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Gilts rally on hint of more QE

WEEKLY CHART 

The market is being driven 

better from the clear 

completed Head and 

Shoulders pattern, the 

minimum move set to be up 

just beyond the 61.8% 

Fibonacci resistance.

DAILY CHART 

The bull trend remains very 

much intact. The medium-

term pattern is sustaining the 

bulls’ hopes, though a careful 

watch on the effect of the 

small resistance above the 

market should be kept.

Cautious bulls will wait for a 

break up through those 

levels. Others will be long 

from lower down and looking 

to add!
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FUNDAMENTALS:
The rally in government bond markets over recent months has been driven by two 

anxieties:

1. The health of the global economic recovery, and

2. The Euro zone Sovereign debt crisis.

In the US, the economy has been slowing for several months despite the Fed’s QE2 

program which worryingly draws to a close at the end of this month. The Fed 

acknowledges the weakness but so far hasn’t proposed any new measures designed 

to reverse the slowdown due to fears of gradually accelerating inflation.

In China, the authorities have tightened monetary policy on several occasions as 

they try to contain inflation and prevent an asset bubble from developing in an 

economy that has invested heavily in manufacturing capacity designed to fuel export-

led growth.

In the Euro zone the recovery continues to be propelled by fast-growing Germany. 

But strip out German growth and the picture looks very different, with weaker 

peripheral economies struggling to cope with the burden of public debt and austerity 

measures designed to bring public finances back under control. But despite this, 

Greece and a few others remain in intensive care with default, at least in Greece 

looking like a real possibility.

IN the UK the coalition government has put into place deep spending cuts designed 

to bring public finances back to controllable levels that don’t hinder private sector 

growth, but the short/medium term consequences are slower growth, maybe even 

recession? 

Gilts rally on hint of more QE
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FUNDAMENTALS: CONTINUED

Over the last 1–2 years the Bank of England has walked a policy tightrope that this year 

has become ever more demanding.

As the austerity measures have begun to bite, the economy has rapidly cooled with the 

most recent retail sales report coming in at -1.6% month on month. This is bad news for a 

service sector led economy.

The Bank until recently had been widely expected to begin tightening policy later this year 

in an attempt to gradually return CPI inflation to its target of 2.0% from the current and 

persistent overshoot of 4.5%.

Indeed, the committee had for several months been split over how to respond to the 

dichotomy facing the economy. Six members had consistently voted for policy to remain 

on hold, but with various caveats about growth and inflation, the other three had voted for 

an immediate rate hike, with one seeking 50bp.

As if that wasn’t enough of a split, one of the group of six wanted to increase the QE 

program from its current level of £200.0B, but was constantly out-voted. This week the 

Bank of England released the MPC minutes for the meeting held earlier this month and 

there was a clear change of tone.

Although inflation remains substantially above targets, policy makers are becoming 

increasingly concerned about growth which looks set to slow further over the coming 

months.

The Government has little choice but to see through its fiscal retrenchment or else risk a 

debt crisis similar to the one playing out in the Euro zone.

Gilts rally on hint of more QE
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FUNDAMENTALS: CONTINUED

So fiscal policy isn’t an option. The Bank of England can not cut interest rates since 

they are already at 0.25% where they have been for about two years. The only option 

open is to restart QE and that seems to be the direction policy makers are heading.

If the economy does slow further as feared, the thinking is that inflation will correct 

substantially lower. Interest rate hikes will be unnecessary. But then deflation could 

conceivably become a risk once more.

The Bank then would have to start buying bonds once more and it is the prospect of 

the QE policy being re-activated that has begun to drive gilt yields lower and send Gilt 

futures higher.

We judge the Bank is more likely than not going to restart QE and the Gilt will enjoy the 

support restarting that program will offer, together with the support traditionally offered 

bonds from slower growth and declining inflation.

In short, the gilt rally seems far from over.
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