21

Appendix A

Economic Overview (Treasury Management Update Quarter Ended 315t December
2024) - Provided by Link Asset Services

e  The third quarter of 2024/25 (October to December) saw:

- GDP growth contracting by 0.1% m/m in October following no growth in the quarter ending
September;

- The 3myy rate of average earnings growth increase from 4.4% in September to 5.2% in October;
- CPlI inflation increase to 2.6% in November;
- Core CPI inflation increase from 3.3% in October to 3.5% in November;

- The Bank of England cut interest rates from 5.0% to 4.75% in November and hold them steady in
December.

- 10-year qilt yields starting October at 3.94% before finishing up at 4.57% at the end of December
(peaking at 4.64%).

e The 0.1% m/m fall in GDP in October was the second such decline in a row and meant that GDP would
need to rise by 0.1% m/m or more in November and December, for the economy to grow in Q4 as a
whole rather than contract. With on-going concern over the impact of the October budget and drags from
higher interest rates and weak activity in the euro zone, our colleagues at Capital Economics have
revised down their forecast for GDP growth in 2025 to 1.3% (it was initially 1.8% in the immediate wake
of the Budget.)

e This quarter saw the composite activity Purchasing Manager Index (PMI) dip below the level of 50 that
separates expansion from contraction for the first time since October 2023. Although December's
composite PMI came in abowve this level, at 50.5, this was still consistent with the 0% rise in real GDP in
Q3 being followed by a flat-lining, or potential contraction, in the final quarter of 2024. Howewer, the
economy is unlikely to be quite as weak as that given that the PMIs do not capture rises in government
spending, but the data does underline the continued divergence in trends between the manufacturing
and senices sectors. The manufacturing PMI fell for its fourth consecutive month in December, from
48.0 in November to 47.3. That’s consistent with manufacturing output falling by 1.5% a/q in the final
quarter of 2024 after flatlining through the summer months. This weakness in the manufacturing sector
was offset by a rebound in the senices sector. The senices PMI rose from 50.8 in November to 51.4 in
December, which is consistent with non-retail senices output growth increasing from +0.1% q/qto +0.3%
for October - December. This suggests that more of the recent slowdown in GDP is being driven by the
weakness in activity overseas rather than just domestic factors. Additionally, the senices output prices
balance rose for the third consecutive month, from 55.4 in November to 56.9, showing signs that price
pressures are reaccelerating.

e After rising by 1.4% qg/q in July - September, the retail sector had a difficult final quarter of the year.
Indeed, the bigger-than-expected 0.7% m/m fall in retail sales in October (consensus forecast -0.3%
m/m) suggested that households’ concerns about expected tax rises announced in the Budget on 30t
October contributed to weaker retail spending at the start of the quarter. The monthly decline in retail
sales wlumes in October was reasonably broad based, with sales in five of the seven main sub sectors
slipping. However, the potential for seasonally adjusted sales to rise in November - if October's figures
were impacted by the timing of the school half term — combined with a rebound in consumer confidence
and rising real incomes, points to some promise to the final quarter of 2024

e The Gowvernment's October budget outlined plans for a significant £41.5bn (1.2% of GDP) increase in
taxes by 2029/30, with £25bn derived from a 1.2% rise in employers’ national insurance contributions.
The taxes are more than offset by a £47bn (1.4% of GDP) rise in current (day-to-day) spending by
2029/30 and a £24.6bn (0.7% of GDP) rise in public investment, with the latter being more than funded
by a £32.5bn (1.0% of GDP) rise in public borrowing. The result is that the Budget loosens fiscal policy
relative to the previous government’s plans - although fiscal policy is still being tightened ower the next
five years — and that GDP growth is somewhat stronger over the coming years than had previously been
forecasted. By way of comparison, the Bank of England forecasts four-quarter GDP growth to pick up to
almost 1%4% through 2025 (previously forecast to be 0.9%) before falling back to just over 1% in 2026.

o December's pay data showed a rebound in wage growth that will likely add to the Bank of England’s
inflationary concerns. The 3myy rate of average earnings growth increased from 4.4% in September
(revised up from 4.3%) to 5.2% in October (consensus forecast 4.6%) and was mainly due to a rebound

Page 1 of 2



22

Appendix A

in private sector pay growth from 4.6% to 5.4%. Excluding bonuses, public sector pay stagnated in
October and the 3myy rate fell from 4.7% to 4.3%.

The number of job vacancies also fell again from 828,000 in the three months to October to 818,000 in
the three months to November. This marks the first time it has dropped below its pre-pandemic February
2020 level of 819,000 since May 2021. Despite this, the Bank of England remains concerned about the
inflationary influence of high wage settlements as well as the risk of a major slowdown in labour market
activity.

CPI inflation has been on the rise this quarter, with the annual growth rate increasing from 1.7% in
September to 2.3% in October, before rising further to 2.6% in November. Although senices CPI inflation
stayed at 5.0% in November, the Bank had expected a dip to 4.9%, while the timelier three-month
annualised rate of senices CPIl rose from 5.0% to 5.1%. That shows that there currently isn't much
downward momentum. Moreover, the wider measure of core CPI inflation rose from 3.3% to 3.5% in
November. Both senices and core inflation are currently at rates well above those consistent with the
2.0% target and are moving in the wrong direction. Capital Economics forecast that after dipping to 2.5%
in December, CPI inflation will rise further in January, perhaps to 2.8%. Although CPI inflation is expected
to be back at close to the 2.0% target by the end of 2025, given that a lot of the rise in inflation in the
coming months will be due to base effects that won't persist, the potential for a broader set of tariffs to
arise from the US as well as the constant threat of geo-political factors to impact energy and food prices
suggest risks remain very much to the upside.

Throughout the quarter gilt yields have risen. The 10-year gilt yield increased from 3.94% at the start of
October to 4.57% by the year end (and has subsequently risen to 4.64% early in 2025). As recently as
mid-September 10-year gilt yields were at their low for the financial year, but since then, and specifically
after the Budget at the end of October, yields have soared. Owerall, the reaction to the UK Budget

highlights how bond markets are both fragile and highly attentive to news about the fiscal outlook.

The FTSE 100 started off this quarter at 8,276, before finishing up at 8,121. In particular, UK markets
have continued to fall further behind US equities, a trend which has accelerated since Trump’s election
victory in November, partly due to the UK stock market being less exposed to Al hype, and it being
weighed down by its relatively large exposure to the energy and materials sectors.

MPC meetings: 7" November & 18" December 2024

On 7 November, Bank Rate was cut by 0.25% to 4.75%. The wote was 8-1 in favour of the cut, but the
language used by the MPC emphasised “gradual” reductions would be the way ahead with an emphasis
on the inflation and employment data releases, as well as geo-political events.

At the 18 December meeting, another split vote arose. Members wted 6-3 to keep Bank Rate on hold
at 4.75%, but dissenters (Dhingra, Ramsden and Taylor) were keen for rates to be cut further as
concerns ower the slowing down of the UK economy took root, despite near-term inflation fears
remaining.

The MPC again stated that “a gradual approach” to rate cuts “remains appropriate” and that policy will
“remain restrictive for sufficiently long”.
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