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1. Link Treasury Commentary

Economic update

MPC meeting 24.9.21

The Monetary Policy Committee (MPC) voted unanimously to leave Bank Rate unchanged at 0.10%
and made no changes to its programme of quantitative easing purchases due to finish by the end of
this year at a total of £895bn; two MPC members voted to stop the last £35bn of purchases as they
were concerned that this would add to inflationary pressures.

There was a major shift in the tone of the MPC’s minutes at this meeting from the previous meeting in
August which had majored on indicating that some tightening in monetary policy was now on the
horizon, but also not wanting to stifle economic recovery by too early an increase in Bank Rate. In his
press conference after the August MPC meeting, Governor Andrew Bailey said, “the challenge of
avoiding a steep rise in unemployment has been replaced by that of ensuring a flow of labour into jobs”
and that “the Committee will be monitoring closely the incoming evidence regarding developments in
the labour market, and particularly unemployment, wider measures of slack, and underlying wage
pressures.” In other words, it was flagging up a potential danger that labour shortages could push up
wage growth by more than it expects and that, as a result, CPI inflation would stay above the 2% target
for longer. It also discounted sharp increases in monthly inflation figures in the pipeline in late 2021
which were largely propelled by events a year ago e.g., the cut in VAT in August 2020 for the hospitality
industry, and by temporary shortages which would eventually work their way out of the system: in other
words, the MPC had been prepared to look through a temporary spike in inflation.

So, in August the country was just put on alert. However, this time the MPC’s words indicated there
had been a marked increase in concern that more recent increases in prices, particularly the increases
in gas and electricity prices in October and due again next April, are, indeed, likely to lead to faster and
higher inflation expectations and underlying wage growth, which would in turn increase the risk
that price pressures would prove more persistent next year than previously expected. Indeed,
to emphasise its concern about inflationary pressures, the MPC pointedly chose to reaffirm its
commitment to the 2% inflation target in its statement; this suggested that it was now willing to look
through the flagging economic recovery during the summer to prioritise bringing inflation down next
year. This is a reversal of its priorities in August and a long way from words at earlier MPC meetings
which indicated a willingness to look through inflation overshooting the target for limited periods to
ensure that inflation was ‘sustainably over 2%’. Indeed, whereas in August the MPC’s focus was on
getting through a winter of temporarily high energy prices and supply shortages, believing that inflation
would return to just under the 2% target after reaching a high around 4% in late 2021, now its primary
concern is that underlying price pressures in the economy are likely to get embedded over the next
year and elevate future inflation to stay significantly above its 2% target and for longer.

Financial markets are now pricing in a first increase in Bank Rate from 0.10% to 0.25% in February
2022, but this looks ambitious as the MPC has stated that it wants to see what happens to the economy,
and particularly to employment once furlough ends at the end of September. At the MPC’s meeting in
February it will only have available the employment figures for November: to get a clearer picture of
employment trends, it would need to wait until the May meeting when it would have data up until
February. At its May meeting, it will also have a clearer understanding of the likely peak of inflation.

The MPC'’s forward guidance on its intended monetary policy on raising Bank Rate versus selling
(quantitative easing) holdings of bonds is as follows: -

1. Placing the focus on raising Bank Rate as “the active instrument in most circumstances”.

2. Raising Bank Rate to 0.50% before starting on reducing its holdings.

3. Once Bank Rate is at 0.50% it would stop reinvesting maturing gilts.

4. Once Bank Rate had risen to at least 1%, it would start selling its holdings.

COVID-19 vaccines. These have been the game changer which have enormously boosted confidence
that life in the UK could largely return to normal during the summer after a third wave of the virus
threatened to overwhelm hospitals in the spring. With the household saving rate having been
exceptionally high since the first lockdown in March 2020, there is plenty of pent-up demand and
purchasing power stored up for services in hard hit sectors like restaurants, travel and hotels. The big



guestion is whether mutations of the virus could develop which render current vaccines ineffective, as
opposed to how quickly vaccines can be modified to deal with them and enhanced testing programmes
be implemented to contain their spread.

US. See comments below on US treasury yields.

EU. The slow role out of vaccines initially delayed economic recovery in early 2021 but the vaccination rate
has picked up sharply since then. After a contraction in GDP of -0.3% in Q1, Q2 came in with strong growth
of 2%, which is likely to continue into Q3, though some countries more dependent on tourism may struggle.
Recent sharp increases in gas and electricity prices have increased overall inflationary pressures but the
ECB is likely to see these as being only transitory after an initial burst through to around 4%, so is unlikely
to be raising rates for a considerable time.

German general election. With the CDU/CSU and SDP both having won around 24-26% of the vote in the
September general election, the composition of Germany’s next coalition government may not be agreed
by the end of 2021. An SDP-led coalition would probably pursue a slightly less restrictive fiscal policy, but
any change of direction from a CDU/CSU led coalition government is likely to be small. However, with
Angela Merkel standing down as Chancellor as soon as a coalition is formed, there will be a hole in overall
EU leadership which will be difficult to fill.

China. After a concerted effort to get on top of the virus outbreak in Q1 2020, economic recovery was
strong in the rest of the year; this enabled China to recover all the initial contraction. During 2020, policy
makers both quashed the virus and implemented a programme of monetary and fiscal support that was
particularly effective at stimulating short-term growth. At the same time, China’s economy benefited from
the shift towards online spending by consumers in developed markets. These factors helped to explain its
comparative outperformance compared to western economies during 2020 and earlier in 2021. However,
the pace of economic growth has now fallen back after this initial surge of recovery from the pandemic and
China is now struggling to contain the spread of the Delta variant through sharp local lockdowns - which
will also depress economic growth. There are also questions as to how effective Chinese vaccines are
proving. In addition, recent regulatory actions motivated by a political agenda to channel activities into
officially approved directions, are also likely to reduce the dynamism and long-term growth of the Chinese
economy.

Japan. 2021 has been a patchy year in combating Covid. However, after a slow start, nearly 50% of the
population are now vaccinated and Covid case numbers are falling. After a weak Q3 there is likely to be a
strong recovery in Q4. The Bank of Japan is continuing its very loose monetary policy but with little prospect
of getting inflation back above 1% towards its target of 2%, any time soon: indeed, inflation was negative in
July. New Prime Minister Kishida has promised a large fiscal stimulus package after the November general
election — which his party is likely to win.

World growth. World growth was in recession in 2020 but recovered during 2021 until starting to lose
momentum more recently. Inflation has been rising due to increases in gas and electricity prices, shipping
costs and supply shortages, although these should subside during 2022. It is likely that we are heading into
a period where there will be a reversal of world globalisation and a decoupling of western countries from
dependence on China to supply products, and vice versa. This is likely to reduce world growth rates from
those in prior decades.

Supply shortages. The pandemic and extreme weather events have been highly disruptive of extended
worldwide supply chains. At the current time there are major queues of ships unable to unload their goods
at ports in New York, California and China. Such issues have led to mis-distribution of shipping containers
around the world and have contributed to a huge increase in the cost of shipping. Combined with a shortage
of semi-conductors, these issues have had a disruptive impact on production in many countries. Many
western countries are also hitting up against a difficulty in filling job vacancies. It is expected that these
issues will be gradually sorted out, but they are currently contributing to a spike upwards in inflation and
shortages of materials and goods on shelves.
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Bank Rate 7 day 1 mth 3 mth 6 mth 12 mth
High 0.10 -0.08 -0.07 -0.04 0.05 0.25
High Date 01/04/2021 09/04/2021 06/07/2021 01/04/2021 30/09/2021 30/09/2021
Low 0.10 -0.09 -0.08 -0.07 -0.04 0.03
Low Date 01/04/2021 27/08/2021 26/04/2021 08/09/2021 27/07/2021 16/04/2021
Average 0.10 -0.08 -0.07 -0.05 -0.02 0.07
Spread 0.00 0.01 0.01 0.03 0.09 0.22
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. Capital Expenditure and Financing and Capital Financing Requirement (CFR)

Table 1: APPROVED

AL BEENBTURE 2020/21 2020/21 2021/22 2022/23 2023/24 2024/25
PROGRAMME Budget Actual Projected Projected Projected Projected
£000 £000 £000 £'000 £'000 £'000
Capital Budget 2020/21 96,100 25,453 42,025 30,099 4,725 4,549
Total Capital Expenditure 96,100 25,453 42,025 99,576 4,725 4,549
Table 2: APPROVED 2020/21 | 2020/21 2021/22 2022/23 2023/24 2024/25
CAPITAL EXPENDITURE
PROGRAMME Budget Actual Projected Projected Projected Projected
£000 £000 £000 £000 £000 £000
Capital Reserves - - - - - -
Capital Receipts 8,805 4,403 4,402 44,266 - 7,000
Capital Grants and 1,843 2113 1,600 917 1,187 1,187
Contributions
Revenue Contribution - - - - - -
Funding equivalent to
historic New Homes Bonus 10,000 - - 17,000 - -
allocation
Total Financing 20,648 6,516 6,002 69,183 1,187 1,187
Borrowing Need 75,452 18,937 36,023 30,393 3,538 3,362
Total Capital Expenditure 96,100 25,453 42,025 99,576 4,725 4,549




Table 3: PROJECTED 2020/21 | 2020/21 2021/22 2022/23 2023/24 2024/25

CAPITAL FINANCING d | . d . d . d

REQUIREMENT (CFR) Budget Actua Forecast Projecte Projecte Projecte
£000 £000 £000 £000 £000 £000

Opening Balance 31,699 31,105 49,875 85,604 87,226 89,839

Borrowing Need 75,452 18,937 36,023 2,134 3,538 3,362

Less Minimum Revenue

Provision / Voluntary (528) (167) (294) (5112) (926) (970)

Revenue Provision

Total CFR 106,623 49,875 85,604 87,226 89,839 92,231




3. Approved Countries for Investments at 30 September 2021

This list is based on those countries which have sovereign ratings of AA- or higher
(lowest rating from Fitch, Moody’s and S&P) and also have banks operating in
sterling markets which have credit ratings of ‘green or above’ in the Link Asset
Services credit worthiness service. Based on lowest available rating

AAA
. Australia
. Denmark
. Germany

« Luxembourg
« Netherlands

« Norway
. Singapore
. Sweden

« Switzerland

AA+
. Canada
. Finland
. USA.
AA
« Abu Dhabi (UAE)
. France
AA-
. Belgium
. Hong Kong
« Qatar
. UK.

Source: Link Asset Services:



