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Recently, I spoke with Ray Farris, Head of Asia Pacific Macro Products Research at

Credit Suisse, about his outlook for the major currencies against the U.S. dollar. Here

are some highlights of our discussion: • At this stage in the cycle, the foreign central

banks—the Bank of Japan (BOJ) and the European Central Bank (ECB)—have more sway in

determining the direction of the dollar than the Federal Reserve does. • The current

account surplus in Europe, without action from the ECB, puts upward pressure on the euro

(implies a weaker U.S. dollar). • The current account deficit trend in Japan is

supportive of a weaker yen (stronger dollar).   Ray, what do you think will be the      

main drivers of the U.S. dollar against the yen and euro over the coming months?

Historically, we are not yet at a part of the Fed cycle which would generally argue for

a strong U.S. dollar. That is because the front end of the U.S. interest rate curve is

very low and the interest rate yield curve is very steep. For the dollar that matters in

two ways: First, the cost of hedging is extremely low. Think about the Japanese pension

funds and life insurance companies; they buy U.S. fixed income. The cost for them of

running a rolling hedge of their currency exposure is essentially nothing because of

where short-term rates are in the United States. That means they can earn all the higher

interest rates from holding longer-duration fixed income securities while fully hedging

currency risk on a short-term basis. That is a great trade, so hedge ratios are very

high. One of the more empirically robust observations in currency strategy research, in

the G10 space especially, is to sell currencies with proportionally steep yield curves

and buy currencies with proportionally flat yield curves.   Given that the current  

interest rate environment is a headwind and not supportive for the U.S. dollar,

what is the case for being bullish on the dollar? You must think countries on the

other side of the U.S. dollar pair are going to do something to actively depreciate

their currencies. The expectation at the beginning of this year is that we would see

more stimulus from the BOJ aimed at recognition that the momentum in the Japanese

economy was beginning to slow, the beneficial impact of the yen on both inflation and

economy was waning. But that’s not happened. The head of the BOJ, Kuroda, commented

recently that the BOJ thinks Japan’s economy is still on course for recovery, and the

underlying implication was they don’t need to do anything meaningful anytime soon. I

think the BOJ will end up doing something, but it needs more compelling data that the

momentum in the economy has turned over, that the rise in inflation has stopped and that

something needs to be done. When will they do that? The earliest opportunity, we think,

is July, when they had the economic assessment report and can see the impact of the

consumption tax hike, summer bonuses and summer wage negotiations. Quite simply, if the

BOJ does not do anything new in the next three to six months, then the dollar–yen trades

at a frustrating range. We still believe the dollar goes higher against the yen this

year for three reasons: The current account deficit keeps pressure on the yen. We think

U.S. yields will rise in the middle of the year. The last time the 10-Year U.S. Treasury

was 3%, the yen was at 105.5. At some time in next 12 months, I think we will get more

stimulus from the BOJ to give another bout for inflation expectations.   What about

your views on the euro area? Absent any actions from the ECB, the dynamics are more

positive for the euro. The euro area has the largest current account surplus in its
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history. Emerging markets—China in particular—are buying euro foreign exchange reserves.

With the improvement in credit quality in peripheral sovereigns (Spain, Italy,

Portugal), the euro has become more investable. If the ECB doesn’t do anything to shock

the system—such as creating punitive disincentive to hold euros—the euro is more likely

to grind higher on the current account surplus and reserve manager flows.   What

factors impact the timing of when you think the ECB would take action?             Draghi

probably wants to do more. Unfortunately, the Governing Council, which dictates ECB

policy, is not quite like the Fed, where the chairman dominates decisions if he wants

to. The ECB has very significant political constraints. I liken the euro area under

Draghi’s leadership to Japan’s under the former head of its central bank. Before Kuroda

came in, the BOJ was led by Shirakawa. Shirakawa increased the size of asset purchases a

number of times. But he never really thought it would work—he never raised the BOJ’s own

inflation forecast. He never came across as signaling a true regime change. Along came

Kuroda this past April. He announced a huge program. He changed the BOJ’s inflation

target. The size of his QQE program was the signal—he said he would do whatever it takes

to get 2% inflation, something Shirakawa never did. The ECB as a central bank does not

look and sound like Kuroda leading you to expect it will announce a new higher inflation

target, a massive QE program, a signal to the market that the regime has changed, that

it is here to play ball and win in a fight against deflationary forces. They sound more

like Shirakawa—we don’t really have a problem, inflation will remain low for a long

time, maybe we cut the deposit rate to -10 basis points, while saying early on it won’t

have a big effect on the system. If the ECB came out and said we are going to tax you to

hold the euro at -150 basis points that would be a big move and change my mind. But you

have all these political forces at work on the Governing Council and different opinions

on the cost of inflation. The Bundesbank, the Austrian central bank, the Netherlands

prefer price stability, and undershooting the inflation target is not so unattractive to

them. For the weaker southern European central banks—more rightly in my opinion—with as

much debt as the euro area has, a faster rate of inflation that keeps nominal gross

domestic product (GDP) higher is beneficial. The message we are getting now is there is

no consensus in the Governing Council that something needs to be done. And macro data

from the euro area has been coming in OK. Some euro economic indicators are looking

outright strong. My sense is, the heart of the Governing Council is not in it for

fighting deflation. To change their view, they would need to see collapse in inflation

or feel dangerously close to deflation. The only way to get that is if real economic

data starts to roll over. Then maybe the ECB starts to sound more Kuroda-esque by the

middle of the year.   Conclusion In summary, Ray’s views are that it is still too early

in the U.S. interest rate cycle for the Fed to be a primary determinant of the dollar’s

moves—the foreign central banks’ moves are more important today. In that regard, Ray

believes it is easier to maintain a bullish dollar position (i.e., assume a weak yen)

because of the current account dynamics in Japan and the BOJ’s strong political stance

to fight deflation. The ECB is less committed in its effort to promote higher inflation,

and the current account dynamics in the euro region make the euro a stronger currency in

the absence of more aggressive ECB actions.

Important Risks Related to this Article

Foreign investing involves special risks, such as risk of loss from currency fluctuation

or political or economic uncertainty. Investments in currency involve additional special

risks, such as credit risk and interest rate fluctuations. Investments focused in Europe

and/or Japan are increasing the impact of events and developments associated with the

regions, which can adversely affect performance. ALPS Distributors, Inc., is not

affiliated with Credit Suisse.

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.

WisdomTree BLOG ARTICLE

WisdomTree.com   1-866-909-WISE (9473)

https://wisdomtree.com/blog/glossary#credit-quality
https://wisdomtree.com/blog/glossary#sovereign
https://wisdomtree.com/blog/glossary#quantitative-and-qualitative-monetary-easing
https://wisdomtree.com/blog/glossary#quantitative-easing
https://wisdomtree.com/blog/glossary#deflation
https://wisdomtree.com/blog/glossary#basis-point
https://wisdomtree.com/blog/glossary#bundesbank
https://wisdomtree.com/blog/glossary#gross-domestic-product
https://www.wisdomtree.com/investments/performance


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

Current account   : The difference between a nation’s total exports of goods, services

and transfers, and its total imports of them.

Interest rates : The rate at which interest is paid by a borrower for the use of money.

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.

Hedge : Making an investment to reduce the risk of adverse price movements in an asset.

Normally, a hedge consists of taking an offsetting position in a related security, such

as a futures contract.

Duration : A measure of a bond’s sensitivity to changes in interest rates. The weighted

average accounts for the various durations of the bonds purchased as well as the

proportion of the total government bond portfolio that they make up.

Risk  : Also standard deviation, which measures the spread of actual returns around an

average return during a specific period. Higher risk indicates greater potential for

returns to be farther away from this average.

Headwind : challenges to performance or expectations of performance.

Inflation : Characterized by rising price levels.

Credit quality : A measure of a borrowers potential risk of default.

Sovereign : A national government.

Quantitative and qualitative monetary easing (QQE) : A central bank monetary policy

occasionally used to increase the money supply by buying government securities or other

securities from the market. Quantitative easing increases the money supply by flooding

financial institutions with capital, in an effort to promote increased lending and

liquidity.

Quantitative Easing (QE) : A government monetary policy occasionally used to increase

the money supply by buying government securities or other securities from the market.

Quantitative easing increases the money supply by flooding financial institutions with

capital, in an effort to promote increased lending and liquidity.

Deflation : The opposite of inflation, characterized by falling price levels.

Basis point : 1/100th of 1 percent.

Bundesbank : The central bank of the Federal Republic of Germany.

Gross domestic product (GDP)     : The sum total of all goods and services produced

across an economy.
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