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Our main differences from consensus 
 

 Significantly slower US GDP growth than consensus for 2011 

 Falling GDP in the European periphery  markedly weaker than consensus for 2011 

 Additional dollar weakness, continued low policy rates and bond yields 

Economic summary 
 

 Policy: Both fiscal and monetary policy seem to be approaching the limits of their effectiveness in the western economies 

 US: Poor fundamentals stand to result in below-consensus GDP growth in 2011 

 Europe: Animal spirits are buoyant in the core, but activity is set to fall in the periphery in 2011 

 China: GDP growth stands to moderate slightly, as the authorities want, but remain strong, based more on domestic demand 

 Latin America: GDP growth is likely to be affected by a slower Asia and North America 

 Risks: A larger than Consensus US slowdown, and more euro area fiscal tightening, may bear down further on global activity  

 

Market summary (provided by Amphora Capital) 
 

 Policy rates and bond yields: Weakening global growth implies that bond yields remain low  

 FX: Additional dollar weakness is likely to be spread across most currencies 

 Sterling and gilts: Tighter UK fiscal policy supports both 

 Equity: Regime uncertainty weighs on valuations 

 Risks: Trade, currency and policy disputes escalate, inducing spikes in risk premia 
 

Region Weight 
in world 

GDP 

Real GDP growth  
(%y-o-y)  

Difference from 
consensus  

(percentage points) 

 
FX rate 

Policy 
rate  

10y yield  Equities* 

  
Actual Forecast        

 2009 Average 
1989-07 

2009 2010 2011 2010 2011  Mid 2011 

Europe 32 - -4.1   1.9     1.5   0.0 -0.2      

    Euro area 22 2.2 -4.0   1.6     1.0   0.0 -0.4        1.4   1.0% 2.2% U 

    Germany 6 1.9 -5.0   3.4     2.6   0.0  0.5      

    France 5 2.0 -2.2   1.6     2.0 0.0  0.5      

    UK 4 2.4 -4.9   1.7     1.8   0.0 -0.2        1.6   0.5% 2.9% N 

    Italy 4 1.4 -5.0   1.1      1.0   0.0  0.0      

    Periphery* 4 3.4 -3.7  -0.8    -3.0   0.0 -3.2        

North America 27 - -2.5   2.7     1.6   0.0 -0.8      

    US 25 2.9 -2.4   2.7     1.6   0.0 -0.8  N/A 0.25% 2.4% U 

    Canada 2 2.6 -2.6   3.0     2.0   0.0 -0.4      0.98   1.5% 2.7% U 

Asia 25 -  1.5   6.7   5.1   0.0 -0.2      

    Japan 9 1.6 -5.2   3.0     1.0   0.0 -0.2  78 0.1% 0.8% N 

    China 8 10.0  8.7   10.1    8.4     0.0 -0.7  6.0 3.0% N/A U 

    India 2 6.3  5.7   8.3       8.1   0.0 -0.4  42 6.0% N/A U 

Latin America 7 - -2.0   5.6     3.5   0.0 -0.5      

    Brazil 3 2.5 -0.2   7.6     3.9   0.0 -0.6  1.65 10% N/A N 

Middle East 3 -  1.6   3.6   3.9   0.0  0.0      

Other 7 - -2.0   3.7     3.8 0.0  0.0      

Global 100 - -1.9   3.8      2.8   0.0 -0.4   

 * a (weighted) average of Greece, Ireland, Portugal and Spain  * O = overweight, U = underweight, N = neutral 
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The US 
 

We have been systematically pessimistic relative to 
Consensus about US growth in 2011, and we remain 
so. Currently, the Consensus stands at 2.4%, and we 
stay  0.8 percentage points below,  at 1.6%.  
 
Tight credit conditions, together with persistent 
high unemployment, seem set to continue to bear 
down on expenditure well into 2011. Household 
deleveraging has barely started. 
 
Fiscal policy:  political gridlock makes it unlikely that 
any significant changes will be made to fiscal 
settings over the next few years. 
 
Public debt is rising, and is likely to reach around 
75% of GDP next year, a potentially disturbing 
figure if the policies are not in place to start pulling 
it down. 
 

Monetary policy: Quantitative easing  open 

market operations by another name  seems more 
likely to affect asset prices, including the 
international value of the dollar, than real activity. 
Moreover, it smacks of a certain desperation. 
 
Negative pressures on sentiment, together with 
poor fundamentals that, having taken a long time to 
build up, will take a long time to unwind, suggest 
that US GDP growth will remain below trend for a 
prolonged period.  
 
Europe 
 

The euro area continues to stand firm in its support 
for its weaker periphery economies. But the 
budgetary cost stands to be substantial, and fiscal 
policy may well end up being tightened further. 
 
Meanwhile, the fiscal consolidations already 
undertaken have yet really to bite. We expect GDP 

to fall by 3% in 2011 in the periphery economies  

Greece, Ireland, Portugal and Spain  taken 

together. This is around 3 percentage points below 
Consensus.  
 
The UK’s austerity plans have proved positive for 
confidence, so we remain optimistic about UK 
domestic demand. And the weakness of sterling is a 
positive for exports. However weak GDP growth in 
the US, and falling GDP in Europe’s periphery, are 
major negatives. Nearly a fifth of the UK’s exports 
go to the US, and a similar proportion goes to the 
periphery economies of Europe.  
 
Much of emerging Europe, however, is likely to 
continue growing fast – notably the Czech Republic, 
Slovakia, Poland, and Turkey – thanks in large part 
to exports to Germany and a revival in domestic 
demand. Growth in the core economies may 
weaken, but even so is likely to provide enough 
momentum to carry Europe well into 2011.  
 
Asia 
 

We have strengthened our below-consensus view 
and extended it to Japan. Tougher policy on 
inflation worries in China, India and South Korea, 
are in line with their wish to see a modest slowing, 
with growth based more on domestic demand.  
 
Latin America 
 

We judge that the Consensus is overstating Latin 
America’s growth potential. The slowdown in the 
US and Europe stands to impact importantly on 
primary-exporting economies. Around a fifth of 
Brazil’s exports go to the EU, and 10% to the US. 
The US accounts for over 70% of Mexico’s exports. 
 

Global 
 

With China and India not yet large enough to take 
over as the engine of growth, global growth stands 
to slow further, to under 3%, in 2011.■ 
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Weak global growth implies continued low policy 
rates and bond yields  

As the global economy slows in 2011, policymakers 
in the developed economies are unlikely to act to 
remove monetary accommodation. In the US, the 
Fed is already adding more monetary stimulus 
through increased Treasury purchases. Fiscal policy 
tightening in the UK and euro-area is more likely 
than not going to be at least partially, if not entirely, 
offset by monetary easing. 

Policy rates are hence likely to remain at current 
levels, and bond yields—with the notable exception 
of those for peripheral euro-area sovereigns—have 
some room to decline further. 

Regime uncertainty reinforces the low-rate 
environment and weighs on equity valuations  

Part of the low level of bond yields is related to the 
unusually high degree of regime uncertainty. 
Investors are concerned that both monetary and 
fiscal policies have reached their practical limits for 
supporting growth, leaving the global economy 
highly vulnerable to any negative shock. 

In this context, the escalating crisis in the euro-area 
periphery, weakening US state and local 
government finances, and the risk of further 
impairment to euro-area and US financial systems 
are likely to weigh heavily on risky asset valuations. 

Continued weak US growth implies a weaker USD 

Although growth in the rest of the world may be 
slowing next year, it remains elevated relative to 
the United States and, importantly, few other 
countries run large current account deficits. 
Moreover, the US Fed, by adding additional 
monetary stimulus, is flooding the global economy 
with dollar liquidity. In this context, more 
downward pressure on the USD should be expected 
in 2011, notwithstanding recent strength. 

While we expect the dollar to continue to 
decline vis-à-vis most currencies in 2011, China 
 

 
and India, in particular, are likely to allow 
meaningful currency appreciation to help damp 
rising price pressures and stabilise their economies. 
Brazil and South Korea, on the other hand, appear 
to prefer capital controls to currency appreciation 
as a way to reduce growing inflationary pressure. 
 
Tighter UK fiscal policy supports sterling as well as 
gilts                             

The UK is embarking on the most dramatic fiscal 
tightening of any developed economy and, as a 
result, the central bank may feel justified in 
extending additional policy accommodation, 
thereby supporting the bond market. 

While in other circumstances this might be negative 
for sterling, as this policy is intended to support a 
transition to a smaller and more efficient public 
sector, the prospects for private sector investment 
could well brighten and support the currency. 

Biggest risk: trade, currency and policy disputes 
escalate, inducing sudden spikes in risk premia 

As has been observed recently in the euro-area 
periphery, the US municipal debt markets, and 
financial sector equity valuations, risk premia for 
major sectors of the global financial markets are 
currently highly unstable, and we doubt that this 
situation is going to change in 2011. 

As the global economy slows in 2011, led by Asia 
and, to a lesser extent, the US, trade, currency, and 
policy disputes could well escalate. While our 
central case is not for a general currency and trade 
war, recent developments, including widespread 
criticism of US Fed policy actions, demonstrate that 
this risk continues to grow. 

Given that currency and trade wars can be highly 
damaging to economic activity and to investor 
sentiment generally, risk asset valuations are likely 
to suffer if these disputes linger unresolved amidst 
a general slowdown in global growth.■ 

AMPHORA CAPITAL LLP 
Protecting Wealth | Ensuring Liquidity 
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Our main differences from consensus 
 

 Markedly slower US GDP growth than consensus for 2011 

 Somewhat faster European GDP growth than consensus for 2011 

 Additional dollar weakness, continued low policy rates and bond yields 

Economic summary 
 

 Policy: Both fiscal and monetary policy seem to be approaching their limits in the western economies 

 US: Poor fundamentals stand to result in below-consensus GDP growth in 2011, widening the divergence with Europe 

 Europe: Stronger animal spirits than in the US, but synchronous fiscal consolidations, stand to reduce growth 

 China: GDP growth stands to moderate slightly, as the authorities want, but remain strong, based more on domestic demand 

 Latin America: GDP growth is likely to be affected by a slower Asia and North America 

 Risks: A larger than forecast US slowdown and (OECD) balance sheet consolidations extending beyond 2011  

 

Market summary (provided by Amphora Capital) 
 

 Policy rates and bond yields: Weak global growth and no real inflation risk imply interest rates will remain low  

 FX: Reserve diversification and weak US growth imply a weaker USD 

 Sterling and gilts: Tighter UK fiscal policy supports both 

 Equity valuations: Regime uncertainty reinforces the low-rate environment, and weighs on valuations 

 Risks: Trade, currency and policy disputes escalate, inducing sudden spikes in risk premia 
 

Region Weight 
in world 

GDP 

Real GDP growth  
(%y-o-y)  

Difference from 
consensus  

(percentage points) 

 
FX rate 

Policy 
rate  

10y yield  Equities* 

  
Actual Forecast        

 2009 Average 
1989-07 

2009 2010 2011 2010 2011  Mid 2011 

Europe 32 - -4.1   1.9     1.9   0.0 0.2      

    Euro area 22 2.2 -4.0   1.6     1.6   0.0 0.2  1.45 1.0% 2.2% N 

    Germany 6 1.9 -5.0   3.3     2.5 0.0 0.5      

    France 5 2.0 -2.2   1.6     2.0 0.0 0.5      

    UK 4 2.4 -4.9   1.6     2.1   0.0 0.2  1.65 0.5% 2.9% N 

    Italy 4 1.4 -5.0   1.1     1.1 0.0 0.0      

North America 27 - -2.5   2.7     1.6   0.0 -0.8      

    US 25 2.9 -2.4   2.7     1.6   0.0 -0.8  N/A 0.25% 2.4% U 

    Canada 2 2.6 -2.6   3.0     2.0   0.0 -0.4  0.95 1.5% 2.7% U 

Asia 25 - 1.5   6.7   5.2   0.0 -0.2      

    Japan 9 1.6 -5.2   3.0     1.2   0.0 0.0  78 0.1% 0.8% N 

    China 8 10.0 8.7   9.9   8.5   0.0 -0.5  6.0 3.0% N/A U 

    India 2 6.3 5.7   8.3     8.2 0.0 -0.2  42 6.0% N/A U 

Latin America 7 - -2.0   5.5     3.7  0.0 -0.4      

    Brazil 3 2.5 -0.2   7.5     4.2 0.0 -0.4  1.65 10% N/A N 

Middle East 3 - 1.6   3.6   4.3 0.0 0.0      

    Other 7 - -2.0   3.6     3.8 0.0 0.0      

Global 100 - -1.9   3.7      3.0   0.0 -0.2  * O = overweight, U = underweight, N = neutral 
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The US 
 

Consensus GDP growth has weakened over the past 
two months. We think rightly so. This move is in line 
with our forecasts, and we maintain a widening 
divergence between the US and Europe. 
 
Western economies, we judge, are  approaching the 
point where fiscal and monetary policy can provide 
little significant further stimulus to aggregate 
demand – fiscal policy because of investor focus on 
debt and deficits, monetary policy because rates 
are, for all practical purposes, near zero. 
 
This leaves quantitative easing. But while QE seems 
capable of generating asset price inflation, we 
doubt that it can have any substantive effect on real 
demand and output. Indeed, a further bout of 
quantitative easing could well damage animal spirits 
and thereby investment demand and hence growth.  
 
This danger seems most acute in the US, where 
fiscal consolidation plans lag those in Europe, there 
is increasing likelihood of another round of 
quantitative easing, and where  a number of 
additional negative influences have emerged, 
including: 
 

 Increased budget disarray at federal, state and 
local government levels 

 Increased involvement of the  legal profession 
over the legal legitimacy of component mortgage 
content of past securitisations 

 
Reversion of such high levels of debt to bank 
balance sheets, and that of the Bank of America in 
particular, threatens further impairment of the 
already weak financial system and the precarious 
political climate. 
 
With so many negative pressures on sentiment, and 
poor fundamentals, we maintain our view that US 
GDP growth stands to be substantially weaker than 
consensus into and through 2011. 

 
Europe 
 

In contrast to the US, we judge it unlikely that 
Europe will undertake any significant quantitative 
easing.  
 
Most of the major and peripheral economies in 
Europe are undertaking substantive fiscal 
consolidations and structural reforms. 
 
The UK’s fiscal tightening, as measured by the 
change in the cyclically adjusted budget surplus, is 
approximately 1.5% per year for the next five years. 
This is a big number, though not unprecedented. It 
is likely to weigh on consumer spending, but could 
prove positive for consumer confidence. We have 
kept our small positive above-consensus view.  
 
Recent data reinforce our view that domestic 
demand in the major economies has sufficient 
momentum to carry Europe well into 2011. 
 

Asia 
 

Consensus on Japan has fallen significantly, from 
1.7% to 1.2% for 2011, and we have reduced our 
forecast pari passu. We retain our below-consensus 
view on China, judging that the authorities wish to 
see a modest slowing, with growth based 
increasingly on domestic demand.  
 

Latin America 
 

We judge that the consensus is overstating Latin 
America’s growth potential. The slowdown in the 
US and Europe stands to impact importantly on 
primary-exporting economies. 
 

Global 
 

As the 2009 fiscal stimulus wears off, fiscal 
consolidations starts to kick in, the US slows, and 
with China not yet large enough to take over as the 
engine of growth, global growth will slow.■
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Weak global growth implies continued low 
policy rates and bond yields.  

As the global economy slows in 2011, 
policymakers in developed economies are 
unlikely to act to remove monetary 
accommodation and, in the case of the US and 
UK, are likely to add more. 

Policy rates are thus likely to remain at current 
levels, and bond yields have some room to 
decline further. 

Regime uncertainty reinforces low-rate 
environment and weighs on equity valuations.  

Part of the low level of bond yields is related to 
the unusually high degree of regime 
uncertainty. Investors are concerned that both 
monetary and fiscal policy have reached their 
practical limits for supporting growth, leaving 
the global economy highly vulnerable to any 
negative shock.  

In this context, weakening US state and local 
government finances and the risk of further 
impairment to the US financial system are likely 
to weigh heavily on risky asset valuations, 
including equities. 

FX reserve diversification and weak US growth 
imply a weaker USD.  

The rise of consumer price inflation rates in China 
and India, among other developing countries, is 
being further exacerbated by Fed liquidity creation, 
which is subsequently imported into these more 
dynamic economies. 

While we expect the dollar to continue to 
decline vis-à-vis most currencies in 2011, China 
and India, in particular, are likely to allow 
substantial currency appreciation to help damp 
price pressures and stabilise their economies. 
Brazil on the other hand, now appears to prefer 
capital controls to currency appreciation as a 
way to reduce external inflationary pressure. 

 

 
Tighter UK fiscal policy supports sterling as 
well as gilts.                             

The UK is embarking on the most dramatic 
fiscal tightening of any developed economy 
and, as such, the central bank may feel justified 
in extending additional policy accommodation, 
thereby supporting the bond market. 

While in other circumstances this might be 
negative for sterling, as this policy is intended 
to support a transition to a smaller and more 
efficient public sector, the prospects for private 
sector investment should brighten and support 
the currency. 

Biggest risk: trade, currency and policy 
disputes escalate, inducing sudden spikes in 
risk premia.  

As clearly highlighted by the recent G-20 
meeting, there are growing tensions amongst 
many countries, developed and developing, 
around how to react to the US desire for 
additional monetary accommodation and, by 
implication, a weaker dollar. 

Brazil chose, at short notice, not to attend the 
G-20 meetings. Senior Chinese and German 
officials have claimed that aggressive US 
monetary easing is undesirable and amounts to 
a form of “indirect currency manipulation”. 

While our central case is not for a general 
currency and trade war to break out, recent 
developments demonstrate that this risk 
continues to grow. 

As currency and trade wars can be highly 
damaging to economic activity and to investor 
sentiment generally, risk asset valuations, are 
likely to suffer if these disputes linger 
unresolved amidst a general slowdown in 
global growth.■ 

AMPHORA CAPITAL LLP 
Protecting Wealth | Ensuring Liquidity 

 



Economic and Financial Market Outlook 

21 September 2010 
 
 

 

 

Llewellyn Consulting LLP: 1 St. Andrew's Hill, London, EC4V 5BY 

T: +44 (0)20 7213 0300  F: +44 (0) 20 7248 2695 
E: enquiries@llewellyn-consulting.com 

W: www.llewellyn-consulting.com 

1 

 

 Independent Economic Consultants 

GDP Summary 
 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

Drivers 

 Animal spirits in Germany and France  seem strong enough to propel private expenditure reasonably strongly  

 The US still needs policy stimulus, but is now short on  mechanisms: and policy course  and efficacy are uncertain 

 China’s authorities want growth to moderate slightly, but remain strong and be based more on domestic demand 

 Latin America seems likely to be affected by a slower Asia and North America 

 Biggest risks: a larger than forecast US slowdown and  (OECD) balance sheet consolidations continuing beyond 2011  

 

 

 

 

 

 

 

 

 

 

Region Weight in 
world GDP 

Real GDP growth  
(%y-o-y)  

 Difference from consensus  
(percentage points) 

  
Actual Forecast    

 2009 Average 
1989-2007 

2009 2010 2011  2010 2011 

Europe 32 - -4.1 1.6 2.0  0.0 0.3 

     Euro area 22 2.2 -4.0 1.2 1.8  0.0 0.4 

     Germany 6 1.9 -5.0 2.1 2.5  0.0 0.8 

     France 5 2.0 -2.2 1.4 2.0  0.0 0.5 

     UK 4 2.4 -4.9 1.5 2.2  0.0 0.2 

     Italy 4 1.4 -5.0 1.0 1.1  0.0 0.0 

North America  27 - -2.5 2.9 2.0  0.0 -0.8 

     US 25 2.9 -2.4 2.9 2.0  0.0 -0.8 

Asia 25 - 1.5 6.7 5.4  0.0 -0.1 

     Japan 9 1.6 -5.2 3.2 1.7  0.0 0.2 

     China 8 10.0 8.7 9.9 8.5  0.0 -0.5 

     India 2 6.3 5.7 8.4 8.2  0.0 -0.2 

Latin America 7 - -2.0 5.0 3.6  0.0 -0.3 

     Brazil 3 2.5 -0.2 7.2 3.9  0.0 -0.5 

Middle East 3 - 1.6 3.6 4.4  0.0 0.0 

Other 7 - -2.0 3.8 3.8  0.0 0.0 

Global 100 - -1.9 3.6 3.2  0.0 -0.2 

 

Market Summary 

 

 Weak global growth implies continued low policy rates and 
bond yields 

 Regime uncertainty reinforces low-rate environment and 
weighs on equity valuations 

 FX reserve diversification and weak US growth imply a 
weaker USD 

 Tighter UK fiscal policy supports sterling and gilts 

 Biggest risk: trade, currency and policy disputes escalate, 
inducing sudden spikes in risk premia 

 

AMPHORA CAPITAL LLP 
Protecting Wealth | Ensuring Liquidity 

 Region FX rate Policy rate  10y yield  Equities* 

 
Mid 2011 

Euro Area 1.45 1.0% 2.2% N 

UK 1.65 0.5% 2.9% N 

US N/A 0.25% 2.4% U 

Canada 0.95 1.5% 2.7% U 

Japan 80 0.1% 0.8% N 

China 6.0 3.0% N/A U 

India 42 6.0% N/A U 

Brazil 1.6 10% N/A N 

* O = overweight, U = underweight, N = neutral 
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Animal spirits in Germany and France seem strong 
enough to propel private expenditure reasonably 
strongly.   

The European Union, a larger economy than that of 
the United States, is too big to be able to depend on 
substantial continual stimulus from net exports to the 
rest of the world: sustained euro area GDP growth 
has to be based on domestic demand.  

The recent strength of domestic demand in Germany 
is therefore of potential importance. In part it is 
almost certainly due to continuing fiscal support: 
notwithstanding the political rhetoric, Germany’s 
fiscal tightening is yet to begin. But Germany has 
enacted a range of structural reforms over the past 
two years, and has engaged in wage moderation, so it 
is instructive that household spending accelerated in 
Q2, to 1% q-on-q.  

The English-language media tend to interpret German 
policy negatively: but a number of less-read 
commentators, including on the Continent, whom we 
read and respect are more constructive.  

That said, sustained recovery is not yet in the bag: 
the German September ZEW and July’s stagnation in 
euro-zone industrial production may suggest that the 
euro-zone recovery is slowing after the strong Q2. 
We shall therefore be watching the Ifo on 24 
September particularly closely.   

The US still needs policy stimulus, but is now short 
on mechanisms: and policy course and efficacy are 
uncertain.  

A “balance sheet recession” poses a particular 
problem for economic recovery: while an end to 
destocking may, as it often does, serve to turn 
demand around, the customary subsequent pickup of 
domestic final demand can be slow to come: in order 
to reconstitute their balance sheets, households and 
the banks, if not the corporate sector, save more and 
borrow less. In Japan this process took more than ten 
years.  

We suspect that, while US leading indicators have 
been giving a valid reading as to the likely direction of 
demand and output, they are being over-interpreted 
(positively) as regards the likely magnitude.  

China’s authorities want growth to moderate 
slightly, but remain strong and be based more on 
domestic demand.  

Even China’s economy becomes inflationary if it 
grows fast enough, so the authorities, we 
understand, will not be sorry if economic growth 
indeed proves to stabilised, and if core (essentially 
non-food) inflation has indeed levelled out.  

Neither, however, are they sorry to see some wage 
inflation, because it is politically easier to have 
productivity gains transmitted into incomes via wages 
than via a rise in the renminbi, which always sparks 
fierce opposition from industry.  

China is still at the stage where the government can 
get largely what it wants, so we expect slightly slower 
growth than does the market. 

Latin America seems likely to be affected by a 
slower Asia and North America. 

Brazil now exports more to China than it does to the 
US. Given that China’s demand for raw materials also 
materially affects world commodity prices, Brazil, like 
other primary producers, is proportionately more 
exposed to China than it used to be.  

Given that we expect Asia’s growth to slow 
somewhat, and US growth also to be slow, we have 
carried this through to Latin America. 

Biggest risks: a larger than forecast US slowdown 
and (OECD) balance sheet consolidations continuing 
beyond 2011. 

It is always a mistake to underestimate the US 
economy long term. But it is a volatile economy 
(more so than Europe), and animal spirits are not 
being helped by the two major parties disagreeing on 
just about everything, including the purpose of all-
important fiscal policy.  

Moreover, talk of a possible second bout of 
quantitative easing is also damaging for animal 
spirits. 

The worldwide fiscal tightening also poses a threat, to 
global demand. The closest parallel is the coordinated 
fiscal tightening in the early 1980s, which in 1982 
brought OECD GDP growth to a halt.■ 
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Weak global growth implies continued low policy 
rates and bond yields.  

Amidst weakening nominal global GDP growth in 
the US and, to a lesser extent, elsewhere, policy 
rates in major economies are likely to remain 
unchanged in 2011.  

In anticipation, bond yields have been declining in 
recent months, flattening yield curves.  

Regime uncertainty reinforces low-rate 
environment and weighs on equity valuations.  

While such low yields were last observed in the 
wake of the Lehman Brothers collapse, the onset of 
an apparent double-dip in the global economy 
amidst several sovereign debt crises increases the 
perceived risk that policy has lost effectiveness and, 
thereby, justifies current yields.  

Safe-haven demand for US Treasuries, German 
Bunds and Japanese JGBs seems likely to remain 
elevated, and perhaps even increase, in 2011. 

FX reserve diversification and weak US growth 
imply a weaker USD.  

Some economies, however, are now grappling with 
inflationary pressures, and these are unlikely to 
reverse in 2011. In China and India, policy rates are 
likely to rise slightly over the coming year. These 
economies are also likely to tolerate stronger 
currencies, although ‘active management’ is likely 
to continue.  

By implication, central bank FX reserve growth is 
likely to moderate. The combination of weak US 
growth and moderating FX reserve accumulation is 
dollar negative.  

As a result of strong domestic demand, the euro is 
likely to appreciate somwewhat, dragging sterling 
higher vis-a-vis the dollar. If the euro does 
strengthen, and China allows some appreciation of 
the renminbi, Japan is likely to tolerate a stronger 
yen, recent intervention notwithstanding. 

 

 

Tighter UK fiscal policy supports sterling as well as 
gilts.                             

Sterling weakened dramatically during the 2008 
financial crisis but stabilised as the UK government 
moved to address its poor fiscal situation.  

As long as progress on debt consolidation continues, 
sterling should rise versus the dollar and gilt yields 
should remain near current spreads to Bunds in 2011. 

Biggest risk: trade, currency and policy disputes 
escalate, inducing sudden spikes in risk premia.  

Political concern is increasing in the US with the 
continuing rapid growth of  China’s exports, and with 
what is increasingly widely seen as a deliberate weak-
currency policy.  

The rhetoric is reminiscent of that directed at Japan 
in the 1990s, and which resulted in so-called 
“voluntary” export restraint.  

A difference this time is that parts of US industry 
have an interest in China in a way that few did in 
Japan. Nevertheless, the risk of Congress forcing a 
reduction in China’s export growth is increasing, 
particularly if US GDP growth falters.  

Concern about China’s export growth is present in 
the EU too, which imports slightly more from China 
than does the US. Moreover, a weaker dollar also 
reduces the growth of other economies, notably the 
EU and Japan. If global growth cools later in 2011, 
Japan and possibly the euro-area might begin to 
resist currency appreciation.  

A general breakdown in global economic cooperation 
has often been mooted, but has not happened yet. 
But even stealthy moves to devalue or to raise trade 
barriers would be damaging to investor confidence, 
and place upward pressure on risk-premia generally, 
to the detriment of credit and equities.■ 
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