Appendix 2

Commentary on Gilt Yields and PWLB Borrowing Rates (Provided by Link
Group)

PWLB rates are based on gilt (UK Government bonds) yields through HM Treasury determining a
specified margin to add to gilt yields. The main influences on gilt yields are Bank Rate, inflation
expectations and movements in US treasury yields. Inflation targeting by the major central banks
has been successful over the last 30 years in lowering inflation and the real equilibrium rate for
central rates has fallen considerably due to the high level of borrowing by consumers: this means
that central banks do not need to raise rates as much now to have a major impact on consumer
spending, inflation, etc. This has pulled down the overall level of interest rates and bond yields in
financial markets over the last 30 years. Indeed, in recent years many bond yields up to 10 years in
the Eurozone turned negative on expectations that the EU would struggle to get growth rates and
inflation up from low levels. In addition, there has, at times, been an inversion of bond yields in the
US whereby 10-year yields have fallen below shorter-term yields. In the past, this has been a
precursor of a recession.

However, since early 2022, yields have risen dramatically in all the major developed economies, first
as economies opened post-Covid; then because of the inflationary impact of the war in Ukraine in
respect of the supply side of many goods. In particular, rising cost pressures emanating from
shortages of energy and some food categories have been central to inflation rising rapidly.
Furthermore, at present the FOMC, ECB and Bank of England are all being challenged by levels of
persistent inflation that are exacerbated by very tight labour markets and high wage increases
relative to what central banks believe to be sustainable.

Graph of 10-year UK gilt yields v. US treasury yields (inclusive of Link’s and Capital
Economics’ forecasts)

5 5.25
a5 4.75
a so... 4.25
3.5 3.75
3 3.25

2.5 2.75

10 year Giltyield (%)

2 2.25

10 year Treasuryyield (%)

1.5 1.75

1 1.25

Dec-19 Jun-20 Dec-20 Jun-21 Dec-21 Jun-22 Dec-22 Jun-23 Dec-23 Jun-24

Gilts ~ eeseeee CE Gilt forecas! t == = Link Gilt forecas t

Gilt yields have generally been on a continual rise since the start of 2021, peaking in the autumn of
2023. Currently, yields are broadly range bound between 3.5% and 4.25%.

At the close of the day on 28 March 2024, all gilt yields from 1 to 50 years were between 3.81% and
4.56%, with the 1 year being the highest and 6-7 years being the lowest yield.



Regarding PWLB borrowing rates, the various margins attributed to their pricing are as follows: -

e PWLB Standard Rate is gilt plus 100 basis points (G+100bps)
e PWLB Certainty Rate is gilt plus 80 basis points (G+80bps)

e Local Infrastructure Rate is gilt plus 60bps (G+60bps)

o HRA Borrowing rate is gilt plus 40 40bps (G+40bps)

There is likely to be a fall in gilt yields and PWLB rates across the whole curve over the next one to
two years as Bank Rate falls and inflation (on the Consumer Price Index measure) moves below the
Bank of England’s 2% target.

As a general rule, short-dated gilt yields will reflect expected movements in Bank Rate, whilst
medium to long-dated yields are driven primarily by the inflation outlook.

The Bank of England is also embarking on a process of Quantitative Tightening. The Bank’s original
£895bn stock of gilt and corporate bonds will gradually be sold back into the market over several
years. The impact this policy will have on the market pricing of gilts, while issuance is markedly
increasing, and high in historic terms, is an unknown at the time of writing.



