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Insight           Fixed Income and Currency 

At a glance 

 As we expected, markets have started to focus on the outlook for slower growth in the 

second half of the year as recent dataflow has remained disappointing.  

 The strongest developed market in June was the Swiss franc which benefited from its 

perceived safe-haven status. Sterling also continued to perform well, with the positive 

reaction to the new coalition government’s ‘austerity’ budget adding to the better tone. 

 With the euro looking oversold and with the potential to squeeze higher from ‘cheap’ 

levels, the US dollar is beginning to look vulnerable to a bigger sell-off as political gridlock 

prevents action on the deficit. 

 

The US dollar: an accident waiting to happen? 

Market participants in June began to focus on the prospect of the coming slowdown 

in global growth that we highlighted last month. Dataflow has since continued to 

disappoint consensus expectations leading to widespread downgrades to growth 

forecasts for the second half of 2010. We therefore maintain our bias towards fiscal 

sustainability and low cyclicality in the construction of our developed market 

portfolios.  

At the margin, however, we think a new phenomenon is beginning to emerge: the 

willingness of markets to reward pro-active fiscal tightening with lower risk premiums 

and stronger currencies. This was most evident in the UK where the coalition 

government’s ‘austerity’ budget was welcomed by the market, despite cuts in near-

term growth forecasts. As a result, sterling was second only to the Swiss franc in the 

performance league table in June. Even the euro seems to have found at least a 

temporary respite from market selling pressure as most of the key players, including 

notably Germany, have put forward substantial medium-term deficit reduction 

programmes. 

Unlike the euro zone and the UK, however, we believe both the US and Japan are 

behind the curve of fiscal adjustments. Not only has the US not started to address 

their large and expanding fiscal imbalances, but there are signs of a possible rift 

between policy makers with the departure of Peter Orszag, head of the Office of 

Management and Budget. The announcement of the departure, just before the last 

G20 meeting, signalled a possible divergence between those in the Administration 

who would like a more prudent fiscal discipline against others such as President 

Obama and Treasury Secretary Geithner who prefer to follow the Krugman dogma of 

easy fiscal policy until the recovery is well established. In any case, the prospect of 

gridlock in Congress following the mid-term elections in November will only make it 

more difficult for the Administration to push forward a coherent fiscal agenda. 

Eventually, a buyers’ strike by the so-called ‘bond vigilantes’ could leave the US 

dollar vulnerable to a crisis of confidences later in the year.  
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Currency analysis at a glance 

USD We adopt a tactically negative stance on the US dollar in the face of growing risks of cyclical underperformance in 

the second half of 2010. As we anticipated, dataflow in the US has started seriously to disappoint bullish 

expectations built up during the strong recovery out of recession seen since mid-2009. With fiscal and monetary 

policy no longer adding stimulus as they were last year, the rate of GDP growth is likely to sink back towards the 

relatively anaemic growth in domestic final sales that has characterised this recovery so far. Even the ‘safe-haven’ 

capital flows that the dollar has benefited from since 2008 may be called into question should markets start to focus 

on the political impediments to a pro-active, medium-term deficit reduction strategy.  

EUR We retain the neutral stance towards the euro which we adopted when it entered ‘cheap’ territory below 1.20 vs. the 

US dollar. While it seems clear that the fiscal crisis in the euro area periphery markets will likely delay European 

Central Bank tightening into 2011, we no longer expect any interest rate increases in the US or Japan to put 

additional pressure on the single currency this year. Indeed, there is some evidence that the euro could be squeezed 

higher in the short term from very oversold levels, particularly if the banking sector ‘stress tests’ due in mid-July 

succeed in reassuring market fears. Further out, however, it seems likely that a competitive currency will have to be 

part of the ‘healing’ process for the euro region as a whole for some time to come. 

JPY We retain our mildly negative outlook towards the yen even though the sharp fall in equity markets seen since end-

April has bolstered safe-haven demand in the short term. The resignation of Prime Minister Hatoyama after only eight 

months has elevated the former Finance Minister Naoto Kan who has been associated with a preference for a 

weaker yen. Further political uncertainty may follow a poor showing for the coalition parties in the July Upper House 

elections. 

GBP We remain positive towards the UK pound, which is still the cheapest of the major currencies. It held up relatively 

well following the inconclusive outcome of the General Election, as the resulting Lib-Con coalition government was 

viewed as having a strong commitment to early deficit reduction. The positive reaction to the recent ‘austerity’ budget 

has added to this perception in our opinion.  

 CHF We maintain a neutral outlook on the Swiss franc versus the euro as it is increasingly being seen as a safe-haven 

currency in Europe given its much sounder fiscal position. With the domestic economy beginning to recover, the 

Swiss National Bank has signalled that it will gradually back away from its recent policy of countering upward 

pressure on the franc through market intervention.  

NOK We retain a mildly positive outlook on the krone. The uniquely strong external balance sheet built up through its 

long-term policy of reinvesting its surplus oil revenues should bolster its attractions, which already include attractive 

valuations, positive yield differentials and a relatively stable economy. 

SEK We also maintain 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 again downgrade our outlook on Canada to mildly negative. It is clear that the cyclical slowdown in the US is 

also taking its toll on its northern neighbour despite lower household debt ratios and a stronger housing market. 

Furthermore, the fiscal position is vulnerable to rising costs associated with an ageing population in the medium-

term.  

AUD We are also downgrading our stance towards the Australian dollar to negative. The sensitivity of the Australian 

export mix to the Asian recovery makes it particularly vulnerable to the downward inflexion point in global growth that 

we fear later this year.  

NZD In contrast we maintain a neutral stance on the New Zealand dollar which we expect to be the most resilient of the 

resource exporting currencies. Much of the overhang from stale long positions seems to have been removed, and 

valuation levels are within normal ranges. Compared with Canada and Australia, the medium-term fiscal position also 

looks fairly promising.  

LATAM   We have a relatively neutral bias on Latam on the whole as we expect the performance of currencies across the 

region to be mixed and have kept our positions unchanged on the month. We are long the Argentine peso, which 

we expect to outperform during periods of emerging market currency weakness. The Mexican peso remains one of 

our favoured overweights, while we also continue to hold our Chilean peso overweight, expecting favourable growth 

dynamics in both countries to help them rally going forward. We also maintain a negative outlook on the Brazilian 

real and Colombian peso expecting them to underperform the region over the next few months.  

ASIA The big news over the month was the de-pegging of the Chinese renminbi.  While the appreciation versus the dollar 
since the move has disappointed some investors, we think it is a positive sign and a confirmation the Chinese are 
looking to reduce reliance on the export sector in the longer term. Recent weakness across the region’s currencies 
has created value relative to the still strong fundamentals in our view. We continue running our modest pro-risk 
basket of long positions in the Malaysian ringgit, Philippine peso and Korean won versus short positions in the 
Indonesian rupiah and the Taiwan dollar.  
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CEE Regional currencies rebounded strongly at the beginning of July as economic data from the US disappointed and 

news from the European financial sector was better than expected. Cross market, we took profits in our position in 

the Polish zloty versus the Romanian Leu and remain directionally neutral. 

MEA /CIS We maintain a positive bias towards the region. We favour the Egyptian pound on the back of attractive carry,    

 strong regional and international portfolio flows, continued recovery in real economic activity and the return to     

 reserve accumulation. We maintain our long Russian ruble position as the Central Bank of Russia is running a fine

  balancing act of cutting rates whilst inflation is falling to discourage the carry trade. Over time we expect a gradual 

 move to a more freely floating exchange rate regime, while any indication of the disinflationary process reversing 

 should lead to faster currency appreciation. Our directional exposure is reduced by our negative outlook on the

 South African rand, which we believe is expensive after an exceptional rebound in 2009, especially relative to its 

 peers such as the Turkish lira. 
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