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Appendix A

The Economyand Interest Rates

UK Economy

Againstabackdrop of stubborninflationary pressures, the Russian invasion of Ukraine, and warin the
Middle East, UK interest rates have continued to be volatile right across the curve, from Bank Rate
through to 50-year giltyields, forall of 2023/24.

Markets have soughtan end to central banks’ on-going phase of keeping restrictive monetary policy
inplace on atleast one occasion during 2023/24 but to date only the Swiss National Bank has cut rates
and that was at the end of March 2024.

UK, EZ and US 10-year yields have all stayed stubbornly high throughout 2023/24. The table below
provides a snapshot of the conundrum facing central banks: inflation is easing, albeit gradually, but
labour markets remain very tight by historical comparisons, makingitan issue of fine judgmentas to
whenrates can be cut.

UK Eurozone us
Bank Rate 5.25% 4% 5.25%-5.5%
GDP -0.3%q/q Q4 +0.0%0q/q Q4 2.0% Q1 Annualised
(-0.2%y/y) (0.1%y/y)
Inflation 3.4%y/y (Feb) 2.4%y/y (Mar) 3.2%y/y (Feb)
Unemployment Rate 3.9% (Jan) 6.4% (Feb) 3.9% (Feb)

The Bank of England sprung no surprises in their March meeting, leaving interest rates at 5.25% for
the fifthtimeinarow and, despiteno MPC members no longer voting to raiseinterest rates, it retained
its relatively hawkish guidance. The Bank’s communications suggest the MPC is gaining confidence
that inflationwillfall sustainablyback to the 2.0% target. However, although the MPC noted that “the
restrictive stance of monetary policy is weighing on activity in the real economy, is leadingto alooser
labour marketand is bearing down oninflationary pressures”, conversely it noted that key indicators
of inflation persistence remain elevated and policy will be “restrictive for sufficiently long” and
“restrictive foran extended period”.

Of course, the UK economy has started to perform alittle betterin Q12024 butis still recovering from
a shallow recession through the second half of 2023. Indeed, Q42023 saw negative GDP growth of -
0.3% while y/y growth was also negative at -0.2%.

But it was a strange recession. Unemployment is currently sub 4%, against a backdrop of still over
900k of job vacancies, and annual wage inflationis running at above 5%. With gas and electricity price
caps falling in April 2024, the CPl measure of inflation - which peaked at 11.1% in October 2022 —is
now due to slide below the 2% target rate in April and to remain below that Bank of England
benchmark for the next couple of years, according to Capital Economics. The Bank of England still
needs some convincing on thatscore, but upcominginflation and employment releases will settle that
argumentshortly. Itisnotedthat core CPlwasstillaheady 4.5%in February and, ideally, needs tofall
further.

Shoppers largely shrugged off the unusually wet weather in February, whilst rising real household
incomes should support retail activity throughout 2024. Furthermore, the impact of higher interest
rates on household interest payments is getting close to its peak, even though fixed rate mortgage
rates on new loans have shifted up a little since falling close to 4.5% in early 2024.
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From a fiscal perspective, the further cuts to national insurance tax (from April) announced in the
March Budget will boost real household disposable income by 0.5 - 1.0%. After real household
disposable income rose by 1.9% in 2023, Capital Economics forecastit will rise by 1.7% in 2024 and by
2.4% in 2025. These rises in real household disposable income, combined with the earlier fading of
the drag from previous rises in interest rates, means GDP growth of 0.5% is envisaged in 2024 and
1.5% in 2025. The Bank of England is less optimistic than that, seeing growth struggling to get near
1% overthe nexttwoto three years.

As for equity markets, the FTSE 100 has risen to nearly 8,000 and is now only 1% below the all-time
high it reached in February 2023. The modest rise in UK equities in February was driven by strong
performances in the cyclical industrials and consumer discretionary sectors, whilst communications
and basic materials have fared poorly.

Despite its performance, the FTSE 100 is still lagging behind the S&P 500, which has been at an all-
time high forseveral weeks.

USA Economy

Despite the markets willing the FOMC to cut rates as soon as June 2024, the continued resilience of
the economy, married to sticky inflation, is providing a significant headwind to a change in monetary
policy. Markets currently anticipate three rate cuts this calendaryear, but two or lesswould not be
out of the question. Currently, policy remains flexible but primarily datadriven.

In addition, the Fed will want to shrink its swollen $16 trillion balance sheet at some point. Just
because the Sis the world’s foremost reserve currency (China owns over $1 trillion) does not mean
the US can continually run a budget deficit. The mix of stubborn inflation and significant treasury
issuance is keepingtreasuryyields high. The 10 year stands at 4.4%.

As forinflation, itis currently alittle above 3%. The marketis not expectingarecession, but whether
rates staying high for longeris conducive to a soft landing for the economy is uncertain, hence why
the consensusisforrate cuts thisyearand into 2025...but how manyand when?

EZ Economy

Although the Euro-zoneinflation rate hasfallento 2.4%, the ECB will still be mindfulthat it has further
workto do to dampeninflation expectations. However, withgrowth steadfastly in the slow lane (GDP
flatlined in 2023), a June rate cut from the current4% looks probable.
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