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The Pound began the day yesterday on a much firmer footing, as the new coalition government was appointed and there was a mood of relief over the prospect of near-term political stability. The renewed sense of optimism didn't last too long, as the Bank of England governor Mervyn King delivered the quarterly inflation report.

King stated that there were downside risks to the economy ahead, while there was still a high degree of excess capacity in the economy. The Central Bank also stated that inflation was likely to be below the government's 2% limit in two years time if interest rates moved in line with market expectations.

King welcomed government plans to tighten fiscal policy at a faster rate and there will also be expectations that the bank will keep interest rates at very low levels for an extended period in order to compensate for the fiscal tightening. The Pound declined for the first time in two days against the Dollar and the Euro on King's comments, amid forecasts that growth will reach 3.5% annual pace by 2012.

The Bank of England lowered interest rates to a record low of 0.5% last year to fight the recession and policy makers haven't ruled out further asset purchases, as Europe embarks on a form of quantitative easing to get the economy back on track. David Cameron's Conservative government plans measures within 50 days to cut spending by £6 billion.

Richard McGuire, a senior fixed income strategist at Royal Bank of Canada, said that "coming on the back of the improving outlook for the UK's public finances in the wake of yesterday's coalition agreement, this report will serve to galvanize bullish sentiment in the UK bond market. The Bank provided a shot in the arm for the lower-for-longer rate view and the prospect at least of further intervention in the gilt market if need be."

The Pound declined 0.7% against the Dollar yesterday, trading to a low of $1.4817 and was 0.5% weaker versus the Euro, after reaching a high of 1.1830. The UK currency also registered losses against all of the 16 most actively traded currencies, amid a sense of disappointment that borrowing costs will remain at 0.5% for the remainder of the year, despite rising inflationary pressures in the near-term.

Paul Robinson, a foreign-exchange strategist at Barclays Plc, said that "it seems pretty dovish. The forecasts are consistent with monetary policy being extremely loose for some time to come. It's downside news for sterling." The Conservatives are preparing an emergency budget to narrow the UK's record budget deficit and consumers are bracing themselves for a cut inpublic finances.

The deficit is currently at a record level of £166.5 billion, or 11% of gross domestic product, almost the same as in Greece. The Pound also came under pressure yesterday, as a government report showed that UK unemployment climbed to the highest level in 16-years duringthe first quarter, emphasising the fragile nature of the economic recovery.

The report from the Office of National Statistics showed that unemployment rose 53,000 to 2.51 million, as the number of people claiming jobless benefits fell 27,100 in April. The newly appointed Chancellor of the Exchequer George Osborne said yesterday that the jobless increase confirmed the "difficult situation" facing the UK, as European deficits also risk undermining the recovery.

David Page, an economist at Investec Securities, said that "the level of unemployment remains too high and that is a key issue for the new government to address. The challenges Cameron faces are manifold. The first one is the budget deficit." Yesterday's data suggests that while Britain emerged from its worst recession on record, companies are still unwilling to resume hiring until they are sure that demand is sustainable.
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The Euro weakened fora second day against the U.S Dollar yesterday, amid concern that the region's most indebted nations will struggle to contain their deficits, despite the ECB's $1 trillion loan package, which is designed to sure up the economy and support the Euro. The single currency declined to $1.2636, falling towards the lowest level since March 5th 2009.

Nobuaki Kubo, vice president of foreign exchange at BBH Investment Services Inc, said that "each nation in the euro-zone still has to work on rebuilding its finances. Optimism about the loan package didn't last long as investors stopped pushing up the euro. People remain skeptical about the Euro's outlook in the medium and long term."

The Euro has retreated since climbing to a high of $1.3094 on May 10th when Euro-zone leaders announced an agreement to provide loans of as much as €750 billion, including support from the International Monetary Fund. Greece's budget deficit of 13.6% of gross domestic product is the second highest in the Euro-zone, after Ireland's 14.3%.

Tsutona Soma, a bond and currency dealer at Okasan Securities Co, said that "as markets began to find faults with the loan package, it's become clear that this will not solve the roots of the crisis. Investors are finding fewer reasons to buy the Euro." Europe's economy expanded at a slightly faster pace than expected in the first quarter, as a rise in global demand boosted exports, but the 0.2% increase in GDP points to very aneamic growth.


