Appendix 1

Market Overview 2012/13
(courtesy of Sector)

April to September 2012

Economic sentiment, in respect of the prospects for the UK economy to
recover swiftly from recession, suffered a major blow in August when the Bank
of England substantially lowered its expectations for the speed of recovery
and rate of growth over the coming months and materially amended its
forecasts for 2012 and 2013. It was noted that the UK economy is heavily
influenced by worldwide economic developments, particularly in the Eurozone,
and that on-going negative sentiment in that area would inevitably permeate
into the UK’s economic performance.

With regard to the Eurozone, investor confidence remains weak because
successive “rescue packages” have first raised, and then disappointed,
market expectations. However, the uncertainty created by the continuing
Eurozone debt crisis is having a major effect in undermining business and
consumer confidence not only in Europe and the UK, but also in America and
the Far East/China.

In the UK, consumer confidence remains depressed. Whilst inflation has fallen
considerably from earlier highs, UK gross domestic product (GDP) fell by
0.5% in the quarter to 30 June, the third quarterly fall in succession. This
means that the UK’s recovery from the initial 2008 recession has been the
slowest of any its main competitors and total GDP is still 4.5% below its peak
in 2008.

Consequently, the Chancellor’s plan to eliminate the annual public sector
borrowing deficit has been pushed back further into the future. The Monetary
Policy Committee has kept Bank Rate at 0.5% throughout the period while
quantitative easing was increased by £50bn to £375bn in July. In addition, in
June, the Bank of England and the Government announced schemes to free
up banking funds for business and consumers.

On a positive note, the UK’s sovereign debt remains one of the first ports of
call for surplus cash to be invested in and gilt yields, prior to the ECB bond
buying announcement in early September, were close to zero for periods out
to five years and not that much higher out to ten years.

October 2012 to March 2013

The risks in economic forecasts continue unabated from the previous treasury
strategy. Concern has been escalating that the Chinese economy is heading
for a hard landing, rather than a gentle slowdown, while America is hamstrung
by political deadlock which prevents a positive approach to countering weak
growth. Urgent action will be required early in 2013 to address the United
States debt position. However, on 13 September the Federal reserve
announced an aggressive stimulus programme for the economy with a third
round of quantitative easing focused on boosting the stubbornly weak growth
in job creation, and this time with no time limit. They also announced that it
was unlikely that there would be any increase in interest rates until at least
mid 2015.
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Eurozone growth will remain weak as austerity programmes in various
countries curtail economic recovery. A crunch situation is rapidly developing in
Greece as it has failed yet again to achieve deficit reduction targets and so
may require yet another (third) bail out. A financial crisis was also rapidly
escalating over the situation in Spain. However, in early September the ECB
announced that it would purchase unlimited amounts of shorter term bonds of
Eurozone countries which have formally agreed the terms for a bailout.
Importantly, this support would be subject to conditions (which have yet to be
set) and include supervision from the International Monetary Fund. This
resulted in a surge in confidence that the Eurozone has at last put in place the
framework for adequate defences to protect the Euro. The immediate
aftermath of this announcement was a rise in bond yields in safe haven
countries, including the UK. Nevertheless, this could prove to be as short
lived as previous “solutions” to the Eurozone crisis.

The Bank of England Quarterly Inflation Report in August pushed back the
timing of the return to trend growth and also lowered its inflation expectations.
Nevertheless, concern remains that the Bank’s forecasts of a weaker and
delayed robust recovery may still prove to be over optimistic given the world
headwinds the UK economy faces. Weak export markets will remain a drag
on the economy and consumer expenditure will continue to be depressed due
to a focus on paying down debt, negative economic sentiment and job fears.

Sector advise that the overall balance of risk is weighted to the downside:

low growth in the UK is expected to continue, with Bank Rate unlikely
to rise in the next 24 months, coupled with a possible further extension
of quantitative easing. This, Sector advise, is likely to keep investment
returns depressed.

the expected longer run trend for PWLB borrowing rates is for them to
eventually rise, primarily due to the need for a high volume of gilt
issuance in the UK and the high volume of debt issuance in other major
western countries. However, Sector caution that the current safe haven
status of the UK may continue for some time, tempering any increases
in yield.
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Sector’s interest rate forecast

The following table sets out Sector’s interest rates forecasts to March 2015.

Sep-12| Dec-12 Mar-13 Jun-13 Sep-13 Dec-13 Mar-14 Jun-14 Sep-14 Dec-14 Mar-15
BANK RATE 0.50 0.50 0.50 0.50 0.50 0.50 0.50 0.50 0.50 0.75 1.00
3m LIBID 0.55 0.60 0.60 0.60 0.60 0.60 0.60 0.70 0.90 1.10 1.40
6m LIBID 0.85 0.85 0.85 0.85 0.85 0.85 1.00 1.10 1.30 1.50 1.80
12m LIBID 1.30 1.30 1.30 1.30 1.40 1.50 1.70 1.90 2.10 2.30 2.60
Syr PWLB 1.89 1.50 1.50 1.50 1.60 1.70 1.80 1.90 2.00 2.10 2.30
10yr PWLB 291 2.50 2.50 2.50 2.60 2.70 2.80 2.90 3.00 3.20 3.30
25yr PWLB 4.15 3.70 3.70 3.70 3.80 3.80 3.90 4.00 4.10 4.20 4.30
50yr PWLB 4.32 3.90 3.90 3.90 4.00 4.00 4.10 4.20 4.30 4.40 4.50
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