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Summary

e Strong economic performance in the UK has caused the pound to appreciate. This trend has
intensified this year due to weak growth and expansionary monetary policy in the Eurozone.

¢ British exports may lose competitiveness in the Eurozone, dragging on economic growth in the
UK. Importers will benefit from less expensive Eurozone imports. Households in the UK should
benefit from higher spending power.

¢ Torebalance the economy toward export-led growth, the UK should diversify its export
destinations. Exports continue to primarily go to the Eurozone, but the rate of growth of
exports to emerging markets outpaces that to the Eurozone.

Falling euro puts additional pressure on pound Appreciation of British pound

(GBP per EUR)
The UK economy grew by 2.6% in 2014, the highest rate in 14 1 137

the G-7, as the number of unemployed fell by over 20%

with 5.7% of the population unemployed in December

2014, the lowest rate since mid-2008. A side effect of the

UK’s strong economic performance has been a steady rise

in the pound since early 2013. The value of the pound has

gradually increased by 20.4% relative to the euro since

March 2013 including a sharp drop of 7% since the u
beginning of 2015 alone. The pound closed at EUR 1.37 on F3e0B F9-20m Faeom Foems
2 March 2015, the highest level seen since 2007.
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The latest increases in the pound’s value have been
exacerbated by the euro’s performance. The Eurozone is
by far the UK’s largest export market, accounting for 42%
of exports in 2014. Therefore, the pound sterling is
inherently sensitive to the euro’s movements.
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Over the past year, the euro has been losing value, most
sharply over the past three months. The currency’s
depreciation is primarily motivated by weak economic
growth in the Eurozone and the response by the European
Central Bank (ECB). In order to strengthen the Eurozone
recovery, the ECB has taken exceedingly aggressive
measures to boost spending and inflation. Long-term
interest rates have been driven down to just 0.05%,
making euro-denominated bonds less attractive,
encouraging domestic spending and sending investors to
seek higher yields outside the Eurozone, depreciating the
euro. The larger-than-expected quantitative easing
package - amounting to EUR 60 billion of asset purchases
per month until September 2016 - announced in late
January has further driven down government bond vyields
and devalued the euro.

The euro’s depreciation is perceived as a welcome effect to
the ECB as it may provide an extra boost to inflation and to
overall economic growth in the Eurozone. But the
devaluation of a currency implies the appreciation of
another - one such currency being Great Britain's pound.

In July 2014 already, the IMF warned that the pound was
overvalued and causing a reduction in major UK
companies’ profits by more than GBP 1 billion as well as
preventing the rebalancing of the economy. Robust growth
has been putting upward pressure on the pound as well as
market expectations that the Bank of England (BoE) may
raise rates in 2016. The depreciation of the euro is
asserting further pressure.

Exporters lose, importers win

In order to sustain robust economic growth, the UK
government is aiming to rebalance the economy away
from consumer spending and towards higher productivity
and more exports. There remains significant progress to be
made on this front, as the UK remains a net importer with

imports exceeding exports by GBP 6.3 billion in December
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2014. but difficult conditions in the Eurozone, the UK'’s
most important trade partner, have contributed to the
widening of the trade deficit to GBP 34.8 billion in 2014.
Businesses that depend on exporting their products are
adversely affected by the low euro as exports to the
Eurozone will be relatively more expensive, either reducing
demand for UK exports or forcing British firms to reduce
their profit margins. A second hit to exporters may come in
the form of a “translation effect.” Revenue coming from
overseas may translate poorly back into earnings reports
denoted in sterling.

Top goods exported to EU - 2014

Annual
Value (GBP bn) Share change
Mineral fuels 26.6 18.0% -9.5%
Machinery/mechanical
appliances 15.4 10.4% 1.0%
Motor vehicles 139 9.4% 5.5%
Pharmaceutical
products 10.6 7.2% 2.0%
Electronic equipment 10.6 7.2% 4.5%

Source: HM Revenue & Customs Overseas Trade Statistics

The price of importing European goods however decreases
thanks to the weaker euro, benefiting British companies
that depend on imports from the Eurozone. Switching
from domestic supplies to imports, particularly from the
Eurozone, of interchangeable products could offer an
opportunity for companies to lower the costs of
production. At the same time, however, this could further
harm domestic manufacturers.

Top goods imported from EU - 2014

Annual
Value (GBP bn) Share change
Motor vehicles 39.3 17.8% 9.6%
Machinery/mechanical
appliances 26.3 12.0% 5.4%
Electronic equipment 18.9 8.6% -3.8%
Pharmaceutical
products 149 6.8% 11.1%
Mineral fuels 111 5.0% -25.3%

Source: HM Revenue & Customs Overseas Trade Statistics

The risks of an appreciating pound and depreciating euro
also extend beyond trade with the Eurozone. For instance,
Switzerland, accounting for 7% of the UK’s exports (third
largest market when considering the Eurozone as a single
market), as well as Sweden, have adjusted their monetary
policy in order to mitigate the impact of the falling euro.
Thus, these countries’ currencies have also lost value
against the pound, indicating similar risks for UK exporters
to these markets.

British households stand to gain from the weaker euro.
Consumer spending power should rise as products
originating from the Eurozone lose value in pounds. This,



combined with depressed oil prices, should increase
imports and put further strain on the trade balance. Both
of these factors also contribute to the low inflation rate
which fell from 0.5% in December 2014 to 0.3% in January
2015, the lowest rate recorded since the UK government
began recording the comparable CPI measure in 1997. This
should benefit households as the rate of growth in wages
will finally outpace the rate of inflation. On the other hand
however, this may further damage domestic businesses as
consumers opt for foreign-made goods.

New markets

The BoE predicts the economy will expand by 2.9% in 2015
- its fastest rate in nearly a decade. Concerns are rising
however regarding the low inflation rates, with the BoE
Governor raising the possibility of an even further rate cut
should inflation remain weak for a prolonged period. But
current trends show lower oil prices as well as low inflation
and higher wage growth are helping to fuel robust growth
through putting more money in the pockets of consumers
and businesses. This will put upward pressure on the
pound which may be intensified by an expected rate hike
by BoE in early 2016.

At the same time, growth in the Eurozone is forecast to
remain tepid this year and the ECB has committed itself to
continue quantitative easing until at least late 2016. This
suggests the euro is likely to fall further as well. Therefore,
British exporters may do better by looking to other, fast-
growing emerging markets, in order to pave a sustainable,
rebalanced, export-led recovery.

The share of total exports to the Eurozone has fallen from
51.2% in 2007 to 41.7% in 2014 while exports to Brazil,
Russia, India, China, and South Africa (BRICS) have
increased from 5.7% to 9.2% of the total share in the same
period.

Of the UK’s top 10 export destinations (considering
Eurozone countries as individual markets), China is the
only emerging market and export prospects there are
waning as Chinese growth is expected to continue cooling.
Besides the United States, all other top export markets are
in Western Europe. Strong growth in the United States and
the relative stability of the exchange rate between the GBP
and USD indicate that the UK's second largest trading
partner remains a promising destination for UK exports.
But UK businesses will have to compete against the more
competitive prices from Eurozone exporters.

Increasing trade to new markets offers a natural hedge for
British firms, as it diversifies some currency risks and
follows demand. The strength of demand for exports is the
most important thing for British firms, even more so than
the exchange rate, so increasing trade with more buoyant
economies is a key strategy.
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Eurozone vs. emerging markets export growth
(Percentage changeinexports from 2007 to 2014)
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Source: HM Revenue & Customs Overseas Trade Statistics

“Whilst there are plenty of positives to focus upon when
we look at the performance of the UK economy, there is no
doubt that the lack of growth in export activity has been a
real disappointment,” says Simon Rockett, Senior Manager
of UK Underwriting at Atradius. “The Eurozone continues
to be our main trading partner, and through a combination
of a lack of demand and the strength of Sterling the
opportunities for UK exporters in traditional markets are
unlikely to increase. Businesses throughout the UK really
need to look outside of the Eurozone for growth and this is
where Atradius can really add value. With a presence
through 160 offices in 50 countries we have Risk
Underwriting teams who have the experience and
information to assist UK exporters operating in any
industry to succeed.”



Disclaimer

This report is provided for information purposes only and is not intended as a recommendation as to particular transactions,
investments or strategies in any way to any reader. Readers must make their own independent decisions, commercial or otherwise,
regarding the information provided. While we have made every attempt to ensure that the information contained in this report has
been obtained from reliable sources, Atradius is not responsible for any errors or omissions, or for the results obtained from the use of
this information. All information in this report is provided ‘as is’, with no guarantee of completeness, accuracy, timeliness or of the
results obtained from its use, and without warranty of any kind, express or implied. In no event will Atradius, its related partnerships
or corporations, or the partners, agents or employees thereof, be liable to you or anyone else for any decision made or action taken in
reliance on the information in this report or for any consequential, special or similar damages, even if advised of the possibility of such
damages.
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