Appendix D

Economic Background and Borrowing Update

Economic Background

The economy has weathered the drag from higher inflation better than was widely
expected. The 0.2% month on month rise in real GDP in April will further raise hopes
that the economy will escape a recession this year. Some of the strength in April was
due to fewer strikes by train workers and teachers in that month. Moreover, some of
the falls in activity in other areas in April were probably temporary too.

The recent resilience of the economy has been due to a confluence of factors
including the continued rebound in activity after the pandemic, households spending
some of their pandemic savings, and the tight labour market and government
handouts both supporting household incomes. That said, as government support
fades, real household incomes are unlikely to grow rapidly. Furthermore, higher
interest rates will mean GDP is likely to contract later this year. Our central
assumption is that inflation will drop to the 2.0% target only if the Bank triggers a
recession by raising rates from 5.00% now to at least 5.5% and keeps rates there
until at least mid-2024.

The labour market became tighter over the quarter and wage growth reaccelerated.
Labour demand was stronger than the consensus had expected. The three-month
change in employment rose from +182,000 in March to +250,000 in April.
Meanwhile, labour supply continued to recover as the size of the labour force grew
by 303,000 in the three months to April. That was supported by a further 140,000
decline in inactivity as people returned to work from retirement and caring
responsibilities (while inactivity due to long-term sick continued to rise). But it was
not enough to offset the bigrise in employment, which meant the unemployment rate
fell from 3.9% to 3.8%

The tighter labour market supported wage growth in April, although the 9.7% rise in
the National Living Wage on 1st April (compared to the 6.6% increase in April last
year) probably had a lot to do with ittoo. UK wage growth remains much faster than
in the US and the Euro-zone. In addition, regular private sector wage growth
increased to 7.6%, which left it well above the Bank'’s forecast for it to fall below
7.0%. Overall, the loosening in the labour market appears to have stalled in April and
regular private sector wage growth was well above the Bank’s forecast.

CPlinflation stayed at 8.7% in May and, perhaps more worryingly, core CPl inflation
rose again, from 6.8% to a new 31-year high of 7.1%. The rise in core inflation
means it is accelerating in the UK while itis slowing in the US and the Euro-zone
(both fell to 5.3%). A further decline in fuel inflation, from -8.9% to -13.1%, and the
second fall in food inflation in as many months, from 19.3% to 18.7%, explained why
overall CPlinflation didn’t rise. And the scheduled fall in the average annual utility
price on 1st July means overall CPI inflation will probably ease in the coming
months. But the problem is that the recent surge in core inflation and the



reacceleration in wage growth shows that domestic inflationary pressures are still
strengthening.

This suggests the Bank may have more work to do than the Fed or ECB. Indeed,
the Bank of England sounded somewhat hawkish in the June meeting. This came
through most in the Monetary Policy Committee’s decision to step up the pace of
hiking from the 25bps at the previous two meetings.

That said, the Bank has not committed to raising rates again or suggested that
50bps rises are now the norm. What it did say was that “the scale of the recent
upside surprises in official estimates of wage growth and services CPl inflation
suggested a 0.5 percentage point increase in interest rates was required at this
particular meeting”. Moreover, the Committee did not strengthen its forward
guidance that any further rate hikes would be conditional on the data. However, it
looks highly probable, given the on-going strength of inflation and employment data,
that the Bank will need to raise rates to at least 5.5% and to keep rates at their peak
until the mid-point of 2024. We still think itis only a matter of time before the rise in
rates weakens the economy sufficiently to push itinto recession. That is why instead
of rising to between 6.00%-6.25%, as is currently priced in by markets, we think
rates are more likely to peak between 5.50-6.00%. Our forecast is also for rates to
be cut in the second half of 2024, and we expect rates to then fall further than
markets are pricing in.

In early April, investors turned more optimistic about global GDP growth, pushing up
UK equity prices. But this period of optimism appears to have been short-lived. The
FTSE 100 has fallen by 4.8% since 21st April, from around 7,914 to 7,553, reversing
part of the 7.9% rise since 17th March. Despite the recent resilience of economic
activity, expectations for equity earnings have become a bit more downbeat.
Nonetheless, further down the track, more rate cuts than markets anticipate should
help the FTSE 100 rally.

A summary overview of the future path of Bank Rate

Our central forecast for interest rates was previously updated on 25th May and
reflected a view that the Monetary Policy Committee (MPC) would be keen to further
demonstrate its anti-inflation credentials by delivering a succession of rate increases.
This has happened to a degree, especially as it moved to a more aggressive 0.5%
hike in June but, with inflation remaining elevated, we anticipate that Bank Rate will
need to increase to at least 5.5%, if not higher, to sufficiently slow the UK economy
and loosen the labour market.

Moreover, we also still anticipate the Bank of England will be keen to loosen
monetary policy when the worst of the inflationary pressures are behind us — but
timing on this will remain one of fine judgment: cut too soon, and inflationary
pressures may well build up further; cut too late and any downturn or recession may
be prolonged. Our current judgment is that rates will have to increase and stay at
their peak until the second quarter of 2024 as a minimum.



On the positive side, consumers are still estimated to be sitting on excess savings
left over from the pandemic, which could cushion some of the impact of the above
challenges and may be the reason why the economy is performing somewhat better
at this stage of the economic cycle than may have been expected. However, most of
those excess savings are held by more affluent people whereas lower income
families already spend nearly all their income on essentials such as food, energy and
rent/mortgage payments.

Borrowing

It is a statutory duty for the Council to determine and keep under review the
“Affordable Borrowing Limits”. The Council’'s approved Treasury and Prudential
Indicators (affordability limits) are included in the approved Treasury Management
Strategy. A list of the approved limits is shown in Appendix B. The Prudential
Indicators were not breached during the first quarter of 2023/24 and have not been
previously breached. The schedule at Appendix C details the Prudential Borrowing
approved and utilised to date.

No new external borrowing was undertaken in the first quarter of 2023/24.

The Council has not undertaken any new borrowing for a number of years, and has
been utilising cash balances to internally “borrow” for prudential borrowing sche mes.
This has enabled the Council to benefit from increased interest costs compared to
the returns that could be generated on the cash balances. This approach has been
effective during a period where the Council has held significant cash balances.

PWLB rates increased over the first quarter, which is to be expected as the Base
Rate has also increased over this period. The table below shows the
high/low/average PWLB rates for the first quarter.

1 Year 5 Year 10 Year 25 Year 50 Year

Low 4.65% 4.14% 4.20% 4.58% 4.27%
Date 06/04/2023 06/04/2023 06/04/2023 06/04/2023 05/04/2023

High 6.24% 571% 5.28% 5.44% 5.23%
Date 28/06/2023 28/06/2023 20/06/2023 30/05/2023 30/05/2023

Average 5.32% 4.87% 4.78% 5.09% 4.82%

Spread 1.59% 1.57% 1.08% 0.86% 0.96%




