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Market insight Fixed Income 

At a glance 
• The fiscal crisis in Greece is likely to remain a constraint on the European Central Bank 

tightening rates for some time, probably resulting in further downward pressure on the 
euro 

• While reserve diversification away from the US dollar remains a medium term theme, we 
believe the greenback may rally further in the run-up to Fed tightening later this year 

• With fiscal retrenchment likely to become an increasing drag on economic growth in many 
larger developed market economies, we took profits on our longstanding pro cyclical 
commodity exporter theme and substituted a more balanced basket of fiscally stronger 
currencies that should be more resilient in the face of an earlier-than-expected slowdown   

 

Protecting against a global gloom scenario 

The big issue in financial markets over the last month has been the crisis in 
confidence over the parlous Greek fiscal situation and its knock-on impact on the 
euro. We believe that EU policymakers and the Greek government will do whatever is 
necessary to avoid bankruptcy and contain the risk of contagion spreading to other 
weak member states. We also believe that this could be a key turning point for the 
euro zone, forcing the smaller countries to address their underlying fiscal positions 
and improve their productivity. In our view, this should prevent the worst case 
scenario where the credibility of the euro project is lost and the single currency spirals 
out of control towards parity and beyond.   

However, even if we rule out the risk of contagion and bankruptcy, it is hard to see 
how the euro can avoid falling further in the near term. With severe fiscal austerity 
measures being imposed on its five weakest member states, which make up 
approximately a third of the euro zone’s economy, the ECB is likely to remain on hold 
whilst the Fed seems to be preparing the markets for a tightening in policy and even 
the Bank of England may be ready to raise interest rates towards year end. Having 
already scaled back most of our strategic US dollar short over the last few months, 
we now shift the residual position from a diversified G3 basket into the Singapore 
dollar as a simple proxy for the medium term rise in importance of Asia in the global 
economy. 

While the focus of the market in the short term has understandably been on the acute 
problems facing Greece, this could just be the first harbinger of a more gloomy 
scenario for many developed market economies over the next few years. Budget 
deficits have ballooned almost everywhere since the start of the current “great 
recession” in late 2007, and a combination of previous fiscal laxity and deteriorating 
demographics look set to push government debt ratios to dangerously high levels in 
many large economies. A recent academic paper by Carmen Reinhart and Kenneth 
Rogoff, “Growth in a Time of Debt, 2009” found that in developed countries, median 
growth rates fall by about 1% when the gross government debt exceeds about 90% of 
GDP. According to the IMF, the US, UK, Japan and a number of the major euro zone 
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economies are facing this prospect over coming years, which is likely to force severe 
fiscal retrenchment and subdued trend growth. 
 

Gross government debt/GDP 

 
 Source: IMF, February 2010 

While the recovery dynamic put in place by last year’s extraordinary monetary and 
fiscal easing may yet avert this depressing scenario, at least for a time, we have long 
felt that some kind of temporary growth dip was likely to develop this year as the 
initial inventory-led recovery from recession runs out of steam. In the light of these 
longer term concerns, we now feel it is prudent to take profits on our remaining pure 
“recovery” theme of long cyclical commodity exporters and substitute a more 
balanced basket of stronger fiscal currencies which includes Switzerland and Sweden 
alongside previous winners like Australia, Norway and Canada. In this way we hope 
to capture the remaining benefits from our central case of continued above-trend 
recovery through mid/late 2010, without being too vulnerable to an earlier than 
expected refocus of market attention on the likely medium term growth losers. 

 

Currency analysis at a glance 
USD We adopt a tactically neutral stance on the US dollar. We continue to expect weakness in the medium term, particularly 

against emerging market currencies, as central bank reserve managers continue to diversify their portfolios. However, the 
US dollar could gain temporary support against other G3 currencies in the run-up to the first Fed tightening, which is 
expected in the second half of 2010.  

EUR   We have become mildly negative towards the euro for the balance of this year as we believe the fiscal crisis in its 
periphery markets will delay ECB tightening into 2011. We would look to close and maybe reverse this trade should the 
single currency return to fair value territory in the below 1.30 region against the US dollar.  

JPY We retain our negative outlook towards the yen as the Bank of Japan looks set to lag other main central banks in tightening 
policy in 2010. We believe the prospect of a more pro-consumer fiscal policy stance from the Democratic Party of Japan 
looks more like a risk case given the failure of the coalition partners to agree details of an expansionary package. 

GBP We remain overweight the UK pound having built up exposure during its period of weakness last autumn. Whilst significant 
political uncertainties remain ahead of the general election, the economy has clearly been outperforming expectations 
recently and valuation support remains compelling. With underlying inflation pressures mounting, we expect the Bank of 
England to begin tightening policy before year-end.  

CHF We shift to a neutral outlook on the Swiss franc versus the euro as it may increasingly be seen as a safe haven currency in 
Europe given its much sounder fiscal position. That said, it is unlikely to strengthen significantly given the Swiss National 
Bank’s continued policy of countering upward pressure on the franc through unsterilised currency intervention. (An 
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unsterilised policy allows foreign exchange markets to function without the manipulation of the supply of the domestic 
currency, and hence the monetary base is allowed to change.) 

NOK We retain a mildly positive outlook on the krone. The uniquely strong external balance sheet built up through its long term 
policy of re-investing its surplus oil revenues should bolster its attractions which already include attractive valuations, 
positive yield differentials and a relatively stable economy. 

SEK We adopt a mildly positive view on the Swedish krona. Although concerns over the situation in eastern Europe and the 
Baltic states continue to wax and wane, it should benefit from cheap valuations, positive interest rate dynamics and a 
relatively healthy fiscal situation. 

CAD We maintain our positive outlook. Canada entered this downturn with a much healthier fiscal position than most of its G7 
peers and the absence of any quantitative easing measures should simplify its exit strategy. Lower household debt ratios 
and a stronger housing market should underpin a stronger domestic demand trend than in the US. Furthermore, despite 
positive flows recently, positioning is less stretched than for other resource exporters. 

AUD We maintain a mildly positive view on the Australian dollar, which continues to perform well against a background of a 
strengthening global recovery. While we see scope for the Australian dollar to become even more overvalued during this 
phase of the economic cycle, we are wary of the risk of some near term corrections as investor positioning gets 
overextended.  

NZD In contrast we downgrade our outlook on the New Zealand dollar to mildly negative. After its strong gains over the last 
year, the currency is trading at significantly overvalued levels and with investors having built up significant long positions. 

LATAM  For the moment we maintain a positive outlook on the Argentine peso, although we are becoming increasingly concerned 
about longer term sustainability. Although we remain constructive on the Mexican peso in the longer term, we have taken 
advantage of recent outperformance to take profit on half our position. We also maintain our negative outlook on the 
Brazilian real and have increased our underweight, expecting it to be a relative underperformer in the region over the 
coming months. These decreases in our overall exposure to Latam have been offset by an overweight in the Chilean peso, 
where we have taken advantage of recent weakness caused by pension fund regulation changes to buy the currency at 
what appear to be cheap levels.  

 ASIA In line with our views, Asian currencies held up relatively well in the recent market weakness, which, we believe, is a 
reflection of the strong fundamentals and attractive valuations. Asia continues to see positive growth surprises. We have 
maintained our positive outlook on the Malaysian ringgit, the Philippine peso and Indonesian rupiah. As an offset, we 
maintain our short position in the Taiwanese dollar.  

CEE Directionally, we hold on to our neutral stance on the region whilst maintaining a relative preference for the Polish zloty 
versus the Hungarian forint, a view established on the back of attractive valuations and interest rate differential dynamics. 
Southeast European currencies including the Romanian leu and the Serbian dinar have underperformed recently as 
investors seem to focus on the likely spill-over effects from the Greek crisis.  

MEA/CIS We remain positive on the region. We maintain a positive outlook on the Egyptian pound on the back of positive carry, 
strong regional and international portfolio flows, continued recovery in real economic activity and the return to reserve 
accumulation. We also have a positive outlook on the Russian ruble as commodity prices have stabilised and capital flows 
have returned. Our directional exposure is reduced by our negative outlook on the South African rand, which we believe is 
expensive relative to its peers after an exceptional rebound in 2009. 
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