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Economic background: UK inflation continued to decline from the 8.7% rate seen at
the start of 2023/24. By the last quarter of the financial year headline consumer price
inflation (CPI) had fallen to 3.4% in February but was still above the Bank of England’s
2% target at the end of the period. The core measure of CPI, i.e. excluding food and
energy, also slowed in February to 4.5% from 5.1% in January, a rate that had
stubbornly persisted for three consecutive months.

The UK economy entered a technical recession in the second half of 2023, as growth
rates of -0.1% and -0.3% respectively were recorded for Q3 and Q4. Over the 2023
calendar year GDP growth only expanded by 0.1% compared to 2022. Of the recent
monthly data, the Office for National Statistics reported a rebound in activity with
economy expanding 0.2% in January 2024. While the economy may somewhat
recover in Q1 2024, the data suggests that prior increases in interest rates and higher
price levels are depressing growth, which will continue to bear down on inflation
throughout 2024.

Having begun the financial year at 4.25%, the Bank of England’s Monetary Policy
Committee (MPC) increased Bank Rate to 5.25% in August 2023 with a 3-way split in
the Committee’s voting as the UK economy appeared resilient in the face of the dual
headwinds of higher inflation and interest rates. Bank Rate was maintained at 5.25%
through to March 2024. Although financial markets shifted their interest rate
expectations downwards with expectations of a cutin June, the MPC’s focus remained
on assessing how long interest rates would need to be restrictive in order to control
inflation over the medium term.

In the Bank’s quarterly Monetary Policy Report (MPR) released in August 2023 the
near-term projection for services price inflation was revised upwards, goods price
inflation widespread across products, indicating stronger domestic inflationary
pressure with second-round effects in domestic prices and wages likely taking longer
to unwind than they did to emerge. In the February 2024 MPR the Bank’s expectations
for the UK economy were positive for the first half of 2024, with a recovery from the
mild recession in 2023 being gradual. Headline CPI was forecast to dip below the 2%
target quicker than previously thought due to declining energy prices, these effects
would hold inflation slightly above target for much of the forecast horizon.

Financial markets: Sentiment in financial markets remained uncertain and bond
yields continued to be volatile over the year. During the first half of the year, yields
rose as interest rates continued to be pushed up in response to rising inflation. From
October they started declining again before falling sharply in December as falling
inflation and dovish central bank attitudes caused financial markets to expect cuts in
interest rates in 2024. When it emerged in January that inflation was stickier than
expected and the BoE and the Federal Reserve were data dependent and not inclined



to cut rates soon, yields rose once again, ending the period some 50+ bps higher than
when it started.

Over the financial year, the 10-year UK benchmark gilt yield rose from 3.44% to peak
at 4.75% in August, before then dropping to 3.44% in late December 2023 and rising
again to 3.92% (28" March 2024). The Sterling Overnight Rate (SONIA) averaged
4.96% over the period to 315t March.

Credit review: In response to an improving outlook for credit markets, in January 2024
Arlingclose moved away from its previous temporary stance of a 35-day maximum
duration and increased its advised recommended maximum unsecured duration limit
on all banks on its counterparty list to 100 days.



