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Deteriorating UK finances 
put gilts and sterling to 
flight.

Carl Astorri                        
+ 44 20 7753 1612   

Signs of ‘jobless recoveries' 
in the UK and US raise 
concerns about consumer 
strength.

News on Thursday that the UK had its first budget deficit for the month of January since 
records began in 1993 led to a sharp fall in sterling and gilts into the end of the week. The UK 
yield curve was already at record steepness, as measured by the spread of 10-year over two-
year gilt yields. It could steepen further into the general election, especially if uncertainty 
persists about whether the next government will have the determination and ability to tackle 
the deficit.

Finally, the number of people claiming unemployment benefit unexpectedly rose by 23,500 to 
1.64 million, although the UK unemployment rate remained constant at 5%. US weekly jobless 
claims were also higher than expected. This is typical of anaemic recoveries, which lack the 
strength to get companies hiring in large enough numbers to bring unemployment down quickly. 
It also means that wage growth, consumer confidence and spending could remain soft even as 
developed economies recover from their worst recession in 60 years.

Japan’s growth is trending 
higher, but yet to shake off 
deflation.

Investors shrugged off a 
lack of detail on Greek 
bailout plans, but got the 
jitters from a rise in the 
Fed’s discount rate.

The Fed’s move caused a 
stir, but banks had already 
sharply curtailed 
borrowing at the discount 
rate.

UK inflation breach is less 
of a concern than weak 
growth for the BoE.

Equity markets enjoyed decent gains early in the week, despite a lack of detail from European 
Finance ministers on bailout plans for Greece. The focus turned to positive data such as 
Japanese fourth quarter GDP and US industrial production. By Thursday’s close the S&P 500 
was up 3% on the week, before “after-hours” news that the US Federal Reserve (Fed) was 
increasing its discount rate caused equity markets to pare their gains on Friday, especially in 
Asia. The dollar also strengthened against the Euro. In bond markets, UK 10-year yields reached 
their highest levels in 15 months, surpassing Italian yields.

Japanese GDP grew at a stronger-than-expected 4.6% annualised pace in the final three months 
of the year. Although Japanese GDP data can be extremely volatile, the figures confirmed an 
improving trend in the underlying annual growth rate. Still, deflationary pressures remain 
entrenched, with consumer prices around 2% lower than a year ago. 

The Fed’s move to raise the discount rate it charges banks for short-term borrowing, by 25 
basis points to 0.75%, caused a stir. However, the Fed emphasised that raising this rate was part 
of a very gradual process of removing emergency stimulus measures and that its key fed funds 
rate will remain “exceptionally low” for “an extended period.” The discount rate is normally 
higher than the fed funds rate, to encourage inter-bank lending for short-term liquidity needs. 
As conditions in inter-bank markets have normalised, it made sense for the Fed to begin 
gradually returning the discount rate to its normal spread over fed funds. Indeed, lending at the 
discount rate had already fallen to $53 billion (bn) from $590 billion (bn) in December 2008.

A busy week for UK data included a spike in January inflation to 3.5%, forcing Bank of England 
(BoE) Governor Mervyn King to write an open letter to the Chancellor explaining the 
significant breach of the 2.0% target. King cited short-term factors such as the VAT increase and 
oil prices, while also recognising a possible delayed impact from sterling weakness. Given the 
slack in the economy and weak wage growth, the BoE expects inflation to fall below its 2% 
target in the medium-term. Indeed, minutes from the bank’s latest policy meeting showed a 
‘finely balanced’ decision to pause quantitative easing this month.
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UK inflation spike continues, driven by VAT and energy price 
increases, though Bank of England unperturbed
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The value of investments, and the income from them, can go down as well as up, and you may not recover the amount of your original 
investment. Past performance should not be taken as a guide to future performance. Where an investment involves exposure to a foreign 
currency, changes in rates of exchange may cause the value of the investment, and the income from it, to go up or down.

The information in this document is not intended as an offer or solicitation to buy or sell securities or any other investment or banking 
product, nor does it constitute a personal recommendation. The information is believed to be correct but cannot be guaranteed. Any opinion 
or forecast constitutes our judgement as at the date of issue and is subject to change without notice. Any Coutts company, or a connected 
company, its clients and officers may have a position or engage in transactions in any of the securities mentioned.

The analysis contained in this document has been procured, and may have been acted upon, by Coutts & Co and connected companies for their 
own purposes, and the results are being made available to you on this understanding. To the extent permitted by law and without being 
inconsistent with any applicable regulation, neither Coutts & Co nor any connected company accepts responsibility for any direct or indirect or 
consequential loss suffered by you or any other person as a result of your acting, or deciding not to act, in reliance upon such analysis.

Not all products and services offered by the individual Coutts companies are available in all jurisdictions, and some products and services may 
be available only through particular Coutts companies. 

None of the overseas Coutts companies or offices is an Authorised Person subject to the rules and regulations made under the Financial 
Services and Markets Act 2000 for the protection of investors and depositors, and compensation under the Financial Services Compensation 
Scheme will not be available in respect of business transacted with them.


