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One of the biggest surprises for us in 2017—given major macroeconomic factors such as

central bank policy divergence—was the depreciation of the U.S. dollar. Many anticipated

that if the U.S. central bank hiked rates while foreign central banks were expanding

balance sheets, that would be a catalyst for a stronger U.S. dollar.

 

And yet the opposite happened.

 

Over the course of a few blog posts, we aim to provide context for the behavior of the

U.S. dollar in 2017 and how that might enhance our understanding of what might happen in

2018 and beyond.1

 

2017: Broad-Based Dollar Depreciation

 

 

There was broad dollar weakness in 2017. The chart above shows the performance of

the U.S. dollar against the G10 currencies during 2017. The critical point is that

this wasn’t a phenomenon confined to one or two of the major currencies but, rather,

all of them.
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 It’s also worthwhile to consider the performance of the U.S. dollar in terms of

major indexes. The U.S. Dollar Index (DXY) is one of the longest standing, and it is

heavily tilted toward the euro and the yen in its exposure. DXY was down 9.9% in

2017. The Bloomberg Dollar Spot Index, which WisdomTree worked with Bloomberg to

create in 2013, is more balanced in its exposures and was down 8.5%.2

The MSCI Emerging Markets Index had a great year in 2017. For U.S. dollar-based

investors, returns were helped by a cumulative 5.2% appreciation against the dollar

by emerging market currencies.3 

 

Examining the Apparent Disconnect between Policy and Performance

 

Especially after the global financial crisis of 2008–2009, central bank policy—

particularly the actions of the Federal Reserve (Fed), the European Central Bank (ECB)

and the Bank of Japan (BOJ)—is discussed and publicized almost daily. Here’s a recap of

the last few years:4

 

As of the end of November 2015, the Fed’s effective policy rate was .08%, and there

had as of yet been no hikes going all the way back to the global financial crisis.

As of May 4, 2018, the effective policy rate is now 1.69%, signifying six hikes, 25

basis point (bps) each.

 As of the same starting point, the ECB’s main refinancing rate was .05%. Currently,

this rate is at .00%, and it has been there for some time.

The BOJ initially had its policy rate at .10%. Currently, this rate is at -.10%, and

it has been there for an extended period.

 

Bottom line: The Fed embarked on a multiyear path of policy normalization, whereas the

BOJ and the ECB have not. Many have looked at this—it was widely telegraphed to markets

by all three of these institutions—and have assumed that a stronger U.S. dollar was

basically a foregone conclusion.

 

The Connection between Expected Policy & Enacted Policy

 

Yield Curve Slopes and Spot Rates (12/31/16−5/1/18)
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A critical part of the story outlined above is just how much information and

communication central bankers are publicizing about their policy expectations. The

actual difference in policy rates does not do a great job of capturing market

expectations of future policy—rather, it confirms that what market participants have

been told ahead of time is actually happening.

 

The dotted lines measure the difference between the one-year and one-month interbank

rates for the U.S. minus that of either the eurozone or Japan. A falling value,

therefore, tells us that the gap between the one-year and one-month rate in the

specified market outside the U.S. is widening faster than inside the U.S. An

interpretation of this is that markets are “pricing in” expected short-term rate

hikes in these respective markets and that expectations for the BOJ and ECB to raise

rates were being factored into these interest rates during 2017.

 

Putting a Story to the Data

 

We cannot overstate the importance of the shifting yield curve data because this conveys

an evolving narrative for the U.S. dollar—one that will continue to contribute to future

movements.

 

1. The Fed basically did what it had communicated and what was expected. This did

not impact future expectations because we saw the yield curves moving in a direction

that implied less of a gap between the U.S. and the other markets.

 

2. They also reflect that—due to strong data out of the euro area, particularly in

2017—markets were starting to expect future rate hikes out of the ECB and then even

Japan. These factors did impact the yield curve slopes as well as how the market was

pricing future currency behavior.

 

3. Unfortunately, there is more to the story, as there also was a shift in relative

slope directions toward the end of 2017, signaling falling euro area and Japanese
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short-term rate expectations against the U.S. This move did not translate into any

significant dollar strength versus the euro or yen, telling us that other factors

were more dominant at that time.

 

Monitor the Inflection Points

 

Euro area data in 2018 has been nothing like what we observed in 2017. In 2017, the

narrative placed strong credence on an ECB exit path starting at the end of September

2018. Now, that might be less certain, and we have seen the euro pull back from its

gains. 

 

From an investor flow perspective, much of European equity exposure in 2017 went into

unhedged strategies that are fully exposed to the euro’s movements. We’d question the

long-run rationale for that euro bet and suggest employing an intentional currency

program to have exposure when one has a positive view on the euro. The data brings

increasing questions around that long euro bet in the short run.

 

 

 

 

 

1We’d like to thank Record Currency Management, a global thought leader on currencies,

for analytical support in this blog series. 

2Source: Bloomberg, with data for the period 12/31/16–12/31/17.

3Source: Bloomberg, with data for the period 12/31/16–12/31/17. 

4Source: Bloomberg, with data measured for the period 11/30/15–5/4/18.

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

For more investing insights, check out our Economic & Market Outlook

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click    here to obtain a WisdomTree ETF prospectus which      

contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,

Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph

Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Macro : Focused on issues impacting the overall economic landscape as opposed to those

only impacting individual companies.

G10/Group of Ten : A group of industrialized nations that meet on an annual basis to

plan, debate, and cooperate on international financial matters. Member countries

include: Belgium, Canada, France, Germany, Italy, Japan, Netherlands, Sweden,

Switzerland, United Kingdom, and United States.

ICE U.S. Dollar Index (DXY) : a geometrically- averaged calculation of six currencies

weighted against the U.S. dollar. Current exposures include the euro, Japanese yen,

British pound, Canadian dollar, Swedish krona and, & Swiss franc.

Bloomberg Dollar Spot Index (BBDXY)      : Tracks the performance of a basket of ten

leading global currencies versus the U.S. dollar. Each currency in the basket and their

weight is determined annually based on their share of international trade and FX

liquidity.

MSCI Emerging Market Index     : The MSCI Em (Emerging Markets) Index is a free-float

weighted equity index that captures large and mid cap representation across Emerging

Markets (EM) countries.

Federal Reserve   : The Federal Reserve System is the central banking system of the

United States.

Basis point : 1/100th of 1 percent.

Yield curve   : Graphical Depiction of interest rates on government bonds, with the

current yield on the vertical axis and the years to maturity on the horizontal axis.

Spot price : The current price at which a particular security can be bought or sold at

a specified time and place.
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