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LoNe GiLT MARA . Monthly chart
The long-term chart remains very
bearish:

us  Note well the large H&S Reversal
1 that suggests a move down to 97 or
so.

w  Note too that the completion of the

UPDATE H&S pattern coincided with the break
. of a long-term trendline support that

Technical » adds credence to the pressure on the

Fundamental Diagonal support from 1990 85 market.

Now look closer.
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Daily Gilt chart

LONG GILT MAR4

The short-term price action is not
yet compelling for the bears.
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FUNDAMENTALS:

The UK economy’s recovery throughout last year surprised almost everyone from the IMF to
the Bank of England. Early last year the IMF warned the UK Chancellor that he should consider
plan B or risk disaster, but he stuck to his plan and the economy roared back.

Now only today (20t Feb) Martin Weil of the Bank of England Monetary Policy Committee was
dropping heavy hints that borrowers should prepare them selves for a first rate hike early in
2015, but apart from a small correction today, the Gilt remains close to all time highs.

Usually when the economic cycle is perceived to have turned and the monetary policy cycle is
expected to follow suit, Bonds are usually a sell. But at the moment the rules appear to have
changed; why?

Looking at the fundamentals we can see clues as to why. The recovery has certainly moved up
through the gears, but inflation is falling and this month came in below target for the first time in
years. This helps the Bank delay a rate hike. But why would inflation fall when economic
activity has strengthened?

The answer is two fold:

* When the financial crisis/recession first hit, Sterling sold off heavily against the other major
currencies because UK debt to GDP levels and the budget deficit were too high and
unsustainable in the medium long/term. Fearing a crisis similar to that of Greece, Ireland,
Portugal, Italy and Spain and too a degree France, investors sold Sterling because they
thought the UK government would be unable to sustain, let alone implement, an austerity

policy.

* At the same time world commodity prices were rallying hard.
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FUNDAMENTALS: CONTINUED
So these two together ratcheted up UK inflation.

But now that commodity prices have stabilised and even eased lower, and the Pound has
begun to strengthen as the economy strengthens, inflationary pressures have eased to the
extent that CPI has fallen from a peak of around 5% to the current level of 1.9%.

This is bullish for bonds, so the strength of recovery is to an extent offset by the decline in
inflation.

But add in the continuing austerity drive under the current Government which seeks to reduce
the debt to GDP ratio further and return the budget to surplus by around 2018 and this too is
another bullish influence for the gilt.

However, today’s announcement that interest rates could begin to rise early next year has the
Gilt bears twitching to sell, but how can they? There currently is no clear cut fundamental
case for a bear market in government bonds.

Elsewhere, the Bund remains supported by slow growth, weak inflation and an ECB that has
not yet ruled out further rate cuts. And in the US the Fed may be tapering its QE3 policy, but
that is a reduction of new stimulus, not a withdrawal of existing stimulus and interest rates in
the US probably still wont rise until 2016.

So the fundamentalist argument in favour of a bear market in bonds especially the gilt is not
sound - yet.

Not until the Bank sees the recovery so solid that policy can be returned to at least neutral with
inflation forecast to rise above target once more, is the gilt likely to prove a strong sell.

But neither are we keen to buy. In the current economic climate the gﬂtuiﬁ%%%aé)étgﬂ,dbw

equities where the hot action is expected.
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The material and information set out in this research is not intended to be a quote of an offer
to buy or sell any financial products. Any expression of opinion is based on sources believed
to be reasonably reliable but is not guaranteed as to accuracy or completeness.

The material and information herein is general and for informational purposes only. Although
Seven Days Ahead endeavours to provide useful information they make no guarantee as to
the accuracy or reliability of the research.

The derivative market comprises volatility and considerable risks. To the maximum extent
permitted by law no responsibility or liability can be accepted by Seven Days Ahead, any
company or employee within its group for any action taken as a result of the information
contained in this presentation. You are requested not to rely on any representation in this
research and to seek specific advice from your accountant, legal adviser or financial services
adviser when dealing with specific circumstances.
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