Appendix 2

INTEREST RATES FORECASTS

The Council has appointed Link Group as its treasury advisors and part of their service is to
assist the Council to formulate a view on interest rates. The PWLB rate forecasts below are
based on the Certainty Rate (the standard rate minus 20 bps) which has been accessible to
most authorities since 1st November 2012.

The latest forecast on 27th September sets out a view that both short and long-dated interest
rates will be elevated for some little while, as the Bank of England seeks to squeeze inflation
out of the economy, whilst the government is providing a package of fiscal loosening to try
and protect households and businesses from the ravages of ultra-high wholesale gas and
electricity prices. The increase in PWLB rates reflects a broad sell-off in sovereign bonds
internationally but more so the disaffection investors have with the position of the UK public
finances after September’s “fiscal event’. To that end, the MPC has tightened short-term
interest rates with a view to trying to slow the economy sufficiently to keep the secondary
effects of inflation — as measured by wage rises — under control, but its job is that much
harder now.

Inflation hit a 40 year high in October of 11.1% up from 10.1% in September.

The Council’s treasury advisor, Link Group, provided the following forecasts on 27t September 2022 (PWLB
rates are certainty rates, gilt yields plus 80bps):

Link Group Interest Rate View 27.09.22

Dec-22 Mar-23 Jun-23 Sep-23 Dec-23 Mar-24 Jun-24 Sep-24 Dec-24 Mar-25 Jun-25 Sep-25

BANK RATE 400 500 500 500 450 400 375 325 300 275 275 250
3 month ave earnings 450 500 500 500 450 400 3.8 330 3.00 280 2.80 250
6 month ave earnings 4.70 520 5.10 500 460 410 3.90 340 3.10 3.00 29 260

12 month ave earnings 530 530 520 500 470 420 400 350 320 310 3.00 270

5yr PWLB 500 490 470 450 420 39 370 350 340 330 320 3.20

10 yr PWLB 490 470 460 430 410 380 360 350 340 330 320 3.20

25 yr PWLB 510 490 480 450 430 410 390 370 3.60 360 3.50 3.40

50 yr PWLB 480 460 450 420 400 380 360 340 330 330 320 3.0

Additional notes by Link on this forecast table: -

e [IBOR and LIBID rates ceased at the end of 2021. In a continuation of our previous
forecasts, our money market yield forecasts are based on expected average
earnings by local authorities for 3 to 12 months.

e Our forecasts for average earnings are averages i.e., rates offered by individual
banks may differ significantly from these averages, reflecting their different needs for
borrowing short term cash at any one point in time.

A SUMMARY OVERVIEW OF THE FUTURE PATH OF BANK RATE

* Our central forecast for interest rates was previously updated on 9th August 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 but the
“fiscal event” has complicated the picture for the MPC, who will now need to double-
down on counteracting inflationary pressures stemming from the government’s
widespread fiscal loosening.

* Further down the road, we anticipate the Bank of England will be keen to loosen
monetary policy when the worst of the inflationary pressures are behind us — but that



timing will be 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.

The CPI measure of inflation will peak at close to 10.4% in November 2022. Despite
the cost-of-living squeeze that is still taking shape, the Bank will want to see evidence
that wages are not spiralling upwards in what is evidently a very tight labour market.
Regarding the “provisional” plan to sell £10bn of gilts back into the market each quarter,
this is still timetabled to take place but not until October at earliest.

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 the on-going conflict between Russia and Ukraine. (More recently,
the heightened tensions between China/Taiwan/US also have the potential to have a
wider and negative economic impact.)

On the positive side, consumers are still estimated to be sitting on over £160bn of excess
savings left over from the pandemic so that will cushion some of the impact of the above
challenges. However, most of those are held by more affluent households whereas
lower income families already spend nearly all their income on essentials such as food,
energy and rent/mortgage payments.

PWLB RATES

The vyield curve has shifted upwards since our August update and PWLB 5 to 50 years
Certainty Rates are, generally, in the range of 4.25% to 5.75%. The yield curve is
currently inverted.

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 poor inflation outlook but markets are volatile and
further whipsawing of gilt yields across the whole spectrum of the curve is possible.

The balance of risks to the UK economy: -

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: -

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, rising gilt yields).

The Bank of England acts too quickly, or too far, over the next two years to raise Bank
Rate and causes UK economic growth, and increases in inflation, to be weaker than we
currently anticipate.

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.

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.

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

The Bank of England is too slow in its pace and strength of increases in Bank Rate and,
therefore, allows inflationary pressures to build up too strongly and for a longer period
within the UK economy, which then necessitates an even more rapid series of increases
in Bank Rate faster than we currently expect.



The Government acts too quickly to cut taxes and/or increases expenditure in the light
of the cost-of-living squeeze.

The pound weakens because of the UK’s growing borrowing requirement resulting in
investors pricing in a risk premium for holding UK sovereign debt.

Longer term US treasury yields continue to rise strongly and pull gilt yields up even
higher than currently forecast.
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