Appendix A
Arlingclose Economic Commentary

UK inflation remained stubbornly high over much of the period compared to the US
and euro zone, keeping expectations elevated of how much further the Bank of
England (BoE) would hike rates compared to those regions. However, inflation data
published in the latter part of the period undershot expectations, causing financial
markets to reassess the peak in BoE Bank Rate. This was followed very soon after
by the BoE deciding to keep Bank Rate on hold at 5.25% in September, against
expectation for another 0.25% rise.

Economic growth in the UK remained relatively weak over the period. In calendar Q2
2023, the economy expanded by 0.2%. However, monthly GDP data showed a 0.5%
contraction in July, the largest fall to date in 2023 and worse than the 0.2% decline
predicted which could be an indication the monetary tightening cycle is starting to
cause recessionary or at the very least stagnating economic conditions.

July data showed the unemployment rate increased to 4.3% (3mth/year) while the
employment rate rose to 75.5%. Pay growth was 8.5% for total pay (including
bonuses) and 7.8% for regular pay, which for the latter was the highest recorded
annual growth rate. Adjusting for inflation, pay growth in real terms were positive at
1.2% and 0.6% for total pay and regular pay respectively.

Inflation continued to fall from its peak as annual headline CPI declined to 6.7% in
July 2023 from 6.8% in the previous month against expectations for a tick back up to
7.0%. The largest downward contribution came from food prices. The core rate also
surprised on the downside, falling to 6.2% from 6.9% compared to predictions for it
to only edge down to 6.8%.

The Bank of England’s Monetary Policy Committee continued tightening monetary
policy over most of the period, taking Bank Rate to 5.25% in August. Against
expectations of a further hike in September, the Committee voted 5-4 to maintain
Bank Rate at 5.25%. Each of the four dissenters were in favour of another 0.25%
increase.

Financial market Bank Rate expectations moderated over the period as falling
inflation and weakening data gave some indication that higher interest rates were
working. Expectations fell from predicting a peak of over 6% in June to 5.5% just
ahead of the September MPC meeting, and to then expecting 5.25% to be the peak
by the end of the period.

Following the September MPC meeting, Arlingclose, the Council’s treasury advisor,
modestly revised its interest forecast to reflect the central view that 5.25% will now
be the peak in Bank Rate. In the short term the risks are to the upside if inflation



increases again, but over the remaining part of the time horizon the risks are to the
downside from economic activity weakening more than expected.

The lagged effect of monetary policy together with the staggered fixed term
mortgage maturities over the next 12-24 months means the full impact from Bank
Rate rises are still yet to be felt by households. As such, while consumer confidence
continued to improve over the period, the GfK measure hit -21 in September, it is
likely this will reverse at some point. Higher rates will also impact business and
according to S&P/CIPS survey data, the UK manufacturing and services sector
contracted during the quarter with all measures scoring under 50, indicating
contraction in the sectors.

Having completed a review of its credit advice on unsecured deposits at UK and
non-UK banks following concerns of a wider financial crisis after the collapse of
Silicon Valley Bank purchase of Credit Suisse by UBS, as well as other well-
publicised banking sector issues, in March Arlingclose reduced the advised
maximum duration limit for all banks on its recommended counterparty list to 35
days. This stance continued to be maintained at the end of the period.

Arlingclose continued to monitor and assess credit default swap levels for signs of
ongoing credit stress and although no changes were made to recommended
durations over the period, Northern Trust Corporation was added to the counterparty
list.

Heightened market volatility is expected to remain a feature, at least in the near term
and, as ever, the institutions and durations on the Authority’s counterparty list
recommended by Arlingclose remains under constant review.



