
 

The US Federal Reserve (Fed) kept interest rates at emergency lows last week, and adopted a 
neutral tone compared to previous statements, simply recognising that growth was ongoing 
rather than accelerating. Evidence of sluggish growth, a dovish Fed statement and reduced risk 
appetite pushed US 10-year Treasury yields to their lowest levels in 15-months. The Fed also 
made an oblique reference to the euro-zone’s debt problems, which were still bubbling below 
the surface last week. Yields on Greek and Portuguese government debt continued to increase 
and many smaller banks in the euro-zone periphery are heavily reliant on ECB loans.

A dovish Fed and risk 
aversion push Treasury 
yields lower; Europe's debt 
crisis bubbles under the 
surface.
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Active fiscal tightening is 
bad for growth in Europe, 
but good for Gilts and 
sterling.

Good news on China's FX 
policy gets overshadowed 
by recovery doubts.

US growth could 
disappoint next year.

Equities reacted positively to China's increased exchange-rate flexibility at the start of the week, 
but came under pressure thereafter. There was evidence that the global economic recovery, 
after a sharp ‘V-shaped’ phase, is becoming more sluggish as policy stimulus is withdrawn. The 
S&P 500 fell more than 1.5% on both Tuesday and Thursday. Indeed, the G-20 meeting over the 
weekend recognised the need for fiscal consolidation, setting a target that advanced economies' 
budget deficits should be halved by 2013.

It is in Europe  that fiscal consolidation is most severe. On Tuesday, UK Chancellor Osborne 
delivered the tightest budget in a generation, with a fiscal tightening of 8% of GDP by 2015-16, 
driven primarily by spending cuts with some contribution from tax rises, including an increase in 
VAT to 20%. Gilts and sterling are the clearest winners from the Budget, and both have reacted 
positively so far. Positive comments from credit-rating agencies suggest that the UK will keep its 
coveted triple-A status. The Bank of England is likely to keep interest rates lower for longer to 
offset the fiscal squeeze.

In the US, new and existing May home sales were well below expectations, with a worse impact 
than anticipated from the expiry of the home-buyer tax credit. Weekly jobless claims data 
improved, but remain indicative of a weak labour market. Indeed, we think US GDP growth in 
2011 will disappoint, coming in at around 2% compared to the consensus forecast of 3.1%. This 
suggests annual earnings growth for US equities will slow to a 10-12% range in 2011, and is only 
partly reflected in a recent moderation in consensus forecasts from 20% to 18%. However, 
even based on our more bearish growth and earnings outlook, we believe valuations still leave 
room for further positive gains this year and next, but investors should be prepared for more 
modest returns, accompanied by greater volatility.

28 June 2010

Modest tightening is still 
taking place in emerging 
markets.

While developed economies will be keeping monetary policy loose for some time, modest 
tightening is still taking place in emerging markets. Taiwan raised interest rates last week, and 
more importantly China allowed its currency to appreciate a little against the dollar. The latter 
was partly a well-timed political move, just ahead of the G-20 meeting, to deflect criticism that 
it is not doing enough to offset global imbalances or contribute to global demand. But it also 
suggests China is confident in its outlook for domestic economic growth, although it is unlikely 
to abandon its policy of gradualism. Indeed, in its statement on the currency move, the People’s 
Bank of China repeatedly noted that the renminbi’s value would be determined with reference 
to a currency basket. The renminbi has risen 17% against the euro this year, while Europe 
accounts for 25% of China’s exports. A rapid appreciation against the dollar as well could 
therefore be problematic for China.
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Issued by Coutts & Co, which is authorised and regulated by the Financial Services Authority. Coutts & Co is registered in England No. 36695. 
Registered office: 440 Strand, London WC2R 0QS.

The value of investments, and the income from them, can go down as well as up, and you may not recover the amount of your original 
investment. Past performance should not be taken as a guide to future performance. Where an investment involves exposure to a foreign 
currency, changes in rates of exchange may cause the value of the investment, and the income from it, to go up or down.

The information in this document is not intended as an offer or solicitation to buy or sell securities or any other investment or banking 
product, nor does it constitute a personal recommendation. The information is believed to be correct but cannot be guaranteed. Any opinion 
or forecast constitutes our judgement as at the date of issue and is subject to change without notice. Any Coutts company, or a connected 
company, its clients and officers may have a position or engage in transactions in any of the securities mentioned.

The analysis contained in this document has been procured, and may have been acted upon, by Coutts & Co and connected companies for their 
own purposes, and the results are being made available to you on this understanding. To the extent permitted by law and without being 
inconsistent with any applicable regulation, neither Coutts & Co nor any connected company accepts responsibility for any direct or indirect or 
consequential loss suffered by you or any other person as a result of your acting, or deciding not to act, in reliance upon such analysis.

Not all products and services offered by the individual Coutts companies are available in all jurisdictions, and some products and services may 
be available only through particular Coutts companies. 

None of the overseas Coutts companies or offices is an Authorised Person subject to the rules and regulations made under the Financial 
Services and Markets Act 2000 for the protection of investors and depositors, and compensation under the Financial Services Compensation 
Scheme will not be available in respect of business transacted with them.


