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Indicator Fixed Income 

At a glance – Views over next 3 – 6 months 
Bonds Currencies Credit 

US  Flatter Curve USD   Investment 
Grade  Financials 

Japan   JPY   High Yield  BB/B 

EU  Flatter Curve EUR   Emerging Mkt 
Sovereign   

UK  Flatter Curve GBP    

Other Majors   Other Majors  SEK, AUD, NOK Inflation-Linked Bonds 

Other Majors  CAD, CHF Other Majors  CHF US   

Emerging 
Markets  BRL, ZAR, COP, 

PLN 
Emerging 
Markets  MXN, PHP, TRY, 

RUB EU   

Emerging 
Markets  THB, PEN Emerging 

Markets  HUF, ZAR, BRL, 
COP UK   

 

 Neutral  Strongly up  Sharply down  Trending up  Trending down  

As at 10 May 2010 

Currency key: CAD= Canadian dollar, CHF= Swiss franc, BRL= Brazilian real, ZAR= South African rand, COP= Columbian peso, PLN= 
Polish zloty, THB= Thai baht, PEN= Peruvian new sol, SEK= Swedish krona, AUD= Australian dollar, NOK= Norwegian krone, MXN= 
Mexican peso, PHP= Philippine peso, TRY= Turkish lira, RUB= Russian ruble, HUF= Hungarian forint  

Market outlook 
The old market adage “sell in May, and go away” looked prescient as the new month began, as markets were hit 
by a severe bout of risk aversion. The proximate cause was a build up of pressure on peripheral European 
governments, following indecisive policy action to address the financing crisis in Greece. Markets also reacted 
badly to banking reform proposals being debated by the US Senate. Underneath all of this, however, many risk 
assets were clearly overbought and vulnerable to a correction after a long period of strength.  

The sell-off has been fairly savage and should have shaken out quite a lot of weaker positions. The EU support 
package agreed over the weekend looks substantial enough to stabilise confidence in Europe. Markets may 
remain volatile for a time, but we think the favourable economic background should gradually reassert itself. Data 
continues to improve and is increasingly consistent with above trend growth. Stronger economic activity and low 
interest rates remain a powerful combination which should encourage capital to begin to flow again towards pro-
cyclical and higher yielding assets. We retain an overweight position in corporate and emerging market bonds.   

Major government bonds, by contrast, have been the beneficiaries of market turmoil and flight-to-quality buying, 
which should now begin to unwind. Central banks still appear happy to keep interest rates at emergency levels, 
which should provide some support, but ultimately yields should rise as we move closer to monetary policy 
tightening later this year, especially in the US. German Bunds look likely to lose much of their safe haven status 
and may start to underperform other markets. In the UK, political noise is likely to continue to dominate the Gilt 
market, but any signs of a credible plan to address the deficit would be a positive. 
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Currency markets should also experience a relief trade, with commodity-linked and emerging currencies 
recovering and the euro regaining some lost ground. We do not believe, however, that this will mark the 
beginning of a new uptrend for the euro, given the structural concerns highlighted by the crisis and the loosening 
of the European Central Bank’s mandate required to stem the panic. 

 

Bonds Recent developments: Major government bond markets range traded for most of the month 
before finishing stronger on flight-to-quality buying as market sentiment deteriorated towards 
peripheral markets. 
Market outlook: Measures taken by the EU appear sufficient to remove the threat of near-
term financing problems in southern Europe. This should encourage profit-taking on the core 
markets and encourage investors to focus on the on-going economic recovery. US Treasuries, 
Canadian government bonds and German Bunds look most vulnerable to a change in 
sentiment. UK Gilts are likely to be driven by political noise surrounding the outlook for fiscal 
policy. 

Currencies Recent developments: The Swiss franc was the weakest major currency over the month 
with signs of global economic recovery supporting pro-cyclical currencies, such as those of the 
commodity exporters, led by New Zealand, Australia and Norway. The euro remained under 
pressure as markets feared that the joint EU/IMF package to support Greece would be 
insufficient to prevent contagion to other southern euro-zone economies. 

Market outlook: We maintain our negative outlook on the yen and the euro versus an 
overweight position in the British pound, which is by far the cheapest of the all major currencies. 
However, overall exposure levels have been reduced somewhat, reflecting continued political 
uncertainty in the wake of the indecisive UK election and evidence that the euro is getting 
increasingly over-sold on negative sentiment towards the EU. 

Credit Recent developments: Corporate bond spreads were volatile in April, initially tightening to 
the lowest levels in two years, before widening in the last week of the month to close largely 
unchanged on the month. Credit market performance was in line with other risk assets, which 
sold off in relation to the European sovereign debt crisis.   

Market outlook: Underlying economic and company fundamentals continue to improve 
globally. This had led to falling default rates throughout the market. Given our continued positive 
view on economic fundamentals and these improved corporate credit metrics, we are looking 
for credit spreads to tighten throughout the year.  We do not think, however, that the credit 
market will be immune from general bouts of risk aversion in the markets. 

Emerging 
Market Debt 

Recent developments: Bond markets were hit hard by Greek default fears. After achieving 
an all time high in the middle of the month, the JP Morgan Global Diversified EM Bond Index 
closed lower on global risk aversion. 

Market outlook: We believe the indiscriminate selling of assets that accompanied Greek 
fears has opened up value in this market, given that the trend of improving economic 
fundamentals remains in place. This should be used to add exposure to the cheaper, higher 
beta markets. Separately, we have become more negative towards the Romanian leu given 
European contagion risks.   

Inflation-
Linked 
bonds 

Recent developments: Real yields generally rallied as risk aversion rose during the month, 
but by less than nominal bond yields, causing breakeven inflation expectations to decline 
somewhat. 

Market outlook: Real yields are generally low and significant economic slack should keep 
core inflation under downward pressure. Breakeven inflation rates appear reasonable in 
Europe, but we see some scope for breakevens to rise in the UK and in the US. 
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Thought for the month: “Now this is not the end. It is not even the beginning of the end. 
But it is, perhaps, the end of the beginning.” – Winston Churchill, November 1942 

We believe that the underlying themes that have driven financial markets higher over the last year remain in 
place. Economic data and leading indicators continue to suggest that global growth is accelerating. At the same 
time, central bankers show every sign of being happy to lag the cycle and run reflationary policies, comforted by 
the large amount of spare capacity created by the recession. This combination of improving economic conditions 
and relatively low interest rates should provide a supportive backdrop for higher yielding bonds and pro-cyclical 
assets. As a result, we still favour being overweight corporate and emerging market bonds. 

This optimistic stance has been tested by recent events. At the beginning of the month, sovereign financing 
concerns precipitated a bout of market panic as investors focused on the unsustainable fiscal position of southern 
Europe.  

High debt and deficit levels are likely to remain a feature of the economic landscape for years to come.  We hope 
that the recent market scare will now encourage European governments to act more quickly to put their finances 
on a sustainable path. We are cautious, however, whether enough will be done to retain market confidence in the 
medium term. 

The problems in peripheral Europe have highlighted the flaw at the heart of the euro's construction: we believe a 
one-size fits all monetary policy can only work alongside economic and fiscal coordination. Without it, all you 
really have is a set of fixed exchange rate pegs, and these are known for building up imbalances which 
eventually become unsustainable.  

This weekend, European governments appear to have taken a major step towards turning the euro zone into 
more than just a common currency area. The stabilisation plan agreed by ministers provides guarantees and 
support for weaker members, promises stronger fiscal coordination and widens the European Central Bank’s 
remit to support the smooth functioning of euro area bond markets.  

The Europeans have probably done enough to put the fear of widespread sovereign default on the backburner for 
some time. Greece may be the exception, although even there a meaningful attempt has been made to buy time. 
As a result, we expect markets to begin to focus again on the otherwise favourable backdrop. Accelerating 
growth and low interest rates are a powerful antidote for the world’s ills, even if they only prove to be a temporary 
cure. 
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