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All Clear? 

US Dollar Higher: The EU announced a 

“detail light” deal to contain the debt crisis this 

week and the currency market responded by 

aggressively selling US dollars across the 

board.  We are maintaining our short-term 

favorable view of the dollar as we expect there 

is a significant risk that Europe will experience 

at least one quarter of negative growth within 

the upcoming months.   The trade, however, is 

still crowded. 

 

Aussie Dollar Lower: We believe the 

Australian dollar has limited upside potential 

over the short-term.  The trade is now less 

crowded than it was last month, but the rates 

markets still have fairly aggressive cuts priced 

in the Aussie curve over the next six months.  A 

moderation in rate expectations could lead to 

more short covering. 

 

New Zealand Dollar Higher: We like the kiwi 

higher but it is a risky call.  While some of the 

conditions that justify a RBNZ rate hike exist, 

the bank is unsure as to the impact of global 

developments on the New Zealand economy.   

 

British Pound Sterling Lower:  Sterling has 

limited upside potential in the near term due to 

additional quantitative easing, a worsening 

economic outlook, and a deteriorating export 

sector.  
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The Data Doesn’t Matta? 
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US Dollar Outlook 
 

  

Outlook:  We are maintaining our short-term favorable view of the dollar as global growth 

cools and policy rates outside the U.S. become more accommodative -- leading to tighter rate 

differentials.  Talk of QE3 and further unconventional initiatives by influential members of 

the Fed, however, make this a risky call.  Over the long-term, we expect to see a resumption 

of dollar weakness resulting from the reversal of structural imbalances and reserve currency 

diversification.   

 

Monetary Policy:  The Federal Reserve, one of few central banks with a dual 

inflation/employment mandate, has been more aggressive than its peers in implementing 

accommodative monetary policy.  In addition to two rounds of quantitative easing, the Fed 

has both acknowledged that economic conditions are likely to justify current low rates 

through mid-2013 and initiated Operation Twist.  Once the global expansion cycle resumes, 

we expect the Fed will be one of the last banks to begin to normalize rates; broad dollar 

weakness could be the result.  

 

The Fed has repeatedly stated that it has a “range of policy tools available to promote a 

stronger economic recovery”.  Recent speeches by FOMC members indicate that these 

unconventional policy tools include nominal GDP targets, price level/inflation targets, and a 

resumption of MBS purchases among initiatives.  A nominal GDP target would boost 

demand by providing information about future levels of output while price level/inflation 

targets would effectively lower real interest rates by increasing inflation expectations.  These 

policy tools could significantly boost activity should the Fed decide to implement them.   

 

Economic Data:  Recent economic data can be characterized as mixed-to-better, a big 

improvement from the uniformly bad data of August and September.  The data is also 

consistent with an economy that, for the time being, is still expanding.  Several sub-indices of 

both industrial production and durable goods continued to notch gains in August, September 

and October.  In addition, payroll growth in September may have signaled a bottom.  

Consumer confidence, on the other hand, is still near recessionary levels and business 

sentiment has been listless.  The one bright spot has been an unexpected improvement in the 

trade balance, which might give third quarter activity a little pop. 

 

Fiscal Policy/Current Account:  President Obama’s $447 billion jobs package was voted 

down by the Senate in early October.  The first attempt at breaking the package into pieces 

and voting on specific measures was blocked in mid-October.  We do not expect any 

meaningful fiscal-easing initiatives in 2012 and fiscal policy will likely drag on growth over 

the coming years. 
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US Dollar Outlook (cont) 
 

  

What to Watch:  There are two issues for the USD: the Chinese yuan and the potential for 

QE3.  If Chinese authorities slow yuan appreciation against the dollar to support growth, the 

dollar would likely appreciate against a wide basket of currencies.  Recent signals out of 

Beijing have suggested that growth concerns are now replacing those of inflation, and less 

rapid yuan appreciation may now follow.  Regarding QE3, even the anticipation of a follow-

on round would be enough to pressure the dollar lower, though the bar for additional asset 

purchases is pretty high. 
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Canadian Dollar Outlook 
 

 

Outlook:  We are maintaining our bearish view of the Canadian dollar in the short term and 

expect that there is reasonable risk of a move lower.  We look for USD/CAD to test 1.08 

within the next two months.  Global growth continues to slow and the outlook for the U.S. 

over the next several quarters is increasingly soft.  Over the longer term, we are more 

constructive and expect Canada’s role as commodity exporter to benefit the C$. 

 

Monetary Policy: At the October 25th policy meeting the BoC reaffirmed its dovish bias and 

significantly downgraded Canadian growth and inflation estimates; bringing them in line 

with market expectations.   The market is now pricing cumulative cuts of 5bp in six months, 

and 13bp in twelve months. 

 

Economic Data:  Domestic data in Canada has been mixed over the last few months.  

Meanwhile, the index of leading indicators published by StatCan (STCA), which provides a 

more comprehensive view of the economy, is now negative.  While there is upside risk to 3Q 

GDP data as the economy likely benefitted from the unwinding of temporary factors, 

underlying momentum in Canada has slowed. 

 

Fiscal Policy/Current Account: The Canadian government recently revised its target date 

for a balanced federal budget from early 2015 to mid 2015.  It is presently 5.5% of GDP.  

The Conservative government has pledged to achieve this goal by civil-service attrition and 

modest spending cuts. 

 

What to Watch/Current Market Positioning:  All eyes are on the U.S. in the context of a 

continued moderation in global activity.  Although the tenor of U.S. data improved somewhat 

in late September/early October, the sustainability of consumer-led U.S. momentum is 

questionable.  Longer term, we are tracking the Canadian property market which looks 

vulnerable to the downside. 

 

The currency market is all ready positioned for additional C$ weakness as evidenced by 

three-month risk reversals which heavily favor USD calls/CAD puts.  However, the 

overnight index swaps (OIS) market is presently pricing only 5bp of cuts over the next six 

months; we expect a 25bp cut in 1Q12.  Given the existing positions in the currency market, 

we believe that Canadian short-term rate instruments provide a better opportunity. 
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Australian Dollar Outlook 
 

 

Outlook:  In the near term, we believe that there is room for the Australian dollar to move 

lower.  We expect the currency to test .9500 again within the next two months, but it is a 

risky call as the market is looking for much of the same.  Over the medium and longer term, 

Australia’s role as a commodity exporter will likely continue to lend support to the currency 

as global growth evens out. 

 

Monetary Policy: In the minutes of the October 4th policy meeting, the RBA cleared the way 

for a rate cut that is all ready priced by the market.  Although the RBA acknowledged 

deteriorating European and U.S. conditions, it focused on domestic labor market conditions 

and inflation; both of which have been easing.  At the same time, the bank again 

acknowledged the existence of a two-speed economy in which the resource sector is picking 

up very strongly while activity in other sectors is slowing.   

 

The market expects 45bp of rate cuts by December which we think is aggressive.  

 

Fiscal Policy/Current Account:  The budget deficit currently stands at 5.89% of GDP, but 

strict rules are expected to guide the economy back to surplus by 2013.  This would be the 

fastest fiscal consolidation in Australian in forty years. 

 

Economic Data:  While economic data has been trending softer over the past several 

months, it is not yet falling off a cliff.  Retail sales and consumer confidence have both lost 

momentum but have not accelerated lower as they have in other regions.  Unemployment is 

trending moderately higher but the number of unemployment benefit recipients has continued 

lower.  The external sector, however, is still solid.  Aussie export prices are at historically 

high levels, but have stabilized in the last few months.   

 

What to Watch:  A slowdown in Chinese demand for raw materials would negatively 

impact the Aussie economy.  Even if demand holds steady, increased production capacity for 

many raw materials, in Australia and Brazil (and China for that matter), will to dampen 

prices over the medium term. 

 

The currency market is already positioned for additional A$ weakness as evidenced by three-

month risk reversals which heavily favor AUD puts.  The OIS market is presently pricing 

cuts of 45bp in three months, 85bp in six months, and 90bp in twelve months.  We think the 

45bp in three months is aggressive.  The market might be setting itself up for disappointment. 
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New Zealand Dollar Outlook 
 

 

Outlook:  The NZD is a particularly tough call.  In the medium term, we believe that the 

NZD has fair potential on the upside as some of the conditions that justify policy tightening 

by the RBNZ exist.  Until we see stability in global activity and Europe, however, the risk 

exists for sharp periodic moves lower.   

 

Monetary Policy:   In March, the RBNZ lowered rates to 2.50% from 3.00% in response to 

the Christchurch earthquake.  In the September 15th policy statement, the RBNZ noted that 

domestic activity had surprised on the upside and reconstruction following the earthquake 

was expected to favorably impact overall domestic activity.  Despite these upticks, the bank 

remains cautious on global growth and acknowledged the risk of a marked deterioration in 

the outlook of New Zealand’s trading partners.  If global activity stabilizes, we expect the 

RBNZ to tighten reasonably quickly. 

 

The market expects rates to be unchanged through year end. 

 

Economic Data:  New Zealand data has been mixed, but fairly steady.  PMI data has been 

trending lower for the past five months and business confidence dipped in October.  

Consumer confidence, on the other hand, has been remarkably steady through October.  

Overall, New Zealand had held up reasonably well given the recent slowdown in global 

activity. 

 

Fiscal Policy/Current Account:  Both S&P and Fitch recently downgraded New Zealand on 

concerns than an expected increase in their current account deficit will inflate their external 

debt burden.  Yet, both agencies maintained a stable outlook for New Zealand.  The 

agencies’ view is not surprising given that New Zealand’s current account deficit has 

improved since 2008 and has been reasonably stable over the last two years.  In addition, 

foreign debt as a percentage of GDP, while large, has been trending lower.  The budget 

deficit is presently -4.6% of GDP which is slightly better than average for developed 

economies.  Fiscal policy stimulus is retreating and the Treasury forecasts a return to surplus 

in 2014/15, one year earlier than forecast.  The fiscal outlook for New Zealand is generally 

improving and should continue to do so provided global activity does not completely 

collapse.  

 

What to Watch:  The RBNZ is unsure of the likely impact, if any, of recent global 

developments on the New Zealand economy.  The October 27th policy statement concludes 

with: “…if global developments have only a mild impact on the New Zealand economy, it is 

likely that gradually increasing pressure on domestic resources will require future [rate] 

increases.” NZD risk reversals indicate that the market is positioned for a move lower.  Even 

a small break in the steady stream of soft global economic data could ignite a substantial 

short-covering rally.  
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British Pound Sterling Outlook 
 

 

Outlook:    In the near-to-medium term we have a neutral to slightly negative bias on the 

pound, and we believe the upside for GBP/USD is limited.  Over a much longer horizon, we 

think the pound will benefit from a healthier debt profile resulting from the tough fiscal 

stance the UK government is presently taking. 

 

Monetary Policy:   The Bank of England’s Monetary Policy Committee (MPC) announced 

additional quantitative easing at its October meeting.  The amount of additional asset 

purchases, £75 billion, represents approximately 5.4% of UK GDP and will be completed 

over four months.   This is a significant amount and may help to partially insulate the UK 

from ongoing Eurozone debt drama. 

 

The upcoming asset purchases will be the first purchases since January 2010 and will be the 

largest since the initial round of QE was announced in March 2009.  The initial market 

response has been positive.  We are not sure, however, that such an aggressive move is 

anything to cheer.  In late 2008 and early 2009, when the initial asset purchase program was 

launched, the UK economy was in the grips of an acute credit crisis during which fear and 

uncertainty struck the global economy quickly.  At present, the situation is much less acute.  

We have been aware of the debt crisis in Europe for almost three years.  We are aware that 

global growth has been slowing for the last six months.  The current crisis is one of a lack of 

confidence in the long-term engine of economic growth and explains why the monetary base 

has been shrinking.  We fail to see how additional quantitative easing will cure that.   

 

Fiscal Policy/Current Account:  The British government has taken a hard tack toward 

budget consolidation by initiating aggressive spending cuts and tax increases.  The Guardian 

referred to this approach as a “fetish for austerity”.  Many market participants question the 

focus on spending cuts and tax increases whilst the economy is struggling.  Although budget 

consolidation may lead to lower borrowing costs, it certainly leads to slower economic 

activity.    

 

On the trade side, we do not expect trade to make any significant contribution to overall 

activity.  The majority of UK exports are to slower-growing regions.  Exports to the BRICs 

are small (As of October 28, 2011 www.UKTradeInfo.com):  

 
•52.6% of UK exports to the EU 

•13% to the US 

•6.2% to the BRICs (2.8% to China) 
 

Recent data has confirmed the rather gloomy outlook for exports. The new export orders 

index figure, published by Markit/CIPS, accelerated lower in September to register its 

steepest decline in five years. 
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British Pound Sterling Outlook (cont) 
 

 

Economic Data:  There is little encouraging news about the UK economy.  Maybe consumer 

confidence has found a low.  September IP was not as bad as expected and PMI bounced a 

little higher.  While we cannot rule out the possibility that September might be the start of a 

trend higher in the data, any trend higher has some heavy lifting to do.  Manufacturing output 

is eroding, trade is deteriorating, and retail sales continue lower.  At the same time, twelve-

month inflation expectations are moving higher.   

 

What to Watch:  Europe.  
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Swedish Krona Outlook 
 

 

Outlook:  As long as global growth concerns and sovereign debt issues persist, the Krona is 

vulnerable to the downside.  In the medium term, however, we expect the Krona to modestly 

outperform the USD and EUR. 

 

Monetary Policy:  After hiking at its July meeting, the Riksbank has assumed a less hawkish 

rates bias.  At the October 27th policy meeting, the bank decided to hold rates steady and to 

hike “sometime next year.”  The bank also revised its repo-rate path forecast lower.  As did 

most central banks, the Riksbank noted the degree of uncertainty regarding the economic 

outlook abroad.  In fact, September minutes included a refreshing comment from Governor 

Stefan Ingves who succinctly concluded that “the current repo-rate path is even more of a 

forecast than a promise than usual.”  

 

The market is pricing 20bp of cuts over the next twelve months, which, given the 

circumstances, seems reasonable.  The Riksbank target repo rate is presently 2.00%.  Rates 

had been as low as 0.25% during late 2009/early 2010.   

 

Fiscal Policy/Current Account:  Sweden coped with the financial crisis better and 

recovered faster than many countries for two reasons:  the strength of its fiscal position and 

its export sector.  Sweden had maintained a budget surplus for five years preceding the crisis 

and a current account surplus that extends back to 1994.  In the near term, Sweden is in a 

better position than many countries to implement additional fiscal measures should the global 

economy continue to soften.  As activity picks up in the medium term, the Swedish export 

sector is positioned to meet increased global demand just as it has over the past two years. 

 

Economic Data:  Sweden is very clearly slowing.  GDP, PMI and industrial production 

figures have been trending substantially lower since the beginning of the year.  Consumer 

confidence looks as though it fell off a cliff beginning in 2Q11.  At the same time, inflation 

expectations are rapidly moderating.  Headline CPI has been a little sticky as past rate hikes 

are being captured in higher mortgage payments, but core is trending lower.    

 

What to Watch:  Sweden is an export economy.  According to the U.S. State Department, 

exports accounted for approximately 23% of GDP in 2010.  Unfortunately, of its top ten 

export partners, there is only one “emerging” economy, China, which ranked #10 at 3.9% of 

total exports.  The outlook for Sweden, and the krona, is dependent on the outlook for the 

developed economies--and that doesn’t look too good. 

 



10 10 10 10 

Norwegian Krone Outlook 
 

 

Outlook:  Until there is a resolution to the European debt crisis and some stabilization in 

global activity, there is considerable downside potential for the krone.   

 

Monetary Policy:  In their last policy statement, the Norges Bank indicated that policy rates 

will be raised if inflation moves higher and lowered if the economy is “…exposed to new 

major shocks…”.   So, there is no insight to be gained from further analysis here. 

 

The bank lowered rates to 1.25% from 5.75% in response to the global financial crisis (GFC).  

In October 2009, the bank began tightening; rates are now at 2.25% 

 

Fiscal Policy/Current Account:  Norway weathered the GFC much better than most 

countries as a result of its strong balance sheet and fiscal discipline.   The budget balance was 

a staggering +17.5% of GDP at the end of 2007, and was +10.5% for 2010.  The current 

account surplus for 2Q2011 measured +12.2% of GDP, and has largely been positive for the 

last 20 years. 

 

Economic Data:  Norway data has been mixed-to-steady.  PMI data has been trending lower 

and is at six-month lows at the same time IP has moved generally lower.  Nevertheless, 

unemployment is back at the lower end of the 2.5% - 3.0% range that has persisted for the 

last three years.  Furthermore, retail sales through August have been decent and CPI is well 

anchored. 

 

What to Watch:  Though it is less of an issue now that Europe has “solved all its structural 

and debt issues”, we want to address the ridiculous idea that the krone could become a “safe 

haven” currency.  The surest way to be carted off in a stretcher is to treat the Nokkie as a 

“safe haven” currency.  The Lehman collapse saw Nokkie crater 25% against the euro and 

40% against the dollar.  During periods of financial stress, investors will buy U.S. Treasuries 

well before they buy Norway government bonds, regardless of all trade surplus and fiscal 

discipline; the Norwegian debt market is simply not large enough.  According to Barclays 

Capital, the Norwegian government debt market is $81 billion; the U.S. government bond 

market alone is nearly 114 times larger.  

 

Gravelle Pierre 
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