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 The immediate implications of the UK’s downgrade of its long 
term credit rating are fairly benign 

 The resulting weakness of the pound will be hailed by some as 
a boon to the export sector, certainly it will be a boon to the 
FTSE’s overseas earnings 

 The more troubling aspect is that it further diminishes the Bank 
of England’s credibility as a champion of price stability 

 The demand for gilts will remain structural and ratings-agnostic 

 Private sector demand for gilts has been weak due to low yields 
and improving international economic news 

 More broadly the secular demand for fixed interest assets may 
be diminishing 
 

Chart 1: The Triple A Club of countries commanding 
top ratings from Moody's and Standard & Poor's 
   

  

Source: Moody's, S&P, Brewin Dolphin 

First the sour grapes… 
 

So Moody’s became the first institution to cast doubt on the UK’s ability to 
maintain its debt. Not much doubt admittedly as we shall discuss.  There was a 
certain inevitability about this decision. When asked, as we frequently were, about 
the chances of a UK downgrade we tended to describe it as 50/50. Clearly the 
UK’s fiscal position is weak but, relative to the criteria Moody’s use to judge 
countries, they ought to conclude that default is more or less impossible.   
  

Chart 2: The real risk of sovereign default as proxied by 
CDS 
   

  

Source: Brewin Dolphin/Datastream 

The best (although by no means flawless) proxy for default risk is 
the CDS price as it allows investors to profit by their intuition and 
analysis of the likelihood of default. That probability remains 
extremely low: it costs just 48 basis points to insure British debt 
against default. That, it could be argued, is consistent with a 
downgrade from completely safe to very safe.  According to 
Moody’s the UK has ceased showing: 
 

“Exceptional economic, financial and institutional strengths 
resulting in unquestioned access to finance.” 

 
Instead it now has: 
 

“Very high economic, institutional or government financial 
strength and no material medium-term.” 

 
The UK continues to command similar insurance costs to those of 
other triple A countries. In fact based on that measure, a case 
could be made that only Sweden and Norway truly deserve the 
triple A rating.  Denmark and Finland would be on the cusp of that 
group - a ringing endorsement of the Scandinavian economic 
model. Finland, however, is of course distinct in that it is a member 
of the euro. That means that in many investors eyes its debt 
should be considered to be denominated in ‘foreign currency’ 
because money can’t be printed to service debt. 

 Most eurozone countries are therefore institutionally weaker in terms of their ability 
to service debt than countries such as the UK but those such as Finland are 
excused the wrath of the market because, if they were to leave the eurozone, their 
new currency would be expected to appreciate relative to that of the euros in 
which its bonds are denominated. 
 

 The other interesting sovereign is the US which joins the UK in ratings agency 
purgatory – triple A in some opinions not in others. The US has tangibly higher 
potential to default because the executive (the White House) which borrows and 
spends the Federal money is separated from the legislature (Congress) which gives 
it the permission to do so.  With a political system that deliberately weakens the 
power of the presidency, there are frequently situations in which the political 
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success of Congress depends upon the political failure of the White House.  That 
creates a worrying incentive for the country to default – even while its access to 
funds is un-impaired. 
 

Market impact Gilts weakened when they reopened after the news but they have been in a weak 
trend anyway and with risk assets in demand there is minimal lasting impact from 
the downgrade. 
 

Chart 3: The real returns on gilts have been uninspiring 
for a long time... 
   

  

Source: National Statistics, Datastream 

 

Most private sector buyers of bonds rely on a top rating from one 
of the main ratings agencies and so, as in the case of the US 
which was downgraded by S&P or France which lost the highest 
rating from both the agencies last year, forced liquidations are 
unlikely.  It is worth noting too that on balance S&P appear to be 
the more trigger happy agency and so we would not wish to be 
overly relaxed about the prospect of retaining their patronage. 
 
In general the broader private sector has had no real incentive to 
buy gilts for at least a year given their depressed yields. Principal 
sources of buying, the Bank of England and the banking sector are 
both ratings agnostic - the Bank of England for obvious reasons.  
Banks relies on their own internal models (utilising such things as 
CDS spreads) to establish creditworthiness when assessing their 
regulatory capital requirements. 
 

 The pound has fallen against both the dollar and the euro although it has recovered 
some if its earlier drop; presumably as traders closed sterling shorts and reflecting 
political chaos stemming from the Italian elections.   
 

Longer term effects The downgrade is a reasonably benign event. Nobody thought the UK was a 
paragon of fiscal strength but the broader implications are perhaps worth 
considering.  Retaining the AAA rating was perceived as a benchmark for the 
success of the coalition and so its loss will be seized upon by the opposition ahead 
of the Chancellor’s update on progress reducing deficits at next month’s budget. 
 

 Furthermore the inflationary impact of the weaker pound is going to provide a 
credibility headwind for the Bank as it stands ready to run the printing presses 
once more. All in all, the outcome looks bad for gilts and potentially could become 
very bad if it dissuades the Bank of England from providing further support. We 
suspect the Bank will choose to characterise this fall as a one-off change in prices 
(which will eventually wash out) rather than an inflationary trend and therefore will 
continue to provide support as needed. 
 

A drop in the ocean? The story of the great rotation will keep on rolling and while gilts, and quality 
government bonds in general, are due for a something of a reprieve during the 
summer months, the case for holding them remains extremely challenging.  Having 
discussed the lack of private sector demand for government bonds, it is also worth 
noting that public sector demand is questionable too. 
 

Chart 4: International reserve asset growth is slowing... 
   

  

Source: Brewin Dolphin, Bloomberg 

Whilst financial repression, under the guise of regulatory 
requirements, will continue to encourage the financial sector to 
hold gilts, and bonds in general will be in demand from defined 
benefit pensions schemes, other funding for developed market 
debts is diminishing. 
 
Given all the discussion of currency wars, it is ironic that foreign 
exchange reserve accumulation, the standard measure of global 
currency manipulation, is at a relative low.   
 
Much of this, in dollar terms, represents the relative decline of the 
Chinese current account surplus. This is important as Chinese 
bond buying has been a key plank of support for the US treasury 
market. We now see reduced reserve accumulation and have in 
recent years heard of Chinese efforts to diversify their reserves 
away from treasuries. 
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Chart 5: Sources of International Reserve Asset 
growth... 
   

  

Source: Brewin Doplphin/Bloomberg 

The Japanese stopped accumulating currency reserves altogether 
as their current account fell into deficit last year. The reversal has 
not prevented the yen depreciating sharply as we have considered 
before in these notes. 
 
Switzerland were accumulating reserves as a by-product of their 
own unsterilised foreign exchange manipulation program although 
that has now ended.  
 
The gulf states, most notably Saudi Arabia, have been 
accumulating on the basis of the petrodollars being received due 
to the prolonged period during which Brent has been sold in 
excess of $100 bboe. 
 
Reserve growth may be slowing in relative terms but it is still rising 
in absolute terms, and the rate is increasing. Allied to domestic 
central bank buying that ought to be enough to bring about the 
slow unwinding of the bond bull market. Should either of those 
pillars of support be removed, then it stands to inhibit the low 
borrowing cost driven recovery. 
 

 As the great rotation theme continues to play out we will be monitoring all sources 
of bond demand closely. It appears that demand from ratings-agnostic central 
banks, pension funds, exporting nations and financial institutions will temper the 
sell-off providing a useful backdrop for the equity markets. But it is the investment 
decisions of these institutions, rather than the ramblings of rating agencies that will 
determine the pace. 
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Important Notes: 
Main source of information: Datastream, Bloomberg 
 
The information contained in this report represents an impartial assessment of the value or prospects of the subject matter.  
Graphs, performance data etc are as at the close of business on the day preceding the date of the note.  The information 
contained in this report has been taken from sources disclosed in this presentation and is believed to be reliable and accurate but, 
without further investigation, cannot be warranted as to accuracy or completeness.  The opinions expressed in this document are 
not the views held throughout Brewin Dolphin Ltd.  No Director, representative or employee of Brewin Dolphin Ltd.  accepts 
liability for any direct or consequential loss arising from the use of this document or its contents.  We or a connected person may 
have positions in, or options on, the securities mentioned herein or may buy, sell or offer to make a purchase or sale of such 
securities from time to time.  In addition, we reserve the right to act as principal or agent with regard to the sale or purchase of any 
security mentioned in this document.  For further information, please refer to our conflicts policy, which is available on request or 
can be accessed via our website at www.brewindolphin.co.uk.  The value of your investment or any income from it may fall and 
you may get back less than you invested.  Past performance is not a guide to future performance.  If you are in any doubt 
concerning the suitability of these investments for your portfolio you should seek the advice of a qualified investment adviser.   
 

Brewin Dolphin Ltd, a member of the London Stock Exchange, authorised and regulated by the Financial Services Authority.  
Registered office: 12 Smithfield Street London EC1A 9BD.  Registered in England and Wales no 2135876. 

 

 
 
 

Asset Class Short Term 
Outlook 
(<12m)

Short term rationale Long Term 
Outlook 
(>12m)

Long term rationale

Cash Negative Real rates remain negative Negative No immediate prospect of interest rate increases

Conventional 
gilts

Negative The market offers poor value Negative
Gilts offer poor value which is offset to a limited 
extent by low cash rates and equity correlations

Index Linked 
Gilts

Neutral
Break even rates have recovered following the 
announcement that RPI will not be changed

Neutral
RPI will reflect higher taxes and weak currency but 
wage pressures remain deflationary

Corporate 
bonds

Positive
Very tight spreads have widened during the recent 
risk rally, raising overall yields

Neutral
Yields remain modest in absolute terms but are 
suppported by structural demand for bonds

Emerging 
market debt

Neutral
Spreads remain vulnerable but fears over currency 
wars could cause a retreat

Neutral
Modest room for spread contraction and fully 
valued currencies

UK Equities Neutral Performance has been strong, warranting a pause Positive
Dividend yields and strong capital discipline suggest 
markets remain good value

US Equities Positive
Earnings growth has been underpinned by strong 
fourth quarter earnings

Positive
Improvements in wealth and income support 
smaller risk proemia and higher equity prices

Europe ex UK 
Equities

Positive
The transition to a post-crisis world is allowing 
strong equity and currency gains

Positive
Improving lending conditions and reduced labour 
market rigidity support further growth

Japan Equities Negative
We fear for rising risk premia or a retracement of 
recent currency weakness

Negative
The current econmic revival could do more harm 
than good

Asia ex Japan 
Equities

Positive Multiples are modest Positive
Earnings growth should reflect positive 
demographics

Emerging 
Markets

Neutral
Policy dilemmas regrading growth and inflation 
continue to weigh on risk premia

Positive
Earnings growth should reflect positive 
demographics

Absolute 
Return

Neutral
Low cash carry, the challenges of risk on risk off  and 
a shortage of trending markets has weighed 

Neutral
Trending strateiges could see their time come again 
as risk on/risk off is left behind

UK Property Negative
Rents look static, vacancies at risk of rising and little 
economic impetus for improvement

Positive
Underbuilding will lead to a shortage of quality 
commerical property in the UK in the long term

Oil Neutral
Modest improvements in the demand outlook and 
geopolitical risks underpin oil prices

Neutral
A modest increase in the supply/demand balance 
should cap further gains

Precious 
metals

Negative
Lack of carry and momentum may weigh on the gold 
price

Negative
Lack of carry and momentum may weigh on the gold 
price

Industrial 
minerals

Negative
Supply should weigh on prices as iron ore is above 
marginal cost and copper mine supply increases

Neutral
Growth will support further industrial metal prices 
although the pace of industrialisation will slow
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