Appendix 2

INTEREST RATES FORECASTS

The Authority has appointed Link Group as its treasury advisors and part of their service is
to assist the Authority 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 1 November 2012.

Our latest forecast on 28 May sets out a view that short, medium and long-dated interest
rates will fall back over the next year or two, although there are upside risks in respect of
the stickiness of inflation and a continuing tight labour market, as well as the size of gilt
issuance.

Our PWLB rate forecasts below are based on the Certainty Rate (the standard rate minus
20 bps, calculated as gilts plus 80bps) which has been accessible to most authorities since
1 November 2012.

Link Group Interest Rate View 28.05.24

Dec-24 Mar-25 Jun-25 Sep-25 Dec-25 Mar-26 Jun-26 Sep-26 Dec-26 Mar-27

BANK RATE 4.50 4.00 3.50 3.25 3.25 3.25 3.25 3.00 3.00 3.00
3 month ave earnings 4.50 4.00 3.50 3.30 3.30 3.30 3.30 3.00 3.00 3.00
6 month ave earnings 4.40 3.90 3.50 3.30 3.30 3.30 3.30 3.10 3.10 3.20

12 month ave earnings 4.30 3.80 3.50 3.40 3.40 3.40 3.40 3.20 3.30 3.40

5yr PWLB 4.50 4.30 4.10 4.00 3.90 3.90 3.90 3.90 3.90 3.80

10 yr PWLB 4.60 4.40 4.30 4.10 4.10 4.10 4.00 4.00 4.00 3.90

25 yr PWLB 5.00 4.80 4.70 4.50 4.50 4.40 4.40 4.40 4.30 4.30

50 yr PWLB 4.80 4.60 4.50 4.30 4.30 4.20 4.20 4.20 4.10 4.10

Economics Update
e The third quarter of 2024 (July to September) saw:

- GDP growth stagnating in July following downwardly revised Q2 figures (0.5% q/q)

- A further easing in wage growth as the headline 3myy rate (including bonuses) fell
from 4.6% in June to 4.0% in July;

- CPI inflation hitting its target in June before edging above it to 2.2% in July and
August;

- Core CPl inflation increasing from 3.3% in July to 3.6% in August;

- The Bank of England initiating its easing cycle by lowering interest rates from 5.25%
to 5.0% in August and holding them steady in its September meeting;

- 10-year gilt yields falling to 4.0% in September.

e The economy’s stagnation in June and July points more to a mild slowdown in GDP
growth than a sudden drop back into a recession. Moreover, the drop in September’s
composite activity Purchasing Managers Index, from 53.8 in August to 52.9, was still
consistent with GDP growth of 0.3%-0.4% for the summer months. This is in line with
the Bank of England’s view, and it was encouraging that an improvement in
manufacturing output growth could be detected, whilst the services PMI balance
suggests non-retail services output grew by 0.5% g/q in Q3. Additionally, the services
PMI future activity balance showed an uptick in September, although readings after the
Chancellor's announcements at the Budget on 30th October will be more meaningful.



The 1.0% m/m jump in retail sales in August was stronger than the consensus forecast
for a 0.4% m/m increase. The rise was reasonably broad based, with six of the seven
main sub sectors recording monthly increases, though the biggest gains came from
clothing stores and supermarkets, which the ONS reported was driven by the warmer-
than-usual weather and end of season sales. As a result, some of that strength is
probably temporary.

The government’s plans to raise public spending by around £16bn a year (0.6% GDP)
have caused concerns that a big rise in taxes will be announced in the Budget, which
could weaken GDP growth in the medium-term. However, if taxes are raised in line with
spending (i.e., by £16bn) that would mean the overall stance of fiscal policy would be
similar to the previous government'’s plan to reduce the budget deficit. Additionally, rises
in public spending tend to boost GDP by more than increases in taxes reduce it. Our
colleagues at Capital Economics suggest GDP growth will hit 1.2% in 2024 before
reaching 1.5% for both 2025 and 2026.

The further easing in wage growth will be welcomed by the Bank of England as a sign
that labour market conditions are continuing to cool. The 3myy growth rate of average
earnings fell from 4.6% in June to 4.0% in July. On a three-month annualised basis,
average earnings growth eased from 3.0% to 1.8%, its lowest rate since December 2023.
Excluding bonuses, the 3myy rate fell from 5.4% to 5.1%.

Other labour market indicators also point to a further loosening in the labour market. The
59,000 fall in the alternative PAYE measure of the number of employees in August
marked the fourth fall in the past five months. And the 77,000 decline in the three months
to August was the biggest drop since November 2020. Moreover, the number of
workforce jobs fell by 28,000 in Q2. The downward trend in job vacancies continued too.
The number of job vacancies fell from 872,000 in the three months to July to 857,000 in
the three months to August. That leaves it 34% below its peak in May 2022, and just 5%
above its pre-pandemic level. Nonetheless, the Bank of England is still more concerned
about the inflationary influence of the labour market rather than the risk of a major
slowdown in labour market activity.

CPl inflation stayed at 2.2% in August, but services inflation rose from a two-year low of
5.2% in July to 5.6%, significantly above its long-run average of 3.5%. Food and fuel
price inflation exerted some downward pressure on CPI inflation, but these were offset
by the wupward effects from rising furniture/household equipment inflation,
recreation/culture inflation and a surprisingly large rise in airfares inflation from -10.4%
in July to +11.9% in August. As a result, core inflation crept back up from 3.3% to 3.6%.
CPl inflation is also expected to rise in the coming months, potentially reaching 2.9% in
November, before declining to around 2.0% by mid-2025.

The Bank initiated its loosening cycle in August with a 25bps rate cut, lowering rates from
5.25% to 5.0%. In its September meeting, the Bank, resembling the ECB more than the
Fed, opted to hold rates steady at 5.0%, signalling a preference for a more gradual
approach to rate cuts. Notably, one Monetary Policy Committee (MPC) member (Swati
Dhingra) voted for a consecutive 25bps cut, while four members swung back to voting to
leave rates unchanged. That meant the slim 5-4 vote in favour of a cut in August shifted
to a solid 8-1 vote in favour of no change.

Looking ahead, CPlI inflation will likely rise in the coming months before it falls back to its
target of 2.0% in mid-2025. The increasing uncertainties of the Middle East may also
exert an upward pressure on inflation, with oil prices rising in the aftermath of Iran’s
missile attack on Israel on 1 October. China’s recent outpouring of new fiscal support


https://www.capitaleconomics.com/publications/uk-economics-focus/post-election-uk-economic-landscape

measures in the latter stages of September has also added to the upshift in broader
commaodity prices, which, in turn, may impact on global inflation levels and thus monetary
policy decisions. Despite these recent developments, our central forecast is still for rates
to fall to 4.5% by the end of 2024 with further cuts likely throughout 2025. This is in line
with market expectations, however, although a November rate cut still looks likely,
December may be more problematic for the Bank if CPI inflation spikes towards 3%. In
the second half of 2025, though, we think a more marked easing in inflation will prompt
the Bank to speed up, resulting in rates eventually reaching 3.0%, rather than the 3.25-
3.50% currently priced in by financial markets.

Our forecast is next due to be updated around mid-November following the 30 October
Budget, 5 November US presidential election and the 7 November MPC meeting and the
release of the Bank of England Quarterly Monetary Policy Report.

Looking at gilt movements in the first half of 2024/25, and you will note the 10-year gilt
yield declined from 4.32% in May to 4.02% in August as the Bank’s August rate cut
signalled the start of its loosening cycle. Following the decision to hold the Bank Rate at
5.0% in September, the market response was muted, with the 10-year yield rising by
only Sbps after the announcement. This likely reflected the fact that money markets had
priced in a 25% chance of a rate cut prior to the meeting. The yield had already increased
by about 10bps in the days leading up to the meeting, driven in part by the Fed's "hawkish
cut" on 18 September. There is a possibility that gilt yields will rise near-term as UK
policymakers remain cautious due to persistent inflation concerns, before declining in the
longer term as rates fall to 3.0%.

The FTSE 100 reached a peak of 8,380 in the third quarter of 2024, but its performance
is firmly in the shade of the US S&P500, which has breached the 5,700 threshold on
several occasions recently. Its progress, however, may pause for the time being whilst
investors wait to see who is elected the next US President, and how events in the Middle
East (and Ukraine) unfold. The catalyst for any further rally (or not) is likely to be the
degree of investors’ faith in Al.

MPC meetings: 9 May, 20 June, 1 August, 19 September 2024

On 9 May, the Bank of England’s Monetary Policy Committee (MPC) voted 7-2 to keep
Bank Rate at 5.25%. This outcome was repeated on 20t June.

However, by the time of the August meeting, there was a 5-4 vote in place for rates to
be cut by 25bps to 5%. However, subsequent speeches from MPC members have
supported Governor Bailey’s tone with its emphasis on “gradual” reductions over time.

Markets thought there may be an outside chance of a further Bank Rate reduction in
September, following the 50bps cut by the FOMC, but this came to nothing.

Nonetheless, November still looks most likely to be the next month to see a rate cut to
4.75% but, thereafter, inflation and employment data releases, as well as geo-political
events, are likely to be the determinant for what happens in the remainder of 2024/25
and into 2025/26.
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