
LONDON TORONTO NEW YORK SINGAPORE

Global Markets  January 18, 2011
 Rates & Foreign
 Exchange  Research

FOLLOWING THE BOUNCING BALL 
OF GLOBAL GROWTH

CONTENTS
Lead Article: Following the Bouncing 
Ball of Global Growth     .  .  .  .  .  .  .  .  .  .  .  . 1
U .S . Fixed Income .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 5
Canadian Fixed Income  .  .  .  .  .  .  .  .  .  .  .  . 6
U .K . Fixed Income  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 7
Australian Fixed Income  .  .  .  .  .  .  .  .  .  .  . 8
New Zealand Fixed Income  .  .  .  .  .  .  .  .  . 9
U .S . Dollar  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 10
Canadian Dollar  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 11
Euro  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 12
Japanese Yen  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 13
U .K . Pound  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 14
Australian Dollar .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 15
New Zealand Dollar  .  .  .  .  .  .  .  .  .  .  .  .  .  . 16
Swiss Franc .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  .  . 17
Summary Fixed Income Table  .  .  .  .  .  . 18
Summary Foreign Exchange Table .  . 19

Once a uniform rebound, the recovery in the global economy has since frag-
mented into leaders and laggards.  Standing at the periphery of the financial crisis, 
emerging market economies have easily outpaced their developed market peers, 
who are struggling against the headwinds imposed by the repair of private sector 
balance sheets.  But as the recovery lumbers into its third year, the growth and 
policy dynamic in the United States, Eurozone and China—the key constituents 
in the global market rubric—is beginning to change.  

The actions taken by US policymakers will help to underpin economic growth 
in 2011, while the consequences of those decisions, intended or otherwise, are 
expected to weigh on China and other emerging market economies.  Though 
this development falls well short of what is required to remedy the imbalances 
lying at the heart of the global economy, the modest rotation in the marginal 
contributor to growth in 2011 will cast a long shadow over financial markets.

Papa’s Got the Same Old Bag

Facing a recovery that was moving too slowly to curtail the risk of a double 
dip recession and a further fall in core inflation, US policymakers decided that 
if at first you don’t suc-
ceed, try, try again.  In 
November, the Federal 
Reserve launched their 
second large scale as-
set purchase program 
in order to try and over-
come the poor credit 
transmission mechanism 
and buttress the asset 
side of private sector 
balance sheets.  And in 
December, the federal 
government decided to complement the Fed’s actions by delivering  additional 
fiscal stimulus—itself a remarkable accomplishment given the political rancour 
prevailing in Washington.  

By buying some time, and respecting the natural tendency of an economy 
to grow and for headwinds to abate, policymakers have effectively delayed the 
handoff from public to private drivers of economic growth.  Though we were 
likely verging on the point where the private sector was able to carry growth 
forward, the prospect of another false dawn is a risk too large to accept.  

Meanwhile on the other side of the Atlantic, rather than try, try again, the 
Eurozone has continued down the road of less is more.  Officials there continue 
with plans to further rein in government spending faster in the hopes of appeasing 
financial markets—even if that is not the message that the markets are actually 
sending.  Political realities continue to force officials to follow brinksmanship 

HIGHLIGHTS

•	 2011	will	feature	a	modest	rota-
tion in the marginal contributor 
to global growth from China to 
the United States, which will cast 
a long shadow over financial 
markets

•	 Emerging	market	economies	are	
the only game in town for those 
looking for symmetric tail risks…

•	 …	 as	 tail	 risks	 in	 developed	
markets remain skewed to the 
downside

•	 The	 publication	 also	 includes	
quarterly interest rate and ex-
change rate forecasts for the 
U .S ., Canada, U .K ., Australia, and 
New Zealand, and also offers ad-
ditional exchange rate forecasts 
for the Japanese yen, the euro, 
and the Swiss franc . THE LONG ROAD HOME
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policymaking that extends support only after the seeds of 
the next crisis have been sown.

But it is the Eurozone’s imperfect monetary union that 
is ultimately drawing the ire of markets.  European officials 
have repeatedly raised the refrain that aggregate Eurozone 
debt is less than American debt, and are perplexed by the 
fact that the markets seem to reward the US—and global 
risk appetite in the process—for spending and yet punish 
European countries for ostensibly doing the right thing.  

The comparison between Europe and the US states 
holds some validity.  However, US states can only borrow 
to finance capital expenditures, not current deficits.  There 
is some wiggle room from one year to the next.  But in 
the U.S., state borrowing constraints are structural – not 
market-related.  While in the Eurozone, the market stress 
is structural, as the Treaty (which treaty?) prevents fiscal 
cooperation in almost all cases while allowing no checks 
on freedom of spending.  

Comparing the labour market dynamics of the Eurozone 
nations in their first decade of existence with that of the 
U.S. States over the last two decades reveals the strains.  If 
we split U.S. employment growth into either those respon-
sible for the top two-thirds of national income (equivalent 
to the relative size of the core of Europe) versus the states 
responsible for the remaining U.S. income (equivalent to 
the Eurozone periphery) the quarter-on-quarter dynamics 
of employment remain eerily similar.  If we instead look at 
just the U.S. states hit hardest by price declines, the rising 
national tide is distributed relatively evenly across state-level 
growth.  The same has not been true of the Eurozone where 
higher rates were never binding on the periphery.

Risking Fiscal Wrath to Buttress 2011

The shift in the pulse of U.S. stimulus from monetary to 

fiscal policy has several important implications for financial 
markets and is certainly not without consequence.  The 
upshot of an extra 0.5% added to economic growth in 2011 
will underpin the recent increase in government yields and 
the US dollar.  Of course, the liquidity from QE2 has also 
supported commodity prices, with the run up from $75 in 
June 2010 to $92 by the end of the year tending to shave 
0.2-0.3% off of U.S. growth over the course of 2011.  The 
net result is still better growth, but as we look further into 
the future, the stimulus program will place additional strain 
on fiscal balance sheets already grossly distended and will 
only necessitate a more aggressive response in the future.  

Thus far, the market appears willing to accept the extra 
fiscal largesse.  Although the composition of the nominal 
10 year government yield would suggest that the end result 
will be more inflation and less underlying economic growth, 
U.S. sovereign CDS spreads remain contained.  This would 
be very similar to what we found in the UK, which has 
proven to be U.S./Eurozone hybrid with QE blended with 
fiscal tightening.  Quantitative easing that was much more 
successful at creating nominal demand in the UK, but much 

REGIONAL U .S . EMPLOYMENT GROWTH IN SYNCH
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EUROZONE LABOUR MARKETS STILL STRUGGLE TO GET
ON THE SAME PAGE 
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EUROZONE INFLATION RETURNS TO ITS CRUDE ROOTS
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less effective at distributing it between real demand growth 
and price increases.  

But high and unexpected inflation does reduce fiscal 
costs.  Risking a  future acceleration in inflation is prob-
ably better than risking economic growth all together and 
argues that now is not the time to be concerned about fiscal 
retrenchment.  Until the ultimate fiscal reality dawns in the 
US—in a less extreme version than the nuclear option of not 
raising the debt ceiling currently making the rounds—we 
are comfortable remaining long breakeven inflation and the 
10s-30s steepener.

Stimulus and the Damage Done

The shift in focus from monetary to fiscal policy in the 
U.S. has come too late for many emerging markets in their 
struggle against resurgent inflation.  Fiscal stimulus princi-
pally drives demand-driven price pressures for EMs, while 
the Fed’s asset purchases have driven a shift in relative 
demand-driven price pressures.  The market prefers EM 
assets relative to those in advanced markets, driving both 
higher commodity prices and a weaker US dollar that has 
pushed central banks across the emerging world to become 
more active in withdrawing stimulus.  

EMs really remain the only game in town for those 
looking for symmetric tail risks.  We could equally see 
EM growth and inflation surprise to the upside or down-
side depending on their policy responses.  Traditional rate 
hikes (Korea, Thailand, and China) have been accompanied 
by more unorthodox measures to curtail foreign inflows 
reaching for yield (Brazil and Chile).  It is expected that 
this combined impact will, on the margin, slow economic 
growth across EM economies and curtail the recent advance 
in commodity prices.  The policy option least in favour is 
the exchange rate.  This allows the US dollar to remain 
strong and will shift the focus of the market to the fiscal 
woes of Europe.  

Perhaps no where is this odd juggling act more obvious 
than Turkey, where the central bank seems likely to continue 
to cut interest rates in the face of a strong domestic economy 
and inflationary pressures.  Not because they are ignoring 
the situation but because they are simultaneously increase 
reserve requirements.  They hope that they are balancing 
these moves appropriately but just as the market worked 
about the experimental nature of asset purchases from cen-
tral banks during the crisis, EM policy is increasing entering 
a phase of cognitive dissonance.

This is why the tail risks for advanced markets remain 
skewed to the downside.  Nevertheless, with trend economic 
growth returning and headline inflation normalizing, the 
inflation antennas of some central banks are once again 
tingling.  This is likely to test central bank speak in the 
first half of 2011, especially if leading indicators show the 
decent global rebound we are currently seeing in economies 
is hanging on into the second half of the year.

For all the criticism of the ECB, it has been one of the 
most successful central banks of the last decade in meeting 
their inflation target in spite of the difficult circumstances 
cited above.  We fear their hawkish talk on rates as inflation 
has nudged to 2.2% y/y risks enflaming peripheral tensions.  
But once language has changed, the bar for shifting language 
back to neutral tends to rise so German yields may continue 
to rise in the near-term in the absence of an immediate crisis.  

Ultimately, the economy of the Eurozone and state of 
public finances and market sentiment leads us to think an 
ECB rate hike will be the end of the year at the earliest.  
But for other central banks – the RBA, Bank of Canada, 
BoE, Riksbank, and Norges Bank – the combination of 
better growth impulses, elevated commodity prices, and 
higher consumer prices will bring us back to the early-2010 
dynamic of central bank hikes moving to reset policy rate 
levels gradually higher.

INFLATION FORECASTS CONTINUE TO NORMALIZE
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416-983-0445

Policy	Modification

No system allows for easy targeting of easy and tight 
policy to individual sectors.  So the global growth dynamic 
is evolving to one of slightly less EM growth, which has 
been offset with firmer rates and currencies and they will 
need to accept that pushing this adjustment to the future only 
lengthens the time it takes advanced economies to recover.

No system that allows free-spending governments only 
to be bailed out later by their more austere partners could 
ever survive.  Peripheral European nations must accept this 

and sign on to absolute and automatic fiscal rules which 
Germany and the ECB have generally argued for.  But the 
imbalances are here and now and the ideal must take a back 
seat to the practical.  

This is the lesson the U.S. has drawn from history, al-
though it does so at its own peril.  Fiscal stimulus can help 
avoid downside risks or paper over the need for adjustments 
elsewhere.  Eventually the costs of bailing out today become 
simply too much for those footing the bill in the future.  
There are no easy answers, just easy policy for now.
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U .S . FIXED INCOME
Since the start of the year, the bond market has begun to 

pare back their expectations for medium-term rate hikes by 
the Federal Reserve.  Both disappointing economic data and 
the dovish rhetoric of the Fed itself have helped remove some 
of the lingering doubts about the necessity and the willing-
ness of the Fed to maintain a very accommodative policy 
rate.  Whereas the market had fully priced in a hike by the 
end of 2011 only a few weeks ago, the current probability 
has been slashed to 40%.  This we believe is still overly 
aggressive, and our base-case continues to be for the Fed to 
remain on hold until Q3 next year.

The aggressive market pricing was always vulnerable to 
economic reality, and the big miss on the December employ-
ment report was a particularly sobering reminder that the 
economic recovery is still very fragile. And in the absence 
of a meaningful improvement in labour market fundamentals 
the ability of the US economy to shift into a self-sustaining 
recovery, driven by consumer spending, remains a bridge 
too far. We believe this uncertainty will be sufficient to cause 
the Fed to err on the side of caution. If history is any guide, 
the Fed is unlikely to begin withdrawing monetary stimulus 
from the US economy unless a clear downward trend in un-
employment has been established. This could still be many 
months away, and the sharp drop in the unemployment rate 
in December can be dismissed by the fact that it was driven 
by a declining labour force and not rising job growth.

In fact, the pace of job creation continues to lag the 
level required to keep pace with the demographic trends. It 
is likely that the unemployment rate will remain elevated 
and could possibly move higher in the coming months, as 
previously displaced workers move back in the labour force. 
The painfully slow pace of labour market healing has left 
the Fed concerned about the almost nonexistent progress 
in achieving its “maximum employment” mandate. Unless 
meaningful progress is made, rates will be kept unchanged 
and the Fed’s stance will remain accommodative for the 
foreseeable future.

U .S . FIXED INCOME OUTLOOK
Spot Rate 2010 2011 2012
1/18/2011 Q1 Q2 Q3 Q4 Q1F Q2F Q3F Q4F Q1F Q2F Q3F Q4F

Fed Funds Target Rate (%) 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.50 1.00
3-mth T-Bill Rate (%) 0.14 0.16 0.18 0.16 0.15 0.15 0.15 0.15 0.20 0.30 0.35 0.60 1.20
2-yr Govt. Bond Yield (%) 0.60 1.02 0.61 0.42 0.60 0.60 0.60 0.65 0.70 0.85 1.10 1.25 1.85
5-yr Govt. Bond Yield (%) 1.93 2.54 1.78 1.26 1.85 2.00 2.15 2.30 2.40 2.50 2.65 2.70 2.90
10-yr Govt. Bond Yield (%) 3.34 3.83 2.93 2.51 3.25 3.40 3.60 3.70 3.80 4.00 4.10 4.20 4.20
30-yr Govt. Bond Yield (%) 4.47 4.71 3.89 3.68 4.40 4.75 4.90 4.95 5.00 5.10 5.00 4.90 4.90

10-yr-2-yr Govt. Spread (%) 2.74 2.81 2.32 2.09 2.65 2.80 3.00 3.05 3.10 3.15 3.00 2.95 2.35

f: Forecast by TD Bank Group as at Jan 17, 2011; All forecasts are for end of period.  Source: Bloomberg, TDBG

In light of this, we have kept our interest rate profile 
largely intact. Our base case view continues to be that US 
Treasuries have entered a bear market. However, with the 
Fed expected to remain active in the market and complete 
its full allotment of $600B in asset purchases by the middle 
of this year, and uncertainty in Europe continuing to weigh 
on financial markets, we expect the movements in Treasury 
yields to be largely sideways. Notwithstanding this, the bias 
for yields is clearly to the upside. 

Our year-end target for the 10Yr note is 3.80%. From its 
current level of 3.35%, the 10yr yield is expected to grind 
slowly higher into 2012. With core inflation now at its 
cyclical lows and the bigger than expected fiscal deficit in 
2011 resulting from the tax cut package increasing supplies, 
investors are expected to demand higher compensation for 
duration risk. This is expected to push yields on the 30yr 
bond up toward 5.00% by year-end, peaking at 5.10% in 
Q1 2012 before gradually moving back to under 5.00% by 
the end of 2012 as the Fed begins to withdraw monetary 
stimulus form the economy. As a result, we expect the 10s30s 
curve to steepen into the middle of 2011, before gradually 
flattening as the Fed completes it asset purchases and begin 
positioning for stimulus withdrawal.

The key risk to this view continues to be the uncertainty 
surrounding the fiscal crisis in Europe. The problems in the 
euro-zone periphery have now moved to center-stage, as the 
market tests the willingness of the European Community to 
backstop their delinquent members. This places a downside 
risk to our call as if the problems in Europe intensify and a 
credible resolution is not achieved, the ensuing safe-haven 
trade could push yields lower than we anticipate. Conversely, 
a faster than anticipated recovery in the labour market in 
the next few months could bring forward the timing for the 
withdrawal of monetary stimulus by the Fed, though this 
remains a very low probability event.

Millan Mulraine,  Senior Strategist
212-827-7186 



Global Markets January 18, 2011
Rates & FX Research

6

CANADIAN FIXED INCOME
Since the announcement of an additional round of fiscal 

stimulus in the United States in early December, a more op-
timistic outlook for Canadian growth has helped push yields 
higher across the curve.  With the balance of risk in the US 
economy now tilted away from a double dip recession and 
deflation, we have likely seen the cyclical trough in interest 
rates in both countries.  It will now fall to the relative speed 
of central bank tightening to determine the shape of the yield 
curve over the forecast horizon.

With the Federal Reserve in the US firmly on hold until 
the middle of 2012, the short end of the Canadian curve will 
be driven exclusively by the Bank of Canada.  We continue 
to hold our off consensus expectation that the Bank will wait 
until July to embark on the next stage of their tightening 
cycle.  This will afford the Bank the luxury of time to assess 
not only the impact of stronger US growth but the headwinds 
presented by the sovereign debt crisis in Europe and by the 
efforts of central banks in emerging market economies to 
combat inflation.  Once the Bank begins to hike, they are 
forecast to move in 25 basis point increments until the over-
night rate reaches a level of 2.00% by the end of 2011.  In 
2012, we have penciled in one additional hike per quarter, 
which will bring the spread to the Fed funds rate to a maxi-
mum of 225 basis points at the end of the second quarter 
before falling to 200 basis points by the end of the year.

With the Bank forecast to remain on hold for longer 
than the market currently anticipates, the 2 year yield will 
be driven higher by revised expectations of additional hikes 
further in the future.  The 5 year yield is also expected to 
move higher beginning in the first quarter of the year, as 
the recent regulatory changes to the mortgage market an-

nounced by the Department of Finance is expected to bring 
forward the seasonal underperformance typically observed 
in this space.

Further out the curve, our core view is that the 2s10s 
segment steepens before it flattens, as failure to deliver on 
Bank hikes until the second half of the year forces longer-
dated yields to move higher.  As observed in recent weeks, 
it is expected that the 10 year yield moves in tandem with 
its US counterpart over the first half of the year, reaching 
4.00% by Q3, which is a full quarter earlier than previously 
expected.  And with the more robust economic outlook al-
ready priced into the 2 year yield, the amount of flattening 
expected in the second half of the year has been reduced by 
between 5 and 10 basis points.

At the long end of the curve, the 30 year yield is expected 
to remain relatively well bid, rising by a timid 78 basis points 
over the course of the year.  Part of this move is driven by the 
comparative health of Canada’s fundamentals, which will 
become more apparent in the year to come, as the market 
will likely become increasingly focused on issues of fiscal 
sustainability and the long-term consequences of quantita-
tive easing in the US.

CANADIAN FIXED INCOME OUTLOOK
Spot Rate 2010 2011 2012
1/18/2011 Q1 Q2 Q3 Q4 Q1F Q2F Q3F Q4F Q1F Q2F Q3F Q4F

Overnight Target Rate (%) 1.00 0.25 0.50 1.00 1.00 1.00 1.00 1.50 2.00 2.25 2.50 2.75 3.00
3-mth T-Bill Rate (%) 1.00 0.29 0.51 0.88 1.05 1.00 1.05 1.55 2.05 2.30 2.55 2.80 3.05
2-yr Govt. Bond Yield (%) 1.79 1.74 1.39 1.38 1.68 1.90 2.00 2.30 2.55 2.70 3.05 3.30 3.40
5-yr Govt. Bond Yield (%) 2.56 2.90 2.33 2.03 2.42 2.85 2.95 3.25 3.45 3.50 3.60 3.70 3.75
10-yr Govt. Bond Yield (%) 3.27 3.57 3.08 2.76 3.12 3.50 3.75 4.00 4.10 4.20 4.35 4.40 4.40
30-yr Govt. Bond Yield (%) 3.70 4.12 3.65 3.36 3.52 3.80 3.95 4.15 4.30 4.70 4.70 4.80 4.80

10-yr-2-yr Govt. Spread (%) 1.48 1.83 1.69 1.38 1.44 1.60 1.75 1.70 1.55 1.50 1.30 1.10 1.00

Canada-U .S . Spreads
 3-mth T-Bill Rate (%) 0.86 0.13 0.33 0.72 0.90 0.85 0.90 1.40 1.85 2.00 2.20 2.20 1.85
 2-yr Govt. Bond Yield (%) 1.19 0.72 0.78 0.96 1.05 1.30 1.40 1.65 1.85 1.85 1.95 2.05 1.55
 5-yr Govt. Bond Yield (%) 0.63 0.36 0.55 0.77 0.60 0.85 0.80 0.95 1.05 1.00 0.95 1.00 0.85
10-yr Govt. Bond Yield (%) -0.07 -0.26 0.15 0.25 -0.05 0.10 0.15 0.30 0.30 0.20 0.25 0.20 0.20
30-yr Govt. Bond Yield (%) -0.77 -0.59 -0.24 -0.32 -0.70 -0.95 -0.95 -0.80 -0.70 -0.40 -0.30 -0.10 -0.10

f: Forecast by TD Bank Group as at Jan 17, 2011; All forecasts are for end of period.  Source: Bloomberg, TDBG

David Tulk , Senior Strategist 
416-983-0445

Ian Pollick, Portfolio Strategist
416-983-7184



Global Markets January 18, 2011
Rates & FX Research

7

U .K . FIXED INCOME
The U.K. bond market walked into 2011 with a singular 

focus – inflation risks.    January is now the third straight 
month that the market has seen a sharp and sudden reas-
sessment of gilt yields.  This has driven the curve flatten, 
with 2s10s 12bps flatter since mid-November prior to the 
release of the Quarterly Inflation Report.  But this has been 
nowhere close to a one-way bet.  

The market has been locked in a struggle to price in 
higher than expected inflation into the long end.  Then, it 
must interpret this in light of the reality that much of it is 
a temporary flare and figure out how much reaction from 
the central bank to assume in the sausage-making process 
that is monetary policy decision making in uncertain times.  
While we agree that the outlook remains highly uncertain, 
we remain convinced of our view, which we stuck to while 
the market moved to price in risks of quantitative easing 
last year.  Tightening is coming.

Over the last month, the OIS market has gone on to price 
in an additional full 25bps hike over the coming 12 months 
and after the CPI report on January 18th, has for the first 
time fully priced in the rate hike we have been expecting for 
the May meeting.  As a result, two-year yields are testing 
their December 2009 high of 1.38%.   We expect the central 
bank to deliver a hawkish Inflation Report in February to 
lay the groundwork for a later hike.  Even if some or even 
most members of the MPC will not be convinced that they 
will have to raise rates that soon, it is likely that they will 
believe it is time to raise the risks and at least try to use the 
power of the Bank’s words to explain the situation in the 
hopes of buying time and assuaging inflation expectations.  
We simply are not convinced it will work.

Looking out the curve, the market is still underpric-
ing rate expectations by about 15bps over the 9-12 month 
horizon, and could even start to price in further risk of a 
February hike or a 50bps move in May or later.  The BoE 

does have a history of moving by more than quarter-point 
steps, although at this stage, we think this would be prema-
ture.  We believe that the BoE Minutes to be released on 
January 26th will be key.  The moves we saw in rates and 
market expectations leading into the January 10th meeting 
were significant enough that the MPC must either talk them 
down explicitly if they have no intention of entertaining 
rate hikes, or else the market will continue to consolidate 
these recent moves with the implicit blessing of the MPC.  
Recent comments from the Bank of England’s Executive 
Director for Markets Paul Fisher that described inflation as 
“very uncomfortable” only reinforce our views.  

The MPC will continue to wait through the volatility of 
data impacted by cold weather and VAT hikes, rather than 
hike in February.  There are still questions over the resilience 
of the economy and interpretation of the data.  We expect a 
clearer picture of ongoing growth in the economy, elevated 
inflation expectations, and the broad drivers of inflation 
itself – although not nearly as bad as the current and future 
headline numbers would suggest – is likely to lead the Bank 
to begin slowly raising interest rates from emergency to still 
accommodative levels.

Richard Kelly,  Senior Strategist 
 +44 20 7786 8448

Spot Rate 2010 2011
1/17/2011 Q1 Q2 Q3 Q4 Q1F Q2F Q3F Q4F Q1F Q2F Q3F Q4F

Bank Rate Target (%) 0.50 0.50 0.50 0.50 0.50 0.50 0.75 1.00 1.25 1.50 2.00 2.50 3.00
3-mth T-Bill Rate (%) 0.58 0.57 0.54 0.57 0.57 0.80 1.00 1.20 1.45 1.70 2.20 2.70 3.20
2-yr Gilt Yield (%) 1.34 1.16 0.75 0.65 1.10 1.50 1.85 2.10 2.35 2.45 2.70 3.10 3.50
5-yr Gilt Yield (%) 2.45 2.71 2.07 1.61 2.20 2.60 3.05 3.25 3.50 3.65 3.80 4.00 4.25
10-yr Gilt Yield (%) 3.62 3.94 3.36 2.95 3.40 3.70 3.90 4.10 4.30 4.35 4.50 4.70 4.80
30-yr Gilt Yield (%) 4.43 4.53 4.17 3.90 4.19 4.65 4.70 4.80 4.90 5.00 5.00 4.85 4.70
10-yr-2-yr Gilt Spread (%) 2.28 2.78 2.61 2.30 2.30 2.20 2.05 2.00 1.95 1.90 1.80 1.60 1.30

2012

f: Forecast by TD Bank Group as of January 17, 2011; All forecasts are for end of period.  Source: Bloomberg, TDBG

U .K . FIXED INCOME OUTLOOK
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AUSTRALIAN FIXED INCOME
The Australian fixed income market has had a volatile 

start to 2011.  The short end of the curve rallied aggressively 
in the first two weeks as severe flooding prompted the finan-
cial markets to scale back expectations for near-term RBA 
tightening, while the longer-end underperformed via the 
unexpectedly sharp climb in global longer-dated yields post 
U.S. QE2.  Both of these shifts in market pricing contradict 
our long-held 2010 predictions to the contrary (curve flatten-
ing and underperformance compared with the U.S.).  In the 
last four weeks (albeit encompassing thin year-end markets) 
3 year yields rallied 9bp from 5.11% to 5.02%, while 10 
year yields at 5.52% are all-but unchanged from levels of 
a month ago.  While bonds are a little rich compared with 
our forecasts, there are no strong trading recommendations 
from a curve perspective. 

We were of the view that Australia-US Treasury 10 year 
spreads could widen to up to +300bp in the first half of this 
year as the RBA were expected to resume tightening soon, 
while the US economy and interest rates were expected to 
flat-line.  Post U.S. QE2 however, the U.S. economy ap-
pears to be picking up steam and U.S. Treasury yields have 
climbed sharply higher, significantly eroding the spread to 
Australian 10 year bonds.  As our Treasury forecasts have 
subsequently been marked significantly higher, we have 
lowered our spread forecasts closer to +200/220bp over 
the coming year.

The RBA left its key policy rate unchanged at 4.75% 
in December, and as the RBA do not meet in January, 
prolonged silence from the RBA has left markets a little 
directionless.  However, after likely a few more months 
of “on hold”, the tightening cycle is expected to resume 
from May (a change of view from March) as inflation pres-
sures remain strongly tilted to the upside, and the labour 
market is straining due to ongoing full employment.  We 
still foresee a year-end RBA policy target of 5.75%, we’ve 
merely skewed the moves towards the second half of the 
year.  Current market pricing is for the next 25bp hike in 

AUSTRALIA FIXED INCOME OUTLOOK
Spot Rate 2010 2011 2012
1/18/2011 Q1 Q2 Q3 Q4 Q1F Q2F Q3F Q4F Q1F Q2F Q3F Q4F

   Cash Target Rate (%) 4.75 4.00 4.50 4.50 4.75 4.75 5.00 5.25 5.75 5.75 6.00 6.00 6.00
   3-mth Bank Bill Rate (%) 4.97 4.43 4.91 4.89 4.98 5.00 5.25 5.50 5.75 6.00 6.25 6.25 6.00
   3-yr Govt. Bond Yield (%) 5.14 5.28 4.42 4.85 5.27 5.20 5.30 5.55 5.90 5.90 6.00 6.00 6.00
   5-yr Govt. Bond Yield (%) 5.32 5.52 4.67 4.95 5.40 5.40 5.50 5.60 5.95 6.00 6.00 6.00 6.00
  10-yr Govt. Bond Yield (%) 5.54 5.78 5.10 5.06 5.55 5.60 5.75 5.85 6.00 6.00 6.00 6.00 6.00

  10-yr-3-yr Govt. Spread (%) 0.40 0.51 0.68 0.21 0.27 0.40 0.45 0.30 0.10 0.10 0.00 0.00 0.00

Forecast by TD Bank Group as at Jan 17, 2011; All forecasts are for end of period.  Source: Bloomberg, TDBG

AUSTRALIAN 3-MONTH T-BILL RATES & 10-YEAR
GOVERNMENT BOND YIELDS
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December, well underpriced compared with our forecasts; 
hence our strongest fixed income trade recommendation is 
to pay 1yr Australian OIS. 

Government bond auctions continue to be scooped up, 
with the bid/cover ratio a healthy 3.5-5 across the entire 
curve, including the new mid-curve 5.5% 2018 maturity.  
In 2010, $A58.6b of bonds were issued ($A54.9b nominal 
bonds and $A3.7b index linked bonds) with end-2010 
bonds outstanding reaching $A157b.  As issuance this year 
is expected to match this pace, we expect end-2011 bonds 
outstanding to reach $A190b, but this rate of issuance is 
expected to be rapidly curtailed from 2012 as the budget 
balance edges towards surplus. 

Annette Beacher, Head of Asia-Pacific Research 
+65 6500 8047
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NEW ZEALAND FIXED INCOME
New Zealand bonds have rallied significantly in 2011 

to date, flattening the curve, as global investors increas-
ingly conclude that the economy is flat-lining and as such 
the RBNZ are not poised to lift the 3% cash rate anytime 
soon.  The “surprise” negative September GDP outcome 
(no surprise to TD) released late December was a key cata-
lyst.  While this realization has been a long time coming, 
the RBNZ are primarily to blame by insisting on voicing a 
tightening bias at each opportunity in the final months of 
2010.  In the past month, 3 year yields are -24bp lower at 
3.81% and 10 year yields are -39bp lower at 5.52%.  The 
curve flattened from +186bp to +170bp, in complete contrast 
to global curve steepening elsewhere.

We have revised our 2011 GDP forecast from 2½% to 
1½% due to the combination of very weak 2010 data and 
marking down domestic demand growth going forward.  
Taking into consideration that annual GDP shrank in both 
2008 and 2009, the output gap is expected to remain much 
wider for longer, hinting at a complete absence of inflation-
ary pressure in the medium term.  

When assessing the stance and prospects for monetary 
policy, if the economy has stalled with the cash rate at a mere 
3%, why does the RBNZ insist on referring to the need for 
higher cash rates down the track?  This rhetorical question 
is behind our call for the RBNZ to conclude the upcoming 
January OCR communiqué with “monetary policy is ap-
propriate for now” and why we raise the material risk of 
the cash rate remaining on hold until year end, in contrast 
to our current view of +75bp of tightening in the second 
half of the year.

The OIS market is pricing the next full tightening for 
September, which is fair value.  We expect the yield curve 
to remain steep, and 10 year bond rates to move in step 
with those in the U.S. and Australia, i.e. higher, as the bond 
market juggled conflicting fundamentals balances steady 
cash rates, rising global yields, and relatively unfavourable 
bond supply dynamics (compared with Australia, modest 

by global standards). 
As more New Zealand bonds are issued (due an ongo-

ing blowout in the fiscal deficit), where a recent weekly 
auction was close to $NZ1b for the first time, we expect 
increased liquidity and depth to paradoxically attract more 
offshore investors.  The bid/cover ratio remains within a 
healthy 2-5 across the entire curve, including the new 5% 
March 2019 maturity.  In 2010, $A13.4b of bonds were is-
sued, with bonds outstanding by end-2010 just exceeding 
$A38b (excluding inflation-linked and those held by public 
authorities).  As issuance this year is expected to match 
this pace, we expect end-2011 bonds outstanding to reach 
$A50b (accounting for a $NZ7.6b maturing at end-2011) 
and approach $NZ60b by end 2013. 

NEW ZEALAND FIXED INCOME OUTLOOK
Spot Rate 2010 2011 2012
1/18/2011 Q1 Q2 Q3 Q4 Q1F Q2F Q3F Q4F Q1F Q2F Q3F Q4F

   Cash Target Rate (%) 3.00 2.50 2.75 3.00 3.00 3.00 3.00 3.25 3.75 4.00 4.50 4.75 4.75
   3-mth T-Bill Rate (%) 3.01 3.90 2.70 3.00 3.25 3.00 3.25 3.50 4.00 4.50 5.00 5.25 5.00
   3-yr Govt. Bond Yield (%) 3.85 4.54 4.15 3.80 3.99 4.00 4.00 4.20 4.50 5.00 5.25 5.75 5.75
   5-yr Govt. Bond Yield (%) 4.51 5.18 4.63 4.29 4.76 4.75 4.75 5.00 5.25 5.75 6.20 6.30 6.30
   10-yr Govt. Bond Yield (%) 5.40 5.98 5.32 5.00 5.87 5.75 5.85 5.95 6.20 6.30 6.50 6.50 6.50

  10-yr-2-yr Govt. Spread (%) 1.55 1.43 1.17 1.20 1.88 1.75 1.85 1.75 1.70 1.30 1.25 0.75 0.75

Forecast by TD Bank Group as at Jan 17, 2011; All forecasts are for end of period.  Source: Bloomberg, TDBG

NEW ZEALAND 3-MONTH T-BILL RATES & 10-
YEAR GOVERNMENT BOND YIELDS
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Annette Beacher, Head of Asia-Pacific Research 
+65 6500 8047
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Currency market trading over the New Year period has 
been characterized by sharp and volatile moves.  Since 
December, the USD (DXY) index has alternated between 
a series of abrupt 2.5-3% swings upwards and downwards, 
leaving the index trading in a flat range around the 80 level.  

The USD has been buffeted by increasing signs that Fed 
policy is starting to get some traction with the economy; sur-
vey data suggest strengthening growth and sentiment, even 
if the employment situation remains weak.  If the recovery 
itself remains uneven at present, it still appears to us that 
the US economy will likely to grow by some 3% this year.  

Still, Fed policy will err on the side of caution as policy-
makers cannot risks a premature tightening that undermines 
the recovery.  We expect no official rate increase until 2012.  
However, market interest rates are moving higher and have 
provided the USD with some support in the past few months.  

While the US economy still faces significant challenges 
ahead, we continue to think that these problems will be 
overshadowed by the sovereign credit problems within the 
euro zone and by Japan’s own fundamental weaknesses.  
In this environment, we still feel that the USD can rally 
significantly in the first half of 2011.  

The EUR, CAD and AUD etc. have borne the brunt of 
the downward adjustment in the USD in the past few years.  
But we think that the USD’s secular bear trend against the 
major currencies is now mostly complete.  Developing 
(Asian and Latin American) market currencies that have 
resisted a weaker USD so far are going to have to do some 
heavier lifting in the ongoing adjustment process moving 
forward.  Higher developing market currencies will help 
their economies adjust to higher growth and rising prices 
at home and facilitate a much-needed rebalancing of the 
global economy. 
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U .S . DOLLAR OUTLOOK
Spot Price 2010 2011 2012
1/18/2011 Q1 Q2 Q3 Q4 Q1F Q2F Q3F Q4F Q1F Q2F Q3F Q4F

  Trade-wtd. USD 99.7 101.9 105.1 100.1 99.2 103.5 107.0 107.9 107.1 109.0 107.5 105.6 104.4
  JPY per USD 82.6 93 88 84 81 87 90 92 95 98 98 100 100
  USD per EUR 1.341 1.351 1.224 1.363 1.338 1.200 1.100 1.050 1.050 1.000 1.050 1.100 1.150
  USD per GBP 1.600 1.518 1.495 1.571 1.561 1.446 1.358 1.329 1.364 1.333 1.438 1.507 1.575

f: Forecast by TD Bank Group as at Jan 18, 2011; All forecasts are for end of period;  Source: Federal Reserve, Bloomberg, TDBG

U .S . DOLLAR FUNDAMENTALS
Interest Rate Spreads – Business Cycle +

Inflation Differential – Fiscal Balances –

Current Account N Politics N
Legend: - is negative, + is positive, N is neutral for currency

Shaun Osborne, Chief FX Strategist  
416-983-2629
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CANADIAN DOLLAR
The Canadian dollar has moved decisively through par-

ity since the new year began, trading near its highest levels 
since early 2008. But interestingly this doesn’t have much 
to do with any Canada-specific developments, as Canadian 
economic data has actually surprised to the downside more 
often than the upside. Instead, CAD has reacted to the US 
economic data, and the upward move in consensus expecta-
tions for US economic growth this year. 

Another factor underpinning CAD has been a little more 
strength in the EUR (and hence more weakness in the USD) 
to start the year. However, we think that the more recent 
bout of EUR strength is built on factors that won’t last, as 
we discuss in the EUR section of this document. And when 
the EUR starts to fall again we think that will be supportive 
of the USD more broadly, pushing USD/CAD quite a bit 
higher by the middle of the year.

The biggest risk to our CAD forecast for this year is prob-
ably the way in which CAD reacts to US prospects. When 
the US outlook improves we’ve tended to see the USD rally, 
but CAD rally even more, sending USD/CAD lower. This 
does make sense in some ways, since the strength of the US 
recovery is probably the biggest swing factor for Canada’s 
economic outlook this year. But if the US consensus growth 
forecasts continue to improve beyond an already decent 3% 
projection, that would have a significant positive impact on 
the Canadian economic outlook, and hawkish interpreta-
tions for the Bank of Canada. So provided the Canadian 
data continue along their middling path, the US outlook 
could be the determining factor in whether we’re right or 
wrong on CAD. For the time being though, we think that 
the mediocre job growth that we’re seeing in the US will 
keep a lid on the pace of growth, supporting our mid-year 
forecast for USD/CAD to rise to 1.09 (or for CAD to fall 
to US$0.92) as the EUR tumbles.

Jacqui Douglas, FX Strategist   
416-982-7784

CANADIAN DOLLAR

0.76

0.80

0.84

0.88

0.92

0.96

1.00

1.04

1.08

1.12

Jan-07 Aug-07 Mar-08 Oct-08 May-09 Dec-09 Jul-10

USD per CAD CAD per USD

Source: Federal Reserve Bank of New York/Haver Analytics

1.316

1.250

1.190

1.136

1.041

1.087

0.893

1.000

0.962

0.926

TRADE-WEIGHTED CANADIAN DOLLAR

80

90

100

110

120

130

140

150

160

03 04 05 06 07 08 09 10 11

Index: 2000 = 100

*Nominal broad effective exchange rate
Source: Haver Analytics/JP Morgan

CANADIAN DOLLAR OUTLOOK
Spot Price 2010 2011 2012
1/18/2011 Q1 Q2 Q3 Q4 Q1F Q2F Q3F Q4F Q1F Q2F Q3F Q4F

  CAD per USD 0.989 1.015 1.064 1.029 0.998 1.020 1.087 1.064 1.031 1.053 1.053 1.042 1.042
  USD per CAD 1.011 0.985 0.940 0.972 1.002 0.980 0.920 0.940 0.970 0.950 0.950 0.960 0.960

  JPY per CAD 84 92 83 81 81 85 83 86 92 93 93 96 96
  CAD per EUR 1.326 1.371 1.302 1.403 1.336 1.224 1.196 1.117 1.082 1.053 1.105 1.146 1.198
  CAD per GBP 1.58 1.541 1.590 1.617 1.558 1.475 1.476 1.414 1.406 1.404 1.514 1.570 1.641

f: Forecast by TD Bank Group as at Jan 18, 2011; All forecasts are for end of period;  Source: Federal Reserve, Bloomberg, TDBG

CANADIAN DOLLAR FUNDAMENTALS
Interest Rate Spreads + Business Cycle +

Inflation Differential + Fiscal Balances +

Current Account N Politics N
Legend: - is negative, + is positive, N is neutral for currency
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EURO
We remain negative on the outlook for the euro zone 

and continue to feel that the main risk facing the currency 
markets this year is one of an abrupt, downward adjustment 
in the EUR as investors lose patience with unsustainable 
fiscal positions at the euro zone periphery.  

Sovereign credit stresses remain evident here.  Euro 
zone peripheral sovereign spreads and credit default swaps 
continue to flirt with extreme or record levels, reflecting 
investor concerns that euro zone policy makers have failed 
to get ahead of the spiralling government debt problem.  

Efforts to boost the scale and reach of the euro zone’s 
rescue fund for heavily-indebted countries have floundered 
amid opposition from Germany, amongst others who feel 
that current plans are adequate.  These countries are reluctant 
to sanction any moves to extend support in a way that raises 
there own financing costs (via the issuance common bond, 
for example) or proceeds towards a more formal union of 
fiscal transfers.  

As such, contagion fears remain alive and “rollover” 
risks are significant with euro zone countries tapping the 
government market for more than EUR300bn in new bond 
issues in the next few months.  Portuguese government bond 
yields remain near 7% - the threshold at which the prospect 
of having to seek IMF/EU/ECB support rose dramatically 
for Greece and Ireland – despite ongoing European Central 
Bank (ECB) support for peripheral government debt and 
high profile Asian participation in these markets.  

Concerns have also started to emerge that some of the so-
called “core” economies could be affected by debt worries, 
amid concerns that Belgium’s ongoing political stalemate 
could delay the implementation of fiscal consolidation efforts.   

ECB President Trichet’s suggestion that policymak-
ers were closely monitoring inflation (a veiled reference 
to the risk of a policy tightening in the next few months) 
boosted the EUR significantly this month.  But the threat 
of tighter policy is hollow.  Higher rates would add a sig-
nificant burden to the adjustment process for the weaker 
economies and higher inflation may be a price the ECB – 
and Germany – likely has to pay to ease pressure on these 
peripheral economies.
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EURO FUNDAMENTALS
Interest Rate Spreads N Business Cycle N

Inflation Differential N Fiscal Balances –
Current Account + Politics –
Legend: - is negative, + is positive, N is neutral for currency

EURO OUTLOOK
Spot Price 2010 2011 2012
1/18/2011 Q1 Q2 Q3 Q4 Q1F Q2F Q3F Q4F Q1F Q2F Q3F Q4F

  USD per EUR 1.341 1.351 1.224 1.363 1.338 1.200 1.100 1.050 1.050 1.000 1.050 1.100 1.150
  JPY per EUR 111 126 108 114 109 104 99 97 100 98 103 110 115
  GBP per EUR 0.838 0.890 0.819 0.868 0.857 0.830 0.810 0.790 0.770 0.750 0.730 0.730 0.730
  CAD per EUR 1.326 1.371 1.302 1.403 1.336 1.224 1.196 1.117 1.082 1.053 1.105 1.146 1.198

f: Forecast by TD Bank Group as at Jan 18, 2011; All forecasts are for end of period;  Source: Federal Reserve, Bloomberg, TDBG

Shaun Osborne, Chief FX Strategist  
416-983-2629
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JAPANESE YEN
Despite the volatility in the JPY spot rate around the turn 

of the year, we continue to expect the JPY to underperform 
versus many of the major currencies in the coming months.  
The Japanese economy remains soft, deflationary pressures 
are persistent and the prospect for significant rate rises (even 
at the long end of the curve) remains remote.  

Meanwhile, rising equity markets and stronger global 
growth expectations should reduce the JPY’s risk premium.  
This will also help push the currency to fall back to levels 
more comfortable for Japanese exporters.  

Any relief would be welcome.  Japanese industrial 
production rose 1% in November but, after a string of 
negative reports over the past few months, the underlying 
trend remains weak.  Recent business confidence and activ-
ity surveys point to weaker corporate sentiment (Tankan) 
and declining manufacturing output (PMI) in the past few 
months.   Domestic investment has failed to recover sig-
nificantly last year, suggesting the rebound in the broader 
economy seen through 2009 risks slumping back.  

Japanese politicians started the year focusing on the need 
to tackle Japan’s massive government debt load, which the 
OECD estimates will reach 210%/GDP in 2012.  One gov-
ernment official stated that fiscal policy was “approaching 
the edge of a cliff”.  And while PM Kan’s call for a debate on 
raising the 5% sales tax is likely to fall on deaf ears for the 
moment, the clear need for significant fiscal consolidation 
efforts could depress the domestic economy even further.

Rising long-term interest rates in the US have not been 
matched by yield increases in Japan.  Widening US-Japanese 
interest rate differentials since September (more than 50bps 
in the USD’s favour) suggest that USD/JPY should be trad-
ing somewhat higher than prevailing levels.  We target USD/
JPY trading at 95 by end 2011. 
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JAPANESE YEN OUTLOOK
Spot Price 2010 2011 2012
1/18/2011 Q1 Q2 Q3 Q4 Q1F Q2F Q3F Q4F Q1F Q2F Q3F Q4F

  JPY per USD 83 93 88 84 81 87 90 92 95 98 98 100 100
  JPY per EUR 111 126 108 114 109 104 99 97 100 98 103 110 115
  JPY per GBP 132 142 132 131 127 126 122 122 130 131 141 151 158
  JPY per CAD 84 92 83 81 81 85 83 86 92 93 93 96 96

f: Forecast by TD Bank Group as at Jan 18, 2011; All forecasts are for end of period;  Source: Federal Reserve, Bloomberg, TDBG

YEN FUNDAMENTALS
Interest Rate Spreads – Business Cycle N

Inflation Differential – Fiscal Balances –

Current Account + Politics –
Legend: - is negative, + is positive, N is neutral for currency

Shaun Osborne, Chief FX Strategist  
416-983-2629
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U .K . POUND
It’s early days yet but so far this year, the GBP has been 

the top-performing major currency.  While the major cur-
rency space continues to be populated by some fundamen-
tally challenged currencies, sterling is one which we think 
will do relatively better in the months ahead.   

Sterling has benefitted recently from evidence of a 
continued recovery in the UK industrial sector and from 
expectations that policymakers will have to respond to ris-
ing inflation expectations. 

Weak spots in the UK economy remain evident.  The 
service sector recovery is lagging and house prices have 
stabilized after weakening again in recent months.  To a 
degree, the continued rise in inflation is “self-inflicted” with 
higher Value Added Tax accounting for some of the increase.  
Excluding taxes, inflation remains more reasonable.    

Still, with the global economy on a more solid footing 
and prospects for 2012 improving, we think policymakers’ 
current three-way split on monetary policy will start to co-
alesce around the need for a tightening sooner or rather than 
later.  We expect a May start to a gradual tightening cycle 
as policymakers respond to an upward creep in domestic 
inflation expectations.    

While we think that the GBP risks getting dragged 
down versus the USD by the sharp fall that we expect to 
see in the EUR in the coming months, there is scope for 
improving rate prospects to lift the GBP on the crosses.  
In particular, we expect the euro zone’s continuing fiscal 
problems to allow EUR/GBP to correct some of the GBP’s 
recent relative weakness.  We target an (approximately) 8% 
fall in the cross rate (from current levels) to 0.77 pence by 
the end of this year. 
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UNITED KINGDOM POUND 
Spot Price 2010 2011 2012
1/18/2011 Q1 Q2 Q3 Q4 Q1F Q2F Q3F Q4F Q1F Q2F Q3F Q4F

  USD per GBP 1.600 1.518 1.495 1.571 1.561 1.446 1.358 1.329 1.364 1.333 1.438 1.507 1.575
  GBP per EUR 0.838 0.890 0.819 0.868 0.857 0.830 0.810 0.790 0.770 0.750 0.730 0.730 0.730
  CAD per GBP 1.58 1.54 1.59 1.62 1.56 1.48 1.48 1.41 1.41 1.40 1.51 1.57 1.64

f: Forecast by TD Bank Group as at Jan 18, 2011; All forecasts are for end of period;  Source: Federal Reserve, Bloomberg, TDBG

POUND FUNDAMENTALS
Interest Rate Spreads N Business Cycle N

Inflation Differential + Fiscal Balances –
Current Account – Politics –
Legend: - is negative, + is positive, N is neutral for currency

Shaun Osborne, Chief FX Strategist  
416-983-2629
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AUSTRALIAN DOLLAR
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AUSTRALIAN DOLLAR OUTLOOK
Spot Price 2010 2011 2012
1/18/2011 Q1 Q2 Q3 Q4 Q1F Q2F Q3F Q4F Q1F Q2F Q3F Q4F

  USD per AUD 0.997 0.917 0.841 0.967 1.023 0.970 0.960 0.940 0.910 0.800 0.760 0.740 0.720
  JPY per AUD 82.43 85.65 74.35 80.78 83.01 84.39 86.40 86.48 86.45 78.40 74.48 74.00 72.00
  AUD per CAD 1.014 1.074 1.118 1.005 0.979 1.010 0.958 1.000 1.066 1.188 1.250 1.297 1.333
  NZD per AUD 1.291 1.292 1.228 1.317 1.312 1.347 1.352 1.403 1.444 1.333 1.310 1.298 1.309

f: Forecast by TD Bank Group as at Jan 18, 2011; All forecasts are for end of period;  Source: Federal Reserve, Bloomberg, TDBG

AUSTRALIAN DOLLAR FUNDAMENTALS
Interest Rate Spreads + Business Cycle +
Inflation Differential + Fiscal Balances +
Current Account N Politics N
Legend: - is negative, + is positive, N is neutral for currency

Roland Randall, Senior Strategist
+65 6500 8047

The last day of 2010 proved to be the best for the AUD, 
which peaked at $US1.0256 on December 31. Since then 
it has been all ‘down hill’, falling to $US0.9804 less than 
two weeks later. The flood crisis in the north east Australian 
state of Queensland continues to weigh on the AUD and 
is at least partly responsible for the depreciation we have 
seen since January 1. 

As one would expect, the first two weeks of the year were 
relatively quiet on the global data front and so the Australian 
floods have attracted unusual attention in financial markets. 
The longer-term impact on growth, inflation and interest 
rates is, however, smaller than the dramatic news coverage 
suggests. The floods do add to upside inflation risks and 
we have not changed our view that interest rates will rise 
by 100bp this year, although the first rate hike for the year 
now feels more like May than March. 

The OIS market implies around 29bp of tightening to 
come over 2011, clearly under-pricing the risk of higher 
rates and even (incorrectly) toying with the idea that mon-
etary policy may be used to ease conditions next month to 
help the recovery from these floods.

Interest rate expectations will ‘normalise’ again in com-
ing weeks: markets will re-focus on the factors that pushed 
commodity currencies higher over 2010 – booming export 
incomes and related investment, consumption and inflation-
ary/interest rate impulses – and this will prevent the AUD 
from falling much below our end-March $0.97 target.

Indeed, Australia still looks very AUD-positive and in 
isolation the currency could be expected to just keep on 
rising this year. However, we are another year distant from 
the financial crisis and the rest of the world’s economies 
and currencies will increasingly compete for attention.  The 
AUD is expected to lose that competition this year, falling 
to $0.96 mid-year and $0.91 by year-end. This reflects an 
erosion of the premium applied to the AUD as economic 
outperformance diminishes and the expected future interest 
rate differentials narrow.
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NEW ZEALAND DOLLAR
While US equities have enjoyed the traditional January 

rally, this has not been a general risk-taking exercise. New 
Zealand equities have rallied 1% (US equities +2%) but the 
NZD has fallen from a December 31 high of $US0.7814 to 
$US0.7552 a week later and is now trading in the middle 
of that range around $US0.7640. A lack of interest in the 
NZD can be attributed to a very subdued macro outlook, 
with little prospect of near-term tightening, but also some 
of the flood-related uncertainty afflicting the AUD no doubt 
rubbing off on the NZD. In summary, and as reflected by 
the steep fall-off in net long futures positioning in late De-
cember, the NZD is garnering very little attention so far in 
the New Year.

The NZD has, however, performed better than the AUD. 
In our Global 2011 Outlook published in December we rec-
ommended a long AUD/NZD trade with an entry level of 
$NZ1.34. The Australian floods were an unanticipated turn 
of events, pushing AUD/NZD lower than we had expected. 
Nevertheless we still like this trade, as the fundamental 
reasons for recommending it remain. Australia’s economic 
prospects are simply better, and once the floods pass, interest 
rate differentials will once again reflect a reasonable belief 
that the RBA will hike well before the RBNZ. 

While the Australian economy remains strong in line 
with forecasts, we have lowered our expectations for New 
Zealand growth to 1.3% and 1.4% for 2010 and 2011 
respectively. The fragile recovery nosedived in the third 
quarter of last year despite extraordinarily accommodative 
monetary policy, capping our prior enthusiasm for a swift 
return to a neutral (higher) cash rate. The final nail in the 
coffin would be for the RBNZ to stop talking about the need 
for a higher cash rate at some point in the future. Winding 
back on this last vestige of hawkishness could send the NZD 
into a tailspin. 

Consistent with this view, we expect the NZD/USD to 
slip to $US0.72 by end-March and $0.63 year-end. Against 
the AUD we see it falling from $A0.778 currently to $A0.74 
end-March and $A0.69 by year-end.

TRADE-WEIGHTED NEW ZEALAND DOLLAR
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NEW ZEALAND DOLLAR OUTLOOK
Spot Price 2010 2011 2012
1/18/2011 Q1 Q2 Q3 Q4 Q1F Q2F Q3F Q4F Q1F Q2F Q3F Q4F

  USD per NZD 0.773 0.710 0.685 0.734 0.780 0.720 0.710 0.670 0.630 0.600 0.580 0.570 0.550
  JPY per NZD 63.86 66.31 60.55 61.34 63.29 62.64 63.90 61.64 59.85 58.80 56.84 57.00 55.00
  NZD per CAD 1.309 1.387 1.373 1.323 1.284 1.361 1.296 1.403 1.540 1.583 1.638 1.684 1.745
  NZD per AUD 1.291 1.292 1.228 1.317 1.312 1.347 1.352 1.403 1.444 1.333 1.310 1.298 1.309

f: Forecast by TD Bank Group as at Jan 18, 2011; All forecasts are for end of period;  Source: Federal Reserve, Bloomberg, TDBG

NEW ZEALAND DOLLAR FUNDAMENTALS
Interest Rate Spreads + Business Cycle N

Inflation Differential + Fiscal Balances N

Current Account – Politics N
Legend: - is negative, + is positive, N is neutral for currency

Roland Randall, Senior Strategist  +65 6500 8047
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SWISS FRANC
Every time we pare back our forecasts for the Swiss 

franc, it seems to take another leap forward and hit further 
fresh all-time highs against the EUR and the USD. However, 
given that EUR/CHF has fallen from an all-time high of 
close to 1.70 to an all-time low of about 1.24 in the span of 
just over three years, we think that there is a limit to how 
much more downside we’re going to see.

Switzerland has both the fortune and the misfortune of a 
current account surplus and a relatively solid fiscal situation, 
which has even led to some chatter of CHF being the ‘new 
deutschemark.” So with the further euro zone stresses that 
we expect to see this year, we think the CHF will outperform 
the EUR given its safe haven status. This would push EUR/
CHF to fresh all-time lows, much to the chagrin of officials 
at the Swiss National Bank. We’re calling for EUR/CHF to 
fall to 1.22 by mid-year and 1.20 by year-end, although dips 
even lower cannot be ruled out given our call for EUR/USD 
to lose close to 30 big figures by year-end.

Jacqui Douglas, FX Strategist 
416-982-7784

SWISS FRANC OUTLOOK
Spot Price 2010 2011 2012
1/18/2011 Q1 Q2 Q3 Q4 Q1F Q2F Q3F Q4F Q1F Q2F Q3F Q4F

  CHF per USD 0.960 1.051 1.077 0.983 0.934 1.033 1.109 1.143 1.143 1.180 1.143 1.109 1.078
  CHF per EUR 1.287 1.420 1.318 1.340 1.251 1.240 1.220 1.200 1.200 1.180 1.200 1.220 1.240
  CHF per CAD 0.971 1.036 1.013 0.955 0.936 1.013 1.020 1.074 1.109 1.121 1.086 1.065 1.035

f: Forecast by TD Bank Group as at Jan 18, 2011; All forecasts are for end of period;  Source: Federal Reserve, Bloomberg, TDBG
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SUMMARY FIXED INCOME TABLE
Spot Price 2010 2011 2012
1/18/2011 Q1 Q2 Q3 Q4 Q1F Q2F Q3F Q4F Q1F Q2F Q3F Q4F

United States
Fed Funds Target Rate (%) 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.25 0.50 1.00
3-mth T-Bill Rate (%) 0.14 0.16 0.18 0.16 0.15 0.15 0.15 0.15 0.20 0.30 0.35 0.60 1.20
2-yr Govt. Bond Yield (%) 0.60 1.02 0.61 0.42 0.60 0.60 0.60 0.65 0.70 0.85 1.10 1.25 1.85
5-yr Govt. Bond Yield (%) 1.93 2.54 1.78 1.26 1.85 2.00 2.15 2.30 2.40 2.50 2.65 2.70 2.90
10-yr Govt. Bond Yield (%) 3.34 3.83 2.93 2.51 3.25 3.40 3.60 3.70 3.80 4.00 4.10 4.20 4.20
30-yr Govt. Bond Yield (%) 4.47 4.71 3.89 3.68 4.40 4.75 4.90 4.95 5.00 5.10 5.00 4.90 4.90
10-yr-2-yr Govt. Spread (%) 2.74 2.81 2.32 2.09 2.65 2.80 3.00 3.05 3.10 3.15 3.00 2.95 2.35

Canada
Overnight Target Rate (%) 1.00 0.25 0.50 1.00 1.00 1.00 1.00 1.50 2.00 2.25 2.50 2.75 3.00
3-mth T-Bill Rate (%) 1.00 0.29 0.51 0.88 1.05 1.00 1.05 1.55 2.05 2.30 2.55 2.80 3.05
2-yr Govt. Bond Yield (%) 1.79 1.74 1.39 1.38 1.68 1.90 2.00 2.30 2.55 2.70 3.05 3.30 3.40
5-yr Govt. Bond Yield (%) 2.56 2.90 2.33 2.03 2.42 2.85 2.95 3.25 3.45 3.50 3.60 3.70 3.75
10-yr Govt. Bond Yield (%) 3.27 3.57 3.08 2.76 3.12 3.50 3.75 4.00 4.10 4.20 4.35 4.40 4.40
30-yr Govt. Bond Yield (%) 3.70 4.12 3.65 3.36 3.52 3.80 3.95 4.15 4.30 4.70 4.70 4.80 4.80
10-yr-2-yr Govt. Spread (%) 1.48 1.83 1.69 1.38 1.44 1.60 1.75 1.70 1.55 1.50 1.30 1.10 1.00

United Kingdom
Bank Rate Target (%) 0.50 0.50 0.50 0.50 0.50 0.50 0.75 1.00 1.25 1.50 2.00 2.50 3.00
3-mth T-Bill Rate (%) 0.58 0.57 0.54 0.57 0.57 0.80 1.00 1.20 1.45 1.70 2.20 2.70 3.20
2-yr Gilt Yield (%) 1.34 1.16 0.75 0.65 1.10 1.50 1.85 2.10 2.35 2.45 2.70 3.10 3.50
5-yr Gilt Yield (%) 2.45 2.71 2.07 1.61 2.20 2.60 3.05 3.25 3.50 3.65 3.80 4.00 4.25
10-yr Gilt Yield (%) 3.62 3.94 3.36 2.95 3.40 3.70 3.90 4.10 4.30 4.35 4.50 4.70 4.80
30-yr Gilt Yield (%) 4.43 4.53 4.17 3.90 4.19 4.65 4.70 4.80 4.90 5.00 5.00 4.85 4.70
10-yr-2-yr Gilt Spread (%) 2.28 2.78 2.61 2.30 2.30 2.20 2.05 2.00 1.95 1.90 1.80 1.60 1.30

Australia
Cash Target Rate (%) 4.75 4.00 4.50 4.50 4.75 4.75 5.00 5.25 5.75 5.75 6.00 6.00 6.00
3-mth Bank Bill Rate (%) 4.97 4.43 4.91 4.89 4.98 5.00 5.25 5.50 5.75 6.00 6.25 6.25 6.00
3-yr Govt. Bond Yield (%) 5.14 5.28 4.42 4.85 5.27 5.20 5.30 5.55 5.90 5.90 6.00 6.00 6.00
5-yr Govt. Bond Yield (%) 5.32 5.52 4.67 4.95 5.40 5.40 5.50 5.60 5.95 6.00 6.00 6.00 6.00
10-yr Govt. Bond Yield (%) 5.54 5.78 5.10 5.06 5.55 5.60 5.75 5.85 6.00 6.00 6.00 6.00 6.00
10-yr-3-yr Govt. Spread (%) 0.40 0.51 0.68 0.21 0.27 0.40 0.45 0.30 0.10 0.10 0.00 0.00 0.00

New Zealand
Cash Target Rate (%) 3.00 2.50 2.75 3.00 3.00 3.00 3.00 3.25 3.75 4.00 4.50 4.75 4.75
3-mth T-Bill Rate (%) 3.01 3.90 2.70 3.00 3.25 3.00 3.25 3.50 4.00 4.50 5.00 5.25 5.00
3-yr Govt. Bond Yield (%) 3.85 4.54 4.15 3.80 3.99 4.00 4.00 4.20 4.50 5.00 5.25 5.75 5.75
5-yr Govt. Bond Yield (%) 4.51 5.18 4.63 4.29 4.76 4.75 4.75 5.00 5.25 5.75 6.20 6.30 6.30
10-yr Govt. Bond Yield (%) 5.40 5.98 5.32 5.00 5.87 5.75 5.85 5.95 6.20 6.30 6.50 6.50 6.50
10-yr-3-yr Govt. Spread (%) 1.55 1.43 1.17 1.20 1.88 1.75 1.85 1.75 1.70 1.30 1.25 0.75 0.75

f: Forecast by TD Bank Group as at January 17, 2011; All forecasts are for end of period.  Source: Bloomberg, TDBG
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SUMMARY FOREIGN EXCHANGE TABLE
Spot Price 2010 2011 2012
1/18/2011 Q1 Q2 Q3 Q4 Q1F Q2F Q3F Q4F Q1F Q2F Q3F Q4F

Exchange rate to U .S . dollar
 Japanese yen   JPY per USD 82.64 93 88 84 81 87 90 92 95 98 98 100 100
 Euro   USD per EUR 1.341 1.351 1.224 1.363 1.338 1.200 1.100 1.050 1.050 1.000 1.050 1.100 1.150
 U.K. pound   USD per GBP 1.600 1.518 1.495 1.571 1.561 1.446 1.358 1.329 1.364 1.333 1.438 1.507 1.575
 Swiss franc   CHF per USD 0.960 1.051 1.077 0.983 0.934 1.033 1.109 1.143 1.143 1.180 1.143 1.109 1.078
 Canadian dollar   CAD per USD 0.989 1.015 1.064 1.029 0.998 1.020 1.087 1.064 1.031 1.053 1.053 1.042 1.042
 Australian dollar USD per AUD 0.997 0.917 0.841 0.967 1.023 0.970 0.960 0.940 0.910 0.800 0.760 0.740 0.720
 NZ dollar USD per NZD 0.773 0.710 0.685 0.734 0.780 0.720 0.710 0.670 0.630 0.600 0.580 0.570 0.550

Exchange rate to Euro
 U.S. dollar   USD per EUR 1.341 1.351 1.224 1.363 1.338 1.200 1.100 1.050 1.050 1.000 1.050 1.100 1.150
 Japanese yen   JPY per EUR 111 126 108 114 109 104 99 97 100 98 103 110 115
 U.K. pound   GBP per EUR 0.838 0.890 0.819 0.868 0.857 0.830 0.810 0.790 0.770 0.750 0.730 0.730 0.730
 Swiss franc   CHF per EUR 1.287 1.420 1.318 1.340 1.251 1.240 1.220 1.200 1.200 1.180 1.200 1.220 1.240
 Canadian dollar   CAD per EUR 1.326 1.371 1.302 1.403 1.336 1.224 1.196 1.117 1.082 1.053 1.105 1.146 1.198
 Australian dollar AUD per EUR 1.344 1.473 1.456 1.410 1.308 1.237 1.146 1.117 1.154 1.250 1.382 1.486 1.597
 NZ dollar NZD per EUR 1.735 1.903 1.787 1.857 1.715 1.667 1.549 1.567 1.667 1.667 1.810 1.930 2.091

Exchange rate to Japanese yen
 U.S. dollar   JPY per USD 82.64 93 88 84 81 87 90 92 95 98 98 100 100
 Euro   JPY per EUR 110.8 126 108 114 109 104 99 97 100 98 103 110 115
 U.K. pound   JPY per GBP 132 142 132 131 127 126 122 122 130 131 141 151 158
 Swiss franc   JPY per CHF 86.1 88.8 82.1 85.0 86.8 84.2 81.1 80.5 83.1 83.1 85.8 90.2 92.7
 Canadian dollar   JPY per CAD 83.6 92.0 83.1 81.2 81.3 85.3 82.8 86.5 92.2 93.1 93.1 96.0 96.0
 Australian dollar JPY per AUD 82.4 85.6 74.4 80.8 83.0 84.4 86.4 86.5 86.5 78.4 74.5 74.0 72.0
 NZ dollar JPY per NZD 63.9 66.3 60.5 61.3 63.3 62.6 63.9 61.6 59.9 58.8 56.8 57.0 55.0

Exchange rate to Canadian dollar
 U.S. dollar   USD per CAD 1.011 0.985 0.940 0.972 1.002 0.980 0.920 0.940 0.970 0.950 0.950 0.960 0.960
 Japanese yen   JPY per CAD 84 92 83 81 81 85 83 86 92 93 93 96 96
 Euro   CAD per EUR 1.326 1.371 1.302 1.403 1.336 1.224 1.196 1.117 1.082 1.053 1.105 1.146 1.198
 U.K. pound   CAD per GBP 1.58 1.54 1.59 1.62 1.56 1.48 1.48 1.41 1.41 1.40 1.51 1.57 1.64
 Swiss franc   CHF per CAD 0.971 1.036 1.013 0.955 0.936 1.013 1.020 1.074 1.109 1.121 1.086 1.065 1.035
 Australian dollar AUD per CAD 1.014 1.074 1.118 1.005 0.979 1.010 0.958 1.000 1.066 1.188 1.250 1.297 1.333
 NZ dollar NZD per CAD 1.309 1.387 1.373 1.323 1.284 1.361 1.296 1.403 1.540 1.583 1.638 1.684 1.745

f: Forecast by TD Bank Group as at January 18, 2011; All forecasts are for end of period
Source: Federal Reserve Bank of New York, Bloomberg, TDBG
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