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UK political risk rears its head again

‘poll of polls’ — UK parliament voting intention (%)
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The Labour Party has shed almost
half of its support from the July
2024 general election.

Coming into 2026, May’s local and
regional elections are seen by
investors as a key test for the Prime
Minister’s leadership.

Ne

‘Churn’ has become a defining feature of UK politics over the past decade.
The UK has had five Prime Ministers since July 2016.
By contrast, the five Prime Ministers prior to July 2016 spanned a 37-year period going back to May 1979.

Source: various polling companies; RBC Capital Markets
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Domestic ‘political risk’ is really ‘fiscal risk’

UK 30-year Gilt yield vs. G7 peers

2022 'mini-budget’ Autumn Budget 2024 = ‘Fiscal risk’ concerns have
dogged the UK in recent years —

3.5 arguably since the ‘mini-Budget
episode’ of Autumn 2022.

4.5 = |In addition, the persistence of
inflation following the 2022/23
energy price shock has kept UK

3.5 font-end rates higher than in

- advanced economy peers.
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The 2025 Budget lifted near-term concerns around the outlook for fiscal policy
while the outlook for gilt supply also offered some support to the market.

Source: Bloomberg, RBC Capital Markets
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Post-pandemic forecasts for public finance have proved overoptimistic

Public Sector Net Borrowing (PSNB) as a % GDP — outturn vs. successive OBR forecasts
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Despite successive deficit reduction plans, PSNB has been stuck at around 5% GDP
for the past four fiscal years. Current plans to meet the current fiscal rules are premised
on ‘tight’ spending plans and large tax increases over the forecast horizon.

Source: Bank of England; RBC Capital Markets
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Post-pandemic forecasts for public finance have proved overoptimistic

Domestic UK political events are reflected in gilt market moves
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_ -75 = Markets’ default assumption
Gilts cheapen / appears to be that a change of
underperform Prime Minister would also lead to

a change of Chancellor and with it
-70 a loosening of fiscal policy.
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The market has previously reacted negatively, for example,
when it appeared that either the Chancellor or Prime Minister might be about to be replaced.

Source: Bloomberg; RBC Capital Markets
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February MPC saw the BoE give a dovish message on inflation

Monetary Policy Report: central CPI inflation projections (%, y/y)

4.0 » The MPC sounded more
confident on the path of inflation at
3.5 its February forecast round with
forecasts showing CPI inflation
3.0 returning to target sooner than
previously.
- 2.5 = But key to the view that the risks
o from inflation persistence had
> 2.0 become less pronounced which
3 stems from developments in the
1.5 labour market.
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Measures announced at Budget 2025 reduce CPI inflation by c.0.5ppts from April onwards.
The February MPR forecasts showed CPI inflation seen returning to target toward the end of Q2 2026
and remaining there for the forecast period.

Source: Bank of England; RBC Capital Markets
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Qil price movements can feed into consumer prices for fuel quickly

Brent crude oil price ($, bbl) 2019 - present

140 = Since the outbreak of the conflict,
the price of a barrel of oil has risen
120 sharply.
= Higher oil prices feed quickly
into domestic ‘pump’ prices of
100 petrol and diesel with much of that
coming in the first month after the
— initial rise.
S 80
2 = According to data from the DESNZ,
> petrol prices are up 13p since the
60 end of February, diesel prices 27p.
40
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Changes in oil prices feed into pump prices quickly.

As a price point that consumers encounter regularly,
they may also have an immediate impact on inflation expectations.

Source: Bloomberg; RBC Capital Markets
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Some of the MPC were already concerned about inflation expectations

BoE/lIpsos Inflation Attitudes Survey — median inflation expectations next 12 months

6.0 *» Year-ahead household inflation

= |nflation expectation next 12 months expectations remain above their

long-term averages. Medium-term

5.0 household measures remain
elevated.

4.0 » Inflation expectations likely reflect

spot inflation, and the expectation
of the MPC was that the

3.0 ‘nomalisation’ of CPI inflation in
April  would also help temper
inflation expectations.
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Firms and households were expected to revise down their inflation expectations in response to
lower realised inflation with knock on impacts on price setting and wage demands.

Source: Bank of England, RBC Capital Markets
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Gas price spike revives memories of 2022

UK wholesale gas price (GBP per therm)

700 = Since the outbreak of the conflict,
wholesale gas prices are also up
sharply though the move higher in
600 gas is smaller than the magnitude
seen in the wake of Russia’s
500 invasion of Ukraine.
£ = The Ofgem price cap slows the
2 impact of gas prices on consumer
g 400 utilities prices — impact of present
Q gas price developments will be felt
3 from July onwards.
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The Ofgem price cap sets prices for three-month pricing periods using wholesale prices

over a three-month observation period. The impact on households is delayed
but only a short-lived spike in wholesale prices can be diluted under the methodology.

Source: Bloomberg; RBC Capital Markets
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But this is a ‘pure’ price shock rather than a supply shock

UK’s gas sources

= The 2022 episode was

Trinidad and h ed b
Tobago Others characterize y concerns over
Qatar supply — at the outbreak of the

conflict 60% of EU gas imports
came from Russia — European
governments had to compete for
scarce supply to ‘keep the lights
on'.

USA

= The UK has only a small direct
exposure to the Middle East for gas
supplies. In respect of oil, domestic
production accounts for c¢.60% of
domestic supply. Around 6.5% of
the UK’s primary oil imports come
from OPEC countries, 15% of total
Domestic oil and petroleum products.
(North Sea)
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In 2022 the concern was that Europe would run out of physical gas as it ‘switched off’ Russian supplies.
However, while ‘pure’ supply concerns are less pronounced than in 2022,
that doesn’t spare Europe from higher energy prices.

Source: ONS, RBC Capital Markets
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Economic backdrop differs from 2022

UK CPl inflation (y/y, %) and ppt contribution Ratio of vacancies to unemployed (VU ratio)
by sub-category — UK
Energy
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In Q1 2022, CPI inflation was 6.2% y/y and rising due to post-pandemic supply chain bottlenecks.
At the same time, the labour was very tight with economies reopening as restrictions were eased.

Source: macrobond, RBC Capital Markets
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Market has priced BoE rate cuts

Implied change in Bank Rate by meeting date (ppts)

0.8
= On the eve of the outbreak of
hostilities two full MPC cuts were
0.6 being priced.
= The market view appears to be that
0.4 Central banks will be reluctant to
‘look through’ an energy price
shock entirely given the experience
g 02 of 2022.
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The spikes in energy prices has seen an abrupt repricing of the front end of the UK and euro area.
The market has moved from pricing MPC cuts to pricing hikes while the ECB
is no longer seen remaining on hold.

Source: Bloomberg, RBC Capital Markets

12 RBC Capital Markets



Disclaimer

Sales Literature and Market Commentary Disclaimer

This communication has been prepared by RBC Capital Markets (‘RBCCM”) sales personnel for institutional clients and your information only and is not a research report prepared by the RBCCM
Research Department. Unless otherwise specified, the views expressed herein are the author's and may differ from the views of RBCCM’s Research Department and from the views of others within
RBCCM. The information in the body of this communication is intended to provide general company and/or market commentary, is not intended to provide a sufficient basis for an investment decision and
should not be considered a research report. This material may include references to recently published research notes and reports by RBCCM’s Research Department. Complete research notes and
reports, including important conflicts disclosures, are available at . You should assume that trading desks at RBCCM or its affiliates makes markets and/or hold positions, and
may have conducted underwriting or other investment banking work in any of the securities referenced herein. Information contained herein has been compiled by RBCCM from sources believed to
be reliable, but no representation or warranty, express or implied, is made as to its accuracy, completeness or correctness. Every province in Canada, state in the U.S., and most countries throughout the
world have their own laws regulating the types of securities and other investment products which may be offered to their residents, as well as the process for doing so. As a result, the securities discussed
in this communication may not be eligible for sale in some jurisdictions. To the full extent permitted by law neither RBCCM nor any of its affiliates or any other person accepts any liability whatsoever for any
direct, or indirect or consequential loss or damage arising from any use of the information contained herein. No matter contained in this communication may be reproduced or copied by any means without
the prior consent of RBCCM.

RBC Capital Markets is the global brand name for the capital markets business of Royal Bank of Canada and its affiliates. United States: This communication has been approved by RBC Capital Markets,
LLC (member FINRA, NYSE, SIPC), which is a U.S. registered broker-dealer and which accepts responsibility for this communication and its dissemination in the United States. Any U.S. recipient of this
communication that is not a registered broker-dealer or a bank acting in a broker or dealer capacity and that wishes further information regarding, or to effect any transaction in, any of the securities
discussed in this communication, should contact and place orders with RBC Capital Markets, LLC. IMPORTANT DISCLOSURE: THIS COMMUNICATION HAS BEEN GENERATED BY AN EMPLOYEE
OF RBCCM AND IS BEING CONVEYED TO YOU AS A SOLICITATION (FOR PURPOSES OF 17 CFR §§1.71(a)-(c) AND 23.605) FOR ENTERING INTO A DERIVATIVES TRANSACTION. This
communication is not a research report or a product of RBCCM's Research Department. Canada: RBC Dominion Securities Inc. (member IIROC and CIPF). France: RBC Paris Branch, RBC Capital
Markets (Europe) GmbH Paris Branch are regulated by the Autorité de Controle Prudentiel et de Résolution and the Autorité des Marchés Financiers. Germany: This publication has been approved by
RBC Capital Markets (Europe) GmbH, which is a company authorized by BaFin. United Kingdom: This publication has been approved by RBC Europe Limited, which is authorized by the Prudential
Regulation Authority (“PRA”) and regulated by the Financial Conduct Authority and PRA. Hong Kong: Royal Bank of Canada, Hong Kong (regulated by HKMA and SFC). Australia: Royal Bank of Canada,
Sydney Branch (regulated by the Australian Securities & Investments Commission and the Australian Prudential Regulation Authority; AFSL 246521; ABN 86 076 940 880). This document is distributed
only to persons who satisfy the definition of wholesale client for the purposes of the Corporations Act 2001 and not intended for distribution to retail clients. Japan: Securities business (as defined under the
Financial Instruments and Exchange Law) in Japan will be carried out by RBC Capital Markets (Japan) Ltd. in compliance with all applicable laws and regulations. RBC Capital Markets (Japan) Ltd. is a
Financial Instrument Dealer registered with the Kanto Financial Bureau (Kinsho #203) and a member of Japan Securities Dealers Association (“*JSDA”) and the Financial Futures Association of Japan
(“FFAJ”). Banking business (as defined under the Banking Law) in Japan will be carried out by Royal Bank of Canada, Tokyo Branch in compliance with applicable laws and regulations. Singapore: Royal
Bank of Canada, Singapore Branch (regulated by the Monetary Authority of Singapore).

Disclaimer for OTC Derivatives

This material has been prepared and distributed by RBC Capital Markets for informational and marketing purposes only and should not be construed as an opinion as to whether you should enter into any
over-the-counter derivative transaction (including, but not limited to, an interest rate swap, FX swap, FX forward, etc.) (“OTC Derivative Transaction”) or engage in any related trading strategy. It is important
that you (or anyone exercising discretion on your behalf) understand the risk of loss prior to entry into each transaction, regardless of any prior experience in financial transactions. OTC Derivative
transactions are subject to a variety of risks and the materials available at are provided for your benefit to understand factors to consider when
entering into such transactions. The disclosures have been developed as market standard disclosures and cover a wide array of products and instruments and generally describe the material
characteristics, materials risks and typical material incentives and conflicts of interest that may arise in OTC Derivative transactions. You should read carefully any transaction-specific disclosures, economic
terms and such other information contained in any documentation or provided to you in relation to the transaction.

There is no assurance that the transaction will provide you with a positive or anticipated return that any such returns will be consistent with past performance or such transaction will achieve your desired
hedging objectives. You must carefully review each transaction’s particular structure, including any terms incorporated by reference, in consultation with your own legal, financial, tax or accounting advisors.
We are not providing you with legal, financial, tax, accounting, or other advice in connection with any transaction.

THIS COMMUNICATION HAS BEEN GENERATED BY ONE OR MORE EMPLOYEES OF RBC CAPITAL MARKETS AND IS BEING CONVEYED TO YOU AS A SOLICITATION (FOR PURPOSES OF
17 CFR §§1.71(a)-(c) AND 23.605) FOR ENTERING INTO A DERIVATIVES TRANSACTION.

13 RBC Capital Markets


file:///C:/Users/mflood/AppData/Local/Microsoft/Windows/INetCache/Content.Outlook/G2YI464S/www.rbcinsight.com
https://www.rbccm.com/en/legal/dodd-frank-disclosures.page

Disclaimer (continued)

Sales Note Disclosures Under the Market Abuse Regime

This disclosure is provided to you on behalf of the Royal Bank of Canada and certain of its branches, subsidiaries and affiliates (each an “RBC Group Company” and collectively, the “RBC Group”). This
disclosure is being provided as the contents of this communication may contain an "investment recommendation", as defined by the Market Abuse Regulation EU No 596/2014 ("MAR"). Please therefore be
aware of the important disclosures outlined below.Unless otherwise stated, this communication was completed and first disseminated at the date and time provided on the timestamp of the communication,
as applicable. However, it is possible that it may have first been disseminated at an earlier date. If you would like further information on dissemination times, please contact us.

This is a marketing communication and the views on the communication expressed herein are of the individual only (the sender's name and job title appears on the communication). They do not necessarily
correspond to, and may differ from, the views of any other individual or entity within the RBC Group. Further, as a marketing communication, this has not been prepared in accordance with legal
requirements designed to promote the independence of investment research and is not subject to any prohibition on dealing ahead of dissemination.All sources of information in this communication are
reliable, but where there is any doubt as to reliability of a particular source, this is clearly indicated.

Unless otherwise indicated, the information in this communication was based on the individual's own view formed as a result of information available in the market. A summary of any basis of valuation or
methodology and the underlying assumptions used to either: (i) evaluate the financial instrument or issuer referred to in this communication or (ii) to set a price target for a financial instrument, as well as an
indication and a summary of any changes in the valuation, methodology or underlying assumptions can be made available upon request.

Where the communication includes or implies a recommendation to "buy", "sell" or "hold" or other form of recommendation, this must be understood as being a temporary and short term recommendation,
which relates only to the time period immediately following the time the communication was sent, unless otherwise indicated.

All statements and opinions contained in this communication are made as at the date and time of its dissemination and are not held out as being applicable at any point thereafter. There is no intention to
update this communication in the future.The relevant date and time for any price of financial instruments referenced in this communication are as at the date of dissemination, unless otherwise indicated.

Please note, this communication may provide views which differ from previous recommendations made by the same individual in respect of the same financial instrument or issuer in the last 12 months.
Information and details regarding previous recommendations in relation to the financial instruments or issuer referred to in this communication can be located at

The person(s) responsible for the production of this communication declare(s) that, as far as they are aware, there are no relationships or circumstances (including conflicts of interest) that may in any way
impair the objectivity of this recommendation, and that where any such relationship, conflict or circumstance exists concerning any financial instrument or issuer to which this recommendation directly or
indirectly relates, this has been declared below. This statement applies equally to any persons closely associated with him or her. However, it is possible that persons making communications in relation to a
financial instrument may have a holding in that instrument. Further details may be provided on request. The RBC Group has controls in place to manage the risks related to such. An outline of the general
approach taken in relation to conflicts of interest, including details as to our procedures in place to identify, manage and control conflicts of interest is available at

An RBC Group Company and/or the RBC Group may in relation to relevant securities have a net long or short financial interest in excess of 0.5% of the total issued share capital of the entities mentioned in
the investment recommendation. Information relating to this is available upon request from your relationship manager.

An RBC Group Company: (i) may be a market maker in respect of the securities of the company which is the subject of this communication, (ii) may have managed or co-managed a public offering for the
issuer which is the subject of this communication in the past 12 months, (iii) may be party to an agreement with the issuer that is the subject of this communication relating to the provision of services of
investment firms, and (iv) may be party to an agreement with the issuer that is the subject of this communication relating to the production of this communication. As noted above, we have in place
procedures to manage conflicts appropriately. Further information in respect of the details mentioned in this paragraph are available on request.

This content relies on tracking technologies to monitor, understand and improve our electronic communication and your online experience, to customize marketing, and to track your usage of RBC content,
websites and services. Tracking technology may identify when you visit specific RBC content and may be shared with third parties involved in customizing RBC marketing on RBC or digital channels. RBC
does not sell your information to third parties, nor do we track your interaction with a third party website. For more information, see our privacy policy at

® Registered trademark of Royal Bank of Canada. Used under license.

© 2022. All rights reserved.

14 RBC Capital Markets


https://www.rbccm.com/en/legal/sales-note-disclosures-under-the-market-abuse-regime.page
https://www.rbccm.com/en/legal/sales-note-disclosures-under-the-market-abuse-regime.page
https://www.rbccm.com/assets/rbccm/docs/legal/information-on-the-rbccm-conflicts-management-policy.pdf
https://www.rbccm.com/assets/rbccm/docs/legal/rbccm-europe-investment-recommendations.pdf
http://www.rbc.com/privacysecurity/ca/index.html

	Slide 1: (Geo-) Politics and The Gilt Curve
	Slide 2: UK political risk rears its head again
	Slide 3: Domestic ‘political risk’ is really ‘fiscal risk’ 
	Slide 4: Post-pandemic forecasts for public finance have proved overoptimistic
	Slide 5: Post-pandemic forecasts for public finance have proved overoptimistic
	Slide 6: February MPC saw the BoE give a dovish message on inflation
	Slide 7: Oil price movements can feed into consumer prices for fuel quickly
	Slide 8: Some of the MPC were already concerned about inflation expectations
	Slide 9: Gas price spike revives memories of 2022
	Slide 10: But this is a ‘pure’ price shock rather than a supply shock 
	Slide 11: Economic backdrop differs from 2022
	Slide 12: Market has priced BoE rate cuts
	Slide 13: Disclaimer
	Slide 14: Disclaimer (continued)

