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Iron Harbor Currency Matrix 
 
In order to more clearly communicate our outlook on individual currencies we 
are introducing Iron Harbor Currency Matrix.  Our matrix attempts to quantify 
what we perceive to be the risk and attractiveness of individual currencies 
relative to one another.  The advantage of this approach is that it helps to 
identify opportunities in various currency crosses.  So, for example, while we think 
that the Canadian dollar will likely depreciate against the US dollar, the 
Canadian dollar will likely appreciate against the British Pound.   
 
Our matrix is a quick and effective way to identify opportunities in non-traditional 
currency pairs that is not possible with typical currency analysis.  The best thing 
about our matrix is that you can left-click on any currency in the matrix to 
advance directly to our detailed analysis of that currency.  
 
Within the upcoming weeks, we will outline our broad methodology for ranking 
currencies along the risk and bullish/bearish axes.  For now, users should 
understand that the rationale for the rankings is fully captured in the individual 
currency analyses included in the body of our Currency Advisor.   
 
Finally, we want to explain the colors and the arrows we use in the matrix.  The 
colors represent the trade position: blue indicates flat, red indicates short and 
green indicates long.  The arrows communicate the direction we believe the 
trade is going.  Let’s take the Brazilian Real for example: 
 
 
 
Based on the position of the currency in the matrix, we are very bearish on BRL 
but think that it is a relatively risky call.  The color blue indicates that we are flat.  
The arrow indicates that we believe the real will become more risky and we will 
likely become more bearish in our outlook.  Let’s now take the British pound. 
 
 
 
 
Based on the position of the pound in our matrix, we are very bearish on the 
pound and think that it is a relatively less risky trade.  The color red indicates that 
we are short the pound.  The arrow indicates that we believe the pound will 
become a less risky trade and our outlook will become more pessimistic. 
 
We hope that investors will use this matrix to develop a better understanding of 
our specific market views with regard to currencies and we encourage any 
feedback. 
 
Gravelle Pierre 
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US Dollar Outlook 
 
  
Outlook:  We are maintaining our short-term favorable view of the dollar, but 
it is a riskier call than it was last month.  Economic data for the past six weeks 
indicates that US activity in Q4 is firming at the same time that activity 
abroad is trending lower.  We believe that relative economic performance 
may take the lead in driving currency performance over the next few 
months, and the USD should appreciate against a broad range of currencies.  
Over a longer horizon, we have a much less favorable USD outlook as the 
reversal of structural imbalances, ongoing reserve currency diversification, 
and unsustainable fiscal deficits are each likely to contribute to a weaker 
dollar. 
 
Monetary Policy:  The Federal Reserve has repeatedly stated that it has 
additional monetary policy tools that it can use should US activity further 
weaken, but it has given no specific details regarding the circumstances that 
would justify further accommodation.   A recent speech by NY Fed President 
Bill Dudley at West Point (Hooah!) makes clear that the FOMC is deeply 
divided over the costs and benefits of additional easing.  We nevertheless 
expect that the deep dissatisfaction expressed by dovish members of the 
FOMC will carry the day despite the risks that additional easing poses to Fed 
credibility.  
 
Economic Data:  Economic data has been mixed-to-better but there are 
some soft spots.  As we noted in our recent US Quarterly, production and 
manufacturing data looks solid for both business equipment and consumer 
goods.  Manufacturing data shows that sales have been outpacing 
inventory growth since June.  Non-defense capital goods orders are starting 
to ease a bit, but the slack is being taken up on the consumer side (data 
through September).  Keep in mind, however, that non-residential fixed 
investment is only 10% of total domestic demand; it does not drive growth.  
Personal consumption expenditure drives growth in the US and the party is 
almost over for US consumers (do not be fooled by the Black Friday sales).  
Consider this: 25% of all homeowners are underwater on their mortgages 
while unemployment is at 9% and household savings rates are at four-year 
lows!  Anyone who thinks that personal consumption expenditure is going to 
expand significantly over the next several quarters is out of their mind. 
 
Fiscal Policy/Current Account:  President Obama’s $447 billion jobs package 
never even got off the ground.  Presently, the debate is whether the payroll 
tax cut will be allowed to expire at the end of December.  Senate leaders 
have indicated that there are likely to be several votes on the measure.  So, 
December should be interesting.  
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US Dollar Outlook (cont’d) 
 
  
What to Watch:  We think there are now three issues which will impact the 
USD over the upcoming months:  1) the slowdown in Chinese yuan 
appreciation; 2) the potential for QE3 by the Fed and; 3) unlimited bond 
purchases by the ECB.  First, as we noted last month, signals out of Beijing 
have suggested that growth concerns are now replacing those of inflation 
and it appears that less rapid yuan appreciation is one of the tools Chinese 
authorities are using to ease policy.  This is dollar bullish.  Second, a close read 
of FOMC-member speeches suggests that the Bernanke-Dudley-Yellen block 
is increasingly uncomfortable with high levels of unemployment and the 
floundering housing market.  Recent activity data, however, is pointing to a 
fair degree of underlying momentum which could make the introduction of 
additional policy accommodation controversial.  If the market takes QE3 off 
the table, USD should rally.  Finally, and most interesting, is the ECB.  Germany 
is under increasing pressure to allow the ECB to engage in unlimited bond 
buying to prevent the EUR from collapsing.  If the ECB does move in such a 
way, we expect choppy trading to be followed ultimately,  by a significant 
move lower in EUR.   

Activity Pickup: Better Late 
Than Never 

Source: ISM Source: Bloomberg 
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Canadian Dollar Outlook 
 
Outlook:  We are maintaining our bearish view of the CAD against the USD, 
but expect that Canada will outperform other currencies.  We look for 
USD/CAD to test 1.06 within the next two months.  Global growth is slowing at 
the same time that the trend in US data is firming.  We expect that Canada 
will benefit from the uptick in underlying US momentum relative to 
economies with greater exposure to Europe and Asia.  Over the longer term, 
we remain constructive and expect Canada’s role as commodity exporter to 
benefit the C$. 
 
Monetary Policy: The Bank of Canada has a flexible inflation target mandate 
of 2% (plus or minus 1% around the target) and guides monetary policy to 
achieve this target over a six-to-eight quarter range.  While headline CPI in 
October was 2.9% (above the 2.0% target), the Bank firmly believes that 
excess supply will exist in the economy well into 2013 and CPI inflation will 
move toward the bottom of the target range by mid 2012.  This assumption is 
important because the Bank’s inflation target is symmetric; a sustained move 
in inflation above the target is just as bad as a sustained move below target.  
For this reason, there is some risk of a rate cut by the Bank in 1Q2012.  The 
market is now pricing cumulative cuts of 10bp in 3 months, 20bp in 6 months, 
and 30bp in 12 months. 
 
Economic Data: Domestic data in Canada has been solid over the last few 
months.  The manufacturing sector, driven by strong external demand, is 
performing well.  Credit growth is holding steady while retail sales have been 
resilient.  Inflation has peaked and, if food and fuel prices remain well 
behaved, is poised to move lower.  The one soft spot in recent data has 
been employment growth and we are not yet sure what to make of it.  
Certainly the trend in employment has been moving generally lower since 
May, but recent data has been choppy. Given that the external sector has 
performed as well as it has, a slowdown in jobs growth could be an early 
warning that global uncertainty is starting to weigh on confidence and trade 
channels.  
 
Fiscal Policy/Current Account: Through 2Q2011, Canada’s current account 
deficit registered -3.2% but may improve slightly in Q3 as a result of better 
export growth.  For all the pessimism regarding the US outlook, it seems that 
Canada is doing just fine by the with net merchandise exports to the US at 
10-month highs. 
 
What to Watch:  Short USD/CAD is not as crowded as it was two weeks ago as 
evidenced by three month risk reversals.  So we are more comfortable with 
our bullish USD/CAD call.  At the same time, we think that CAD will benefit 
from a recent uptick in US data and outperform currencies with greater 
European and Asian exposure as recent US data has been better. 
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Brazilian Real Outlook 
 
 
Outlook:  The real is overvalued and everyone seems to know this.  In order to 
substantiate this claim, we refer to the venerable Big Mac Index published by 
The Economist.  Based on the actual price differential or a GDP per capita 
adjusted basis, BRL is either 52% or 149% overvalued against the dollar. 
(http://www.economist.com/blogs/dailychart/2011/07/big-mac-index).  Based on this 
rigorous methodology, and the fact that the European crisis is a serious threat 
to emerging market currencies, we believe the upside for Brazil is limited over 
both the near and long term. 
 
Monetary Policy: After having hiked rates as recently as mid-July, Brazil’s 
Central Bank Monetary Policy Committee (Copom) abruptly reversed gears 
in August and has since cut the Selic overnight rate from 12.5% to 11.5%.  The 
policy reversal was first met with a fair amount of consternation as it occurred 
at the same time that inflation was still at six-year highs.  It now appears that 
the Copom correctly anticipated what has been a modest retreat in price 
pressures.   
 
Over upcoming quarters, the Bank expects external developments and 
ongoing fiscal consolidation to contribute to the moderation of inflation 
back toward the 4.5% midpoint in 2012.  Given that the minimum wage is set 
to increase 14.3% in 2012 in the midst of robust domestic demand and 
historically low unemployment, we are skeptical whether Copom can 
deliver.  Consensus inflation estimates published by Bloomberg suggest that 
we are not alone in our skepticism. 
 
Economic Data: The economic data indicate a two-speed economy: 
domestic demand and credit growth are steady as production and 
manufacturing suffer.   In fact, manufacturing PMI has been contracting 
since May. 
 
Fiscal Policy/Current Account: Fiscal policy in Brazil requires special attention 
because the large increase in spending over the past several years has been 
the main driver behind higher Brazilian inflation.  Brazil aggressively increased 
spending during the GFC but was slow to decrease it as global growth 
returned in 2010.  Thus, the burden for containing inflationary pressure has 
fallen squarely on monetary policy.  The end result has been a significant 
overvaluation of the BRL and an industrial recession.  Fortunately, it appears 
that the government is taking the appropriate steps towards budget 
consolidation and all three credit rating agencies have upgraded Brazil 
sovereign debt this year in response. 
 

http://www.economist.com/blogs/dailychart/2011/07/big-mac-index
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http://www.economist.com/blogs/dailychart/2011/07/big-mac-index
http://www.economist.com/blogs/dailychart/2011/07/big-mac-index
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Brazilian Real Outlook (cont’d) 
 
  
Fiscal Policy/Current Account (cont’d): Brazil has made reasonable progress 
in fiscal policy since last year.  In September, consolidated public sector 
finance indicated a surplus of 3.3% of GDP year-to-date and implies a good 
chance that the government meets its 2011 target of 3.1% after coming up 
short in 2010.  Total central government expenditure data and net public 
debt as a percent of GDP confirm the favorable spending trend (NB: 
unfortunately, the figure that really matters is gross debt and that takes some 
detective work to establish).  Longer term, however, there remains a fair 
amount of uncertainty regarding the government’s approach to spending , 
especially as it pertains to investments leading up to the 2014 World Cup and 
the 2016 Olympics.  The government has, so far, focused on short-term 
spending fixes as opposed to the type of long-term structural reforms that 
could alleviate fiscal constraints.   
 
In the external sector, Brazil is holding steady as a rock!  Balance of payment 
data indicates that investors are staying put despite the uncertain 
environment.  As of October, the six-month moving average of the trade 
balance is at four-year highs at the same time both foreign direct investment 
and foreign investments in shares are trending higher.  If the real wasn’t 
down 11% since the beginning of September, we might suggest Brazil as a 
safe haven trade. 
 
What to Watch:   It will be important to watch the relationship between 
headline inflation and domestic demand that is currently being driven by 
labor scarcity and wage growth.  If external developments and or fiscal 
rectitude fail to dampen price activity, the Copom will really have to work to 
maintain its inflation-fighting credentials. 
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Mexican Peso Outlook 
 
 
Outlook: In the near-to-medium term, we have a neutral to slightly negative 
bias on the peso against the dollar. Against a wider basket of currencies, 
however, we think that MXN might outperform as recent US data has been 
firmer.  Over a longer horizon, we are constructive on both the peso and the 
Mexican economy but we need to see a continuation of macroeconomic 
reforms (especially regarding outside investment in the oil industry) and a 
broadening of the export base. 
 
Monetary Policy: For the past year, Banco de Mexico has been in a sweet 
spot.  Inflation is at multi-year lows, expectations are well behaved, and the 
peso has depreciated 13% since the beginning of September which should 
help to boost the manufacturing sector.  Effectively, financial conditions 
have steadily eased over the last several months with Banxico having done 
nothing more than communicate a slight easing bias at recent policy 
meetings.  But we think this sweet spot is almost over for three reasons:   
 
1. Mexican 3Q GDP surprised on the upside, largely driven by domestic 

demand. It is uncertain, however, how consumer and business 
confidence will fare should either Europe continue to unravel or US 
growth disappoint.   
 

2. Credit throughout Latin America is going to tighten as European banks 
pull out of domestic loan markets in order to meet new capital 
requirements.  Local banks are not likely to step in to meet the shortfall 
given that activity in the region is slowing.  As a result, we expect a fair 
amount of credit tightening.   
 

3. A sustained move lower in the peso could introduce some degree of 
inflation pass-through to tradable price levels.  This would make policy 
easing a more difficult decision outside of a complete collapse in global 
activity and an accompanying retreat in commodity prices.  

 
For a central bank that has had an easy go of it in 2011, Banxico President, 
Agustin Carstens might have to put on his hard hat in 2012 and start making 
tough decisions in light of a currently buoyant domestic environment and a 
deteriorating external environment. 
 
Economic Data: Everyone knows that the data in Mexico has been decent.  
Inflation is at forty-year lows, retail sales, while a little whippy in 2011, are solid, 
vehicle sales are just shy of pre-crisis (the first crisis…Lehman) levels, and 3Q 
GDP came in better than expected at 4.5%.  
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Mexican Peso Outlook (cont’d) 
 
  
Fiscal Policy/Current Account: The Mexican government recently passed a 
budget that produces a deficit of 0.4% of GDP excluding Pemex investments.  
Although it is the third deficit in three years, the rating agencies seem 
comfortable with the relatively modest levels.   
 
In the external sector, Mexican fundamentals look sturdy despite the 
increasingly hostile financial environment that has persisted for the past four 
months.  Current account numbers are softer but are showing no signs of 
deteriorating while 2Q FDI was steady. 
 
We have a broadly optimistic outlook for Mexico over the medium term and 
expect that only a further significant deterioration in Europe will seriously dent 
Mexican fundamentals.  There are, however, medium term issues which bear 
close attention.  First, the public sector is significantly exposed to the 
fluctuations of the oil market as oil revenues are the predominant source of 
revenue for the central government.  According to the OECD, oil income 
accounts for approximately one-third of government receipts.  At the same 
time, oil production at the state-owned Pemex has steadily declined and is 
nearly 1.3% lower through September than over the same period last year.  In 
addition to a shift in policy which encourages private investment in the 
country’s oil industry, structural reform that widens the tax base and increases 
non-oil tax revenues would be beneficial to fiscal stability.   
 
What to Watch: Mexico might be able to weather the storm of another crisis, 
but like every other country, they were better equipped in 2008/2009 than 
they are at present.  Although currency reserves are substantially larger now, 
there is also much less room for monetary and fiscal policy easing.  In fact, 
there may be less room for accommodation in Mexico than in other Latin 
American countries. 
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British Pound Sterling Outlook 
 
Outlook: In the near-to-medium term, we believe GBP/USD is vulnerable to 
the downside and have assumed a more negative bias on the pound.  Over 
a much longer horizon, we think both the UK economy and the pound will 
benefit from a healthier fiscal profile following the tough budget stance the 
UK government is presently taking.   
 
Monetary Policy: The important thing to know about the November 9th/10th 
Bank of England Monetary Policy Committee (MPC) meeting is that the 
Committee believes real GDP will be flat over the next few quarters and 
some members are already advocating for an expansion of the asset 
purchase program (i.e. more quantitative easing).  Perhaps less important is 
the fact that the MPC is being a little more cautious in their inflation 
assessment.  In the minutes, the Committee provided greater detail of all the 
factors likely to influence inflation over the medium term and admitted to 
substantial uncertainty regarding how far and how fast inflation is likely to fall.   
Previously, the MPC had been more confident regarding its inflation 
forecasts.  We think the BOE may be signaling to the market that additional 
QE is not a foregone conclusion and will be highly dependent on the path of 
inflation beyond 1Q2012 when 2010 VAT hikes fall out of the year-on-year 
comparison.  Of course, the next bout of Euro fear could be severe enough 
to trump any reservations about sticky inflation. 
 
Economic Data: 
There is literally nothing, nothing at all, positive about UK data.  It’s pretty 
amazing.  CPI is still near nineteen-year highs.  While it should move lower in 
1Q2012 as 2010 VAT hikes fall out of the twelve-month data set, the MPC 
seems less sure as to how far and how fast it will fall.  Industrial production 
and manufacturing are lower.  Business and consumer confidence are lower.  
Real incomes are lower.  Exports and trade balance data are lower.  And to 
round out the data set, the recently published OBR unemployment forecast is 
8.7% in 2012, from the current 8.3%.  Yuck. 
 
Fiscal Policy/Current Account:  Earlier this week, Chancellor George Osborne 
revealed that the UK structural budget (the deficit unrelated to temporary 
economic slack) was larger than expected at the same time UK growth 
estimates saw a hard revision lower.  In the near-term, this is bad news for the 
UK economy because it now means that in order to hit fiscal targets, austerity 
will necessarily extend an additional 2 years, to 2017.   
 
The Chancellor did announce measures to stimulate the economy.    Given 
the scale of economic and financial issues that both the UK and the 
continent face, however, they are unlikely to deliver any meaningful boost to 
the overall economy. 



British Pound Sterling Outlook (cont’d) 
 
 
Fiscal Policy/Current Account (cont): 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 in 
comparison: 
 

1. UK exports to the EU:  52.6%  
2. UK exports to the US:  13%  
3. UK Exports to the BRICs:  6.2% (2.8% to China) 

                   
                   (HMRC…https://www.uktradeinfo.com) 
 
It comes as no surprise that the new export orders index published by 
Markit/CIPS fell for the third consecutive month.  The only upside is that the 
pace of the decline was not as sharp as September’s. 
 
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 both the USD and EUR.  
 
Monetary Policy:   Minutes from the most recent monetary policy meeting 
indicate that the Riksbank is on hold with an easing bias.  Rates were left 
unchanged but the vote was 4-2.  The two dissenters advocated for a 25bp cut 
and a lower repo-rate path.  What is important about the 27 October statement is 
the commitment by the Bank to hold rates steady until “sometime next year”.  
 
The great thing about the Riksbank minutes is that they reveal the actual flow of 
dialogue between executive board members.  So, it is very easy to develop a 
sense for how strongly members feel about particular forecasts.  Based on the 
tenor of the dialogue, it appears the majority of board members are very 
comfortable with current policy.  Governor Stefan Ingves again wins the “Best 
Central Banker Comment Award” with another succinct conclusion: “monetary 
policy should be adapted gradually and should not react in advance on the 
assumption of either negative or positive events.” 
 
Based on the expected repo-rate path, the Riksbank sees rates unchanged at 
2.0% though 2012.  The market is pricing 100bp of cuts over that same period.  
Market expectations feel aggressive and would likely require a substantial 
slowdown in Europe.  Rates had been as low as 0.25% during late 2009/early 2010.   
 
Economic Data: Swedish economic data has been consistently weak over the 
past month with both households and business confidence moving lower.  
Industrial output and new orders are slowing at the same time retail sales have 
moved lower.  The positives are slowing inflation (although expectations are 
rising) and fairly low unemployment. 
 
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.  Furthermore, the country has strong public finances and a stable banking 
system.  
 
What to Watch:  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, ranked #10 at 3.9% of total 
exports.  To a degree, the outlook for Sweden, and the krona, is dependent on 
the outlook for the developed economies; and that doesn’t look too good. 
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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.  Nonetheless, we think that Norway, as the eighth largest oil 
exporter will outperform other non-commodity countries with similar 
European exposure (i.e. Sweden). 
 
Monetary Policy: Norges Bank releases are fantastic to read because they 
are so direct.  One does not have to read page upon page of economist 
“on the one hand…on the other hand” policy speak.  In the October 19 
policy statement, Norges Bank Governor Olson simply states: “[i]f the 
turbulence abroad intensifies and the outlook for growth and inflation 
weakens further, the key policy rate may be reduced.  If there are prospects 
for higher growth and inflation, the key rate may rise earlier.”   
 
The market is pricing approximately a 60% chance of a 25 bp cut at the 
December 14th policy meeting.  This feels aggressive, but so much is 
dependent on Europe. 
 
Economic Data: Recent Norway data has been mixed-to-soft.  GDP (ex-oil) in 
Q3 was a bit softer at 0.8% following a revised 1.5% in 2Q and consumer 
spending is losing momentum.  At the same time, unemployment is at 
historical lows, household debt is high and rising, and housing prices are 
buoyant.  
 
Fiscal Policy/Current Account: Norway weathered the GFC much better 
than most countries as a result of their 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.  
 
What to Watch: We are thankful for not having to endure any more 
discussions about Nokkie being a safe haven currency.  Since our last 
monthly was published, “safe haven” Nokkie depreciated by 6.3% while two 
“unsafe haven” currencies, MXN and ZAR depreciated only by 5.2% and 
5.4%, respectively.  
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Australian Dollar Outlook 
 
 
Outlook: We believe the Australian dollar is vulnerable to the downside, but it 
is a close call.  Although it is a less crowded trade than it was several weeks 
ago, underlying fundamentals seldom matter in the month of December.  So, 
it is possible that despite RBA rate cuts, slowing domestic activity, and slowing 
Chinese activity, the Aussie could still rally on some type of year-end, risk-on 
frenzy.  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:   As widely expected, the RBA cut rates by 25bp to 4.50% at 
its most recent meeting, citing the outlook for underlying inflation considering 
“downside risks to the global economy”.  The Bank further stated that a more 
neutral policy setting was consistent with achieving the inflation target in the 
period ahead. 
 
The next RBA meeting is December 6th and the market is pricing another 
25bp cut at that time.  Further out, the market expects cumulative cuts of 
140bp through six months and 150bp of rate cuts by next December. 
 
Economic Data: There has been no change in the trend lower in economic 
data.  Generally, it is still slowing but not yet falling off a cliff.  Retail sales and 
consumer confidence, however, have been the bright spots over the past 
several weeks.  As well, conditions in the resource sector have been positive.   
Labor market growth, on the other hand, is losing momentum; home sales 
are slowing, and PMI is still contracting.  Aussie export prices also took a hard 
hit in November, falling nearly 11%.  
 
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.  The recent mid-year budget review assumes that the government will 
still achieve a budget surplus in 2013, although the amount of the surplus was 
revised lower.  This is what the rest of G-7 refers to as a “high class problem”.  
 
What to Watch: Chinese activity has been gradually slowing for several 
months, but recent data suggests an acceleration lower.  Manufacturing PMI 
is now contracting for the first time since early 2009 while the ratio of new 
orders-to-inventories is hitting two-year lows.  This slowdown in activity is also 
being reflected in lower steel output and iron ore prices. 
 
 



Australian Dollar Outlook (cont’d) 
 
 
What to Watch (cont): Three-month risk reversals indicate the market has 
covered a fair amount of Aussie short positions in the last two weeks.  Given 
present OIS market pricing (cuts of 50bp in 3 months, 140bp in 6 months, and 
150bp in 12 months) and given the degree to which China is slowing, we 
think it is clear sailing lower for AUD.  We think that 50bp in cuts from the RBA 
would easily move the AUD below .9500 in three months from 1.0200 seen at 
the end of November. 
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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 both global activity and Europe, however, the risk exists for periodic moves 
sharply lower.  
 
Monetary Policy: In the October 27th policy statement, the RBNZ changed its 
characterization of domestic growth from “having surprised on the upside” to 
“expanding at only a modest pace”.  The Bank also acknowledged that 
while inflation is a touch above its reference range of 1-3%, it largely reflects 
the effects of 2010’s GST tax which will fall out of the data set in 2012. 
 
We expect the RBNZ to be one of the first banks to hike after Europe is sorted.  
The Bank has held firm in its view that pressure on domestic resources will 
require future rate hikes. 
 
The market expects rates to be unchanged through the end of 2012 after 
having discounted as much as 30bp of cuts just as recently as mid-
November.   
 
Economic Data:  New Zealand data is weaker.  Manufacturing PMI data has 
been trending lower for the past five months and is now contracting. In 
November, business confidence only recovered marginally from October’s 
fall.  Consumer confidence is at six-month lows. Through October, New 
Zealand was holding up reasonably well.  As we enter December, the 
outlook is less favorable. 
 
Fiscal Policy/Current Account:  Provided global activity does not completely 
collapse, the fiscal outlook for New Zealand is generally improving.  The 
current account deficit has improved since 2008 and has been reasonably 
stable over the last two years.  Foreign debt as a percentage of GDP, while 
large, has been trending lower.  Fiscal policy stimulus is retreating and the 
Treasury forecasts a return to surplus in 2014/15, one year earlier than 
forecast.  The budget deficit is presently -4.6% of GDP which is slightly better 
than average for the developed economies.  
 
What to Watch:  China and Europe. 
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