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Commentary on the economy and interest Rates provided by Sector
Treasury Services Ltd (April 2013)

EU Sovereign Debt Crisis

The EU sovereign debt crisis was an ongoing saga during the year. However,
the ECB statement in July that it would do “whatever it takes” to support
struggling Eurozone countries provided a major boost in confidence that the
Eurozone was (at last) beginning to get on top of its problems. This was
followed by the establishment of the Outright Monetary Transactions Scheme
in September. During the summer, a €100bn package of support was given
to Spanish banks. The crisis over Greece blew up again as it became
apparent that the first bailout package was insufficient. An eventual very
protracted agreement of a second bailout for Greece in December was then
followed by a second major crisis, this time over Cyprus, towards the end of
the year. In addition, the Italian general election in February resulted in the
new Five Star anti-austerity party gaining a 25% blocking vote; this has the
potential to make Italy almost ungovernable if the grand coalition formed in
April proves unable to agree on individual policies. This could then cause a
second general election — but one which could yield an equally ‘unsatisfactory’
result. This result emphasises the dangers of a Eurozone approach heavily
focused on imposing austerity, rather than promoting economic growth,
reducing unemployment, and addressing the need to win voter support in
democracies subject to periodic general elections. This weakness leaves
continuing concerns that this approach has merely postponed the ultimate
debt crisis, rather than provide a conclusive solution. These problems will, in
turn, also affect the financial strength of many already weakened EU banks
during the expected economic downturn in the EU. There are also major
guestions as to whether the Greek Government will be able to deliver on its
promises of cuts in expenditure and increasing tax collection rates, given the
hostility of much of the population.

UK Coalition Government

The UK coalition government maintained its tight fiscal policy stance against
a background of warnings from two credit rating agencies that the UK could
lose its AAA credit rating. Moody’s followed up this warning by actually
downgrading the rating to AA+ in February 2013 and Fitch then placed their
rating on negative watch, after the Budget statement in March. Key to
retaining the AAA rating from Fitch and S&P will be a return to strong
economic growth in order to reduce the national debt burden to a sustainable
level, within a reasonable timeframe.

UK Growth

2012/13 started the first quarter with negative growth of -0.4%. This was
followed by an Olympics boosted +0.9% in the next quarter, then by a return
to negative growth of -0.3% in the third quarter and finally a positive figure of
+0.3% in the last quarter. This weak UK growth resulted in the Monetary
Policy Committee increasing quantitative easing (QE) by £50bn in July to a
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total of £375bn on concerns of a downturn in growth and a forecast for
inflation to fall below the 2% target. QE was targeted at further gilt purchases.
In the March 2013 Budget, the Office of Budget Responsibility yet again
slashed its previously over optimistic growth forecasts, for both calendar years
2013 and 2014, to 0.6% and 1.8% respectively.

Inflation

UK CPI inflation has remained stubbornly high and above the 2% target,
starting the year at 3.0% and still being at 2.8% in March; however, it is
forecast to fall to 2% in three years time. The MPC has continued its stance of
looking through temporary spikes in inflation by placing more importance on
the need to promote economic growth.

Gilt Yields

Gilt yields oscillated during the year as events in the ongoing Eurozone debt
crisis ebbed and flowed, causing corresponding fluctuations in safe haven
flows into / out of UK gilts. This, together with a further £50bn of QE in July
and widely expected further QE still to come, combined to keep PWLB rates
depressed for much of the year at historically low levels.

Bank Rates

The bank rate was unchanged at 0.5% throughout the year, while
expectations of when the first increase would occur were pushed back to
quarter 1 2015 at the earliest.

Deposit Rates.

The Funding for Lending Scheme, announced in July, resulted in a flood of
cheap credit being made available to banks and this has resulted in money
market investment rates falling sharply in the second half of the year.
However, perceptions of counterparty risk have improved after the ECB
statement in July that it would do “whatever it takes” to support struggling
Eurozone countries. This has resulted in some return of confidence to move
away from only very short term investing.



