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Our Guides - the Technical Trader’s Guide and the Macro Trader’s Guide both deal with these and many other
markets in much more detail over multiple time- frames. Key Trades Bulletins subscribers receive a detailed
report on every trade we enter for our Key Trades Portfolio. More details about all these products: CLICK HERE
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Gilts poised above a succession of bear
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The Technical Trader’s view:
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The Gilt remains in a trading range that has dominated the market since June of this year and
may yet persist further. But in recent weeks the market has rejected an attempt to break
through the highs and is now within striking distance of the lows. Has anything changed or is
the market still basically directionless?

We judge the dynamics driving this market may have changed sufficiently for the Gilt to attempt
a bearish breakout. The reasons are:

1. The Government singularly failed to tackle in a convincing way the debt build up that
has occurred as a result of the recession and fiscal stimulus deployed to contain it.

2. The economy remains in recession. The 3" guarter was flagged as the moment when
growth resumed, it didn’t happen, now all eyes on 4" guarter GDP, but industrial
production and manufacturing output has remained surprisingly week, and only today
retail sales undershot consensus by a significant margin.

3. The build up of debt needs financing and borrowing costs are set to hit £60.0B, the
government has made little mention of this, but it is double the defence budget.

4. The ratings agencies are hovering around the UK’s sovereign AAA rating; so far they
have only made reference to what needs to be done, but the inference is that if
nothing happens, the rating will be lost, resulting in yet higher interest payments.
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So what has supported the gilt over the last few months? Clearly the recession itself offered
support in the early stages, as it was judged prudent to use fiscal measures to prevent a
financial market meltdown. With growth turning so weak the outlook for inflation relaxed so
much that deflation was feared.

The authorities responded with a QE program, designed to support the government debt
market and at the same time expand the money supply sufficiently to turn deflation back to mild
inflation.

And that policy seems to have worked. CPI, the targeted measure stands at 1.9% against a
target of 2.0%. Moreover the Bank of England has forecast it to spike higher over the short
term before dropping back.

But over recent months, the Bank’s record on forecasting lower inflation hasn’t been too good.
If the spike in inflation doesn't fall as expected, the market will be exposed to true trader
sentiment. The QE program is scheduled to end in February. Then, in an environment where
debt is at record levels, inflation is proving problematic, the Pound is weak and growth is barely
visible, who would want to buy the gilt?

The only visible support is an election is due in May/June next year. The opinion polls have
long forecast a strong Conservative win, but the lead in the polls enjoyed by the opposition
Conservative party over the ruling Labour party has started to narrow. Why does this matter?

Well put simply, the main parties have different approaches on how to reduce the deficit. The
Conservatives want to slash public spending, which will allow the private sector room to
flourish, the Labour government will raise tax, and that will restrict private enterprise, and
condemn the economy to years of slow growth making the deficit more entrenched and harder
to reduce.

The markets may have traded sideways recently due to expectations of a change of
government and policy, but if the opinion poll lead narrows much further, traders could become
aggressive sellers of the gilt, and after last week’s pre-budget report we think there are signs
that might be starting to happen already.
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