through most in the MPC'’s
decision to step up the pace of hiking from the 25bps at the previous two meetings. The 7-2 vote,
with only two members voting to leave rates unchanged at 4.50%, revealed support for stepping up
the fight against high inflation.

That said, the Bank has not committed to raising rates again or suggested that 50bps rises are now
the norm. What it did say was that “the scale of the recent upside surprises in official estimates of
wage growth and services CPI inflation suggested a 0.5 percentage point increase in interest rates
was required at this particular meeting”. Moreover, the Committee did not strengthen its forward
guidance that any further rate hikes would be conditional on the data. However, it looks highly
probable, given the on-going strength of inflation and employment data, that the Bank will need to
raise rates to at least 5.5% and to keep rates at their peak until the mid-point of 2024. We still think
it is only a matter of time before the rise in rates weakens the economy sufficiently to push it into
recession. That is why instead of rising to between 6.00%-6.25%, as is currently priced in by
markets, we think rates are more likely to peak between 5.50-6.00%. Our forecast is also for rates
to be cut in the second half of 2024, and we expect rates to then fall further than markets are pricing
in.

Growing evidence that UK price pressures are becoming increasingly domestically generated has
driven up market interest rate expectations and at one point pushed the 10-year gilt yield up to
4.49% in late June, very close to its peak seen after the “mini-budget”. Yields have since fallen
slightly back to 4.38%. But growing expectations that rates in the UK will remain higher for longer
than in the US mean they are still more than 70 bps above US yields. While higher interest rates
are priced into the markets, the likely dent to the real economy from the high level of interest rates
is not. That's why we think there is scope for market rate expectations to fall back in 2024 and why
we expect the 10-year PWLB Certainty Rate to drop back from ¢5.20% to 5.00% by the end of this
year and to 4.20% by the end of 2024.

The pound strengthened from $1.24 at the start of April to a one-year high at $1.26 in early May,
which was partly due to the risks from the global banking issues being seen as a bigger problem
for the US than the UK. The pound then fell back to $1.23 at the end of May, before rising again to
$1.28 in the middle of June as the strong core CPI inflation data released in June suggested the
Bank of England was going to have to raise rates more than the Fed or ECB in order to tame
domestic inflation. However, sterling’s strong run may falter because more hikes in the near term
to combat high inflation are likely to weaken growth (and, hopefully, at some point inflation too) to
such a degree that the policy rate will probably be brought back down, potentially quite quickly, as
the economic cycle trends downwards decisively. This suggests that additional rate hikes are
unlikely to do much to boost the pound.

In early April, investors turned more optimistic about global GDP growth, pushing up UK equity
prices. But this period of optimism appears to have been short-lived. The FTSE 100 has fallen by
4.8% since 215t April, from around 7,914 to 7,553, reversing part of the 7.9% rise since 17" March.
Despite the recent resilience of economic activity, expectations for equity earnings have become a
bit more downbeat. Nonetheless, further down the track, more rate cuts than markets anticipate
should help the FTSE 100 rally.
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MPC meetings 11th May and 22nd June 2023

e On 11t May, the Bank of England’s Monetary Policy Committee (MPC) increased Bank Rate by 25
basis points to 4.50%, and on 22" June moved rates up a further 50 basis points to 5.00%. Both
increases reflected a split vote — seven members voting for an increase and two for none.

¢ Nonetheless, with UK inflation significantly higher than in other G7 countries, the MPC will have a
difficult task in convincing investors that they will be able to dampen inflation pressures anytime
soon. Talk of the Bank’s inflation models being “broken” is perhaps another reason why gilt
investors are demanding a premium relative to US and Euro-zone bonds, for example.

o Of course, what happens outside of the UK is also critical to movement in gilt yields. The US FOMC
has already hiked short-term rates to a range of 5.00%-5.25%, but a further increase is pencilled in
for July, whilst the ECB looks likely to raise its Deposit rate at least once more to a peak of 3.75%,
with upside risk of higher to come.

A SUMMARY OVERVIEW OF THE FUTURE PATH OF BANK RATE

e Our central forecast for interest rates was previously updated on 25" May and reflected a view
that the MPC would be keen to further demonstrate its anti-inflation credentials by delivering a
succession of rate increases. This has happened to a degree, especially as it moved to a more
aggressive 0.5% hike in June but, with inflation remaining elevated, we anticipate that Bank
Rate will need to increase to at least 5.5%, if not higher, to sufficiently slow the UK economy
and loosen the labour market.

e Moreover, we also still anticipate the Bank of England will be keen to loosen monetary policy
when the worst of the inflationary pressures are behind us — but timing on this will remain one
of fine judgment: cut too soon, and inflationary pressures may well build up further; cut too late
and any downturn or recession may be prolonged. Our current judgment is that rates will have
to increase and stay at their peak until the second quarter of 2024 as a minimum.

e In the upcoming months, our forecasts will be guided not only by economic data releases and
clarifications from the MPC over its monetary policies and the Government over its fiscal
policies, but also international factors such as policy development in the US and Europe, the
provision of fresh support packages to support the faltering recovery in China as well as the
on-going conflict between Russia and Ukraine and whether there are any further implications
for Russia itself following the recent aborted mutiny by the Wagner group.

e Onthe positive side, consumers are still estimated to be sitting on excess savings left over from
the pandemic, which could cushion some of the impact of the above challenges and may be
the reason why the economy is performing somewhat better at this stage of the economic cycle
than may have been expected. However, most of those excess savings are held by more
affluent people whereas lower income families already spend nearly all their income on
essentials such as food, energy and rent/mortgage payments.

PWLB RATES

e Gilt yield curve movements have shifted upwards, especially at the shorter end of the yield
curve since our previous forecast but remain relatively volatile. PWLB 5 to 50 years Certainty
Rates are, generally, in the range of 4.90% to 5.60%.

o We view the markets as having built in, already, nearly all the effects on gilt yields of the likely
increases in Bank Rate and the elevated inflation outlook.

The balance of risks to the UK economy: -
e The overall balance of risks to economic growth in the UK is to the downside.

Downside risks to current forecasts for UK gilt yields and PWLB rates include: -
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e Labour and supply shortages prove more enduring and disruptive and depress economic activity
(accepting that in the near-term this is also an upside risk to inflation and, thus, the rising gilt yields
we have seen of late).

o The Bank of England increases Bank Rate too fast and too far over the coming months, and
subsequently brings about a deeper and longer UK recession than we currently anticipate.

o UK/EU trade arrangements — if there was a major impact on trade flows and financial services due
to complications or lack of co-operation in sorting out significant remaining issues.

o Geopolitical risks, for example in Ukraine/Russia, China/Taiwan/US, Iran, North Korea and Middle
Eastern countries, which could lead to increasing safe-haven flows.

¢ Abroadening of banking sector fragilities, which have been successfully addressed in the near-
term by central banks and the market generally, but which may require further intervention if short-
term interest rates stay elevated for longer than is anticipated.

Upside risks to current forecasts for UK gilt yields and PWLB rates: -

o Despite the recent tightening by 0.5%, the Bank of England proves too timid in its pace and
strength of increases in Bank Rate and, therefore, allows inflationary pressures to remain elevated
for a longer period within the UK economy, which then necessitates Bank Rate staying higher for
longer than we currently project.

e The pound weakens because of a lack of confidence in the UK Government’s fiscal policies,
resulting in investors pricing in a risk premium for holding UK sovereign debt.

e Longer-term US treasury yields rise strongly if inflation remains more stubborn than the market
currently anticipates, pulling gilt yields up higher consequently.

o Projected gilt issuance, inclusive of natural maturities and QT, could be too much for the markets
to comfortably digest without higher yields compensating.



