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A
few weeks ago the
eurowashitting the
newsheadlinesas it
declined to a four-
year lowagainst the
US dollar (€1/

$1.19) amid widespread fear that
Greecewould have to default on its
debt, and possible contagion
among other severely indebted
eurozone countries. In June, a few
international commentators were
also predicting the demise of the
euro as the €110 billion bailout for
Greece and a $1 trillion financial
safety net for the rest of the 16-
nation single currency area
announcedwithina short periodof
time failed to calm the markets.
Somebankerswereevensuggesting
that euro/dollar parity could be
reachedbyQ12011.
However, just twomonths later,

the eurozone’s crisis seems to have
eased considerably and there are
signs of a return of investor confi-
dence as evidenced by the quick
rebound of the value of the euro
against theUSdollar.Afterdropping
to a low of €1 / $1.19, the exchange
rate has strengthened to €1 /
US$1.32 for a variety of reasons,
namely: (i) the economic recovery
in theeuroarea ismore robust than
previouslyanticipated; (ii) interbank
lendinghas improved following the
publication of stress test results on
European banks; (iii) a positive
assessment on Greece from the
InternationalMonetary Fund and
theEuropeanCommission;and(iv)
healthy first half earnings from a
numberofcompanies including the
major eurozonebanks.
Recent economicdatapublished

in Europe suggests that economies
willperhapsavoidslippingback into
recession while business surveys
painted a brighter picture for the
economy. Moreover there was
encouragingnewsfromGreece, Ire-
land and Spain which were at the
centre of the sovereign debt crisis.
EconomicstatisticspublishedinIre-
land showed that the “celtic tiger”
emerged from recession as GDP
advancedby2.7percent inQ12010
whileGreecesuccessfullymanaged
toreduceitsbudgetdeficit in thefirst
few months of the year. This pro-
videdreassurance for investorswith
new Spanish, Greek and Irish sov-
ereignbondsbeing issuedwithouta
major hitch and enabling credit
spreads to reduce. The risk pre-
miumtohold thedebtofperipheral
eurozone states suchas Spain, Por-
tugal, ItalyandIrelandshrunkto the
lowest levels sinceApril.

Thepublicationof the stress tests
onEuropeanbanks alsohelped the
recovery in sentiment across the
eurozone and boosted confidence
in the euro area banking system.
Accordingtothereportproducedby
the Committee of European Bank-
ing Supervisors (CEBS), only seven
of the91Europeanbankssubjected
to stress tests failed. These banks
(five Spanish savings banks,
Greece’s ATEbank andGermany’s
HypoRealEstate)weredeemednot
to be capable ofmaintaining a Tier
1 capital ratio of at least six per cent
whensubmittedto thetoughestsce-
nario employed by CEBS for its
stress tests. Even though therewas
some criticism of theway inwhich
these tests were formulated and
conducted,publicationof theresults
waswarmlywelcomed by themar-
kets sending bond yields lower and
helpingbanks to issuenewdebt.
Concurrentlywith the improving

scenariowithintheeurozone,recent
data from theUS indicates that the
economic recovery is losing
momentum and further stimulus
may be needed by the Federal
Reserve to spur economic growth.
The US economy has begun to
decelerate,withGDPexpandingby
just 2.4per cent inQ22010 from3.7
percentq/q(annualised) inQ1and
the growth rate looking set to level-
off below potential. Moreover,
employment growth has slowed
sharply,withunemploymentstill at
extremelyhigh levels.
Against this backdrop, policy-

makers are increasingly concerned
by the risk of deflation. The Federal
Reservewill be keen to avoid repli-

cating Japan’s experience, where
deflationwas symptomatic of, and
in part a reason for, more than a
decade of economic underperfor-
mance.Earlier thisweek, in the face
of a weaker-than-anticipated eco-
nomic recovery, the Fed reversed
plans toexit fromaggressivemone-
tary stimulus. TheUSCentral Bank
left interest rates near zero and
reneweditspledgetokeepthemlow
for an extended period. The imme-
diate reaction was a further
strengtheningof theeuroversus the
dollar.
With thisvolatility insentiment in

such a short period of time, the
internationalmedia is questioning
whether theeurozonecrisishasdis-
appeared completely or whether it
could be another major cause of
concern in the second half of 2010
andearly 2011.
ECB President Jean-Claude

Tricheturgedcautionandexplained
thatdespite the improvedscenario,
money markets have not yet
returned tonormal. Smaller banks,
especially in southern Europe, are
still shutoutof interbank lendingas
counterpartiesdoubt theirsolvency.
Meanwhile, the eurozone eco-

nomic recovery is likely to slow as
austeritymeasures curbpublic and
privatedemand,making itharder to
reduce unemployment. Govern-
ments across the eurozone will
require several years of unpopular
cost-cutting reforms of pensions,
welfarebenefits and thepublic sec-
tor toreducebloatedbudgetdeficits
andnationaldebtpileswhileunem-
ployment remains high at 10 per
cent.

Moreover, despite the upbeat
progress report, Greece may yet
have torestructure itsmassivedebt,
with some commentators claiming
that bondholdersmay be required
to take a “haircut” although this
couldbepostponed for three to five
years due to theEU/IMFbailout.
The state of affairs in Europe

remains cloudy with the situation
looking very different from one
country toanother.Aboveall, there
exist economic imbalances and
sharpdifferences incompetitiveness
between northern European states
ledbyGermanyandMediterranean
eurozonecountries.Theexport-dri-
venGerman economy is powering
aheadwhileGreece languishes inan
austerity-induced recession and
Spain and Portugal struggle with
anaemicgrowthwhile trying tocurb
theirbudgetdeficits.Asaresultofthe
uncertaintyintherecoveryprospects
forboththeUSandtheeurozonecou-
pledwithsubduedinflationaryexpec-
tations,various internationalecono-
mists arenowclaiming that interest
rate rises are unlikely to take place
anytime soon and are earmarking
possible hikes not before the third
quarterof2011.Theyalsoseethedol-
larweakeningfurtheragainsttheeuro
in the short-term, before eventually
recovering towards$1.20.
Against this backdrop of an

extended period of low interest
rates, demand for fixed interest
securities is likely to remain robust
as evidenced also locally by the
strong take-up of the bond issue by
Mediterranean Investments Hold-
ing plc and last week’sMalta Gov-
ernment Stockofferings.
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