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EUR/USD: Currency conundrum

Next to declining Treasury yields, a stubbornly weak US dollar (or strong euro) has
been perhaps the most frustrating outcome for investors thus far in 2014. The
dollar's steadfast refusal to appreciate against the euro defies not only our and
consensus expectations, it also runs contrary to textbook theories about exchange
rates. After all, countries with superior growth, increasingly positive interest
differentials and the prospects for tighter monetary policies are supposed to enjoy
appreciating currencies. Making matters worse is the fact that the pound sterling
has behaved just as theory would suggest, recently making multi-year highs
against the dollar, euro and yen.

So why is the pound behaving normally but not the dollar? In what follows, we
consider various arguments put forward to explain the discrepancy. None is fully
convincing. We're left with the frustrating conclusion the dollar will eventually
appreciate—we'll just have to be patient for the fundamentals to work their magic.

Valuations

We begin with valuations. To be sure, measures of currency valuation abound,
from bilateral (e.g., purchasing power parity) to multi-lateral (e.g., fundamental
equilibrium exchange rates). For simplicity, it's worth considering the real trade-
weighted value of the dollar (depicted in Figure 1 alongside the same for sterling).

Figure 1: Real traded weighted exchange rates (2000 = 100)
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Source: Haver, JPMorgan, UBS estimates REER stands for real effective (trade-weighted) exchange rate.
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Having declined to multi-year lows by 2011, the dollar has, in fact, staged a
modest recovery over the past three years, courtesy of strength against the yen,
various emerging and commodity currencies. Still, at present levels it remains
below its long-term average.

On a bilateral basis it is also worth noting that the spot EUR/USD exchange rate sits
more than ten percent above our measures of purchasing power parity (PPP). To
be sure, PPP is a 'weak attractor' in the short- and intermediate-term. Nevertheless,
in real effective or PPP terms valuation is not an obstacle to dollar appreciation.

Growth and interest differentials

Stronger growth should result in a stronger «currency. The logic is
straightforward—higher growth should lead to greater profitability, higher interest
rates and rising asset values, all of which should induce capital inflows from lower
growth regions, pushing up the exchange rate of the high-growth country. More
precisely, unanticipated economic strength should matter, insofar as expected
outcomes ought to be reflected in prevailing asset prices and exchange rates.

Here's where the recent dollar and sterling trajectories are perhaps most puzzling.
Take a look at the following two charts, which plot our measures of growth
surprises for the US and the UK, respectively. Relative to consensus expectations,
the US economy has delivered more or less continuous positive growth surprises
since 2009. On the other hand, despite its status as the fastest growing G7
economy, the UK has roughly performed as the consensus of forecasters predicted.
Yet over the past year sterling has soared, while the dollar has languished.

Figure 2: US growth surprise index Figure 3: UK growth surprise index
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To be sure, US growth clearly disappointed in Q1 of this year, while the UK

economy powered ahead of expectations. But the dollar's inability to generate

much momentum as an improved US growth story has re-emerged in Q2 remains

a bugbear for dollar bulls.

The picture is equally puzzling when looking at interest differentials (Figure 4

overleaf). Notwithstanding this year's decline in US Treasury yields, bond yield

differentials between Treasuries and Bunds have been steadily widening since

2011. Yet in contrast to the broad contours of the past, EUR/USD has not followed

suit. Meanwhile, sterling has appreciated against the dollar, despite no discernable

widening of the Gilt-Treasury ten-year yield differential (Figure 5, overleaf).
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Perhaps in a low volatility world accompanied by increased home country bias (see
below), interest differentials should matter less. But at some point the relative cost
of carry ought to impact currency shifts. Perhaps that traditional relationship will
become more apparent when, as we expect, US Treasury yields resume their rise
later this year and as market volatility also picks up.

Figure 4: EUR/USD and ten-year bond yield differentials (Bunds less Treasuries)
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Figure 5: GBP/USD and ten-year yield differential (UK less US)
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Current account balances

The most commonly heard argument put forward for euro strength against the
dollar is the relative current account positions of each economic region.
Specifically, owing to the significant contraction of current account deficits in the
Eurozone periphery—without a corresponding decline in Germany's massive
surplus—the Eurozone as a whole has moved into significant surplus (Figures 6-7,
overleaf). The US, in contrast, remains a chronic current account deficit country,
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notwithstanding the sharp improvement in the US energy trade balance. Still,
declines in the US net energy import bill, together with a weak recovery, have
narrowed the overall US deficit to around 3% of GDP (Figure 8).

Figure 6: Eurozone current account balances, % GDP Figure 7: Eurozone current account balance, % GDP
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Figure 8: US current account balance, % GDP Figure 9: UK current account balance, % GDP
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But as Figure 9 (above) suggests, the current account explanation becomes a bit
shaky when considering the UK. After all, in the past several years the UK has
moved ever deeper into external deficit, now in excess of 5% of UK GDP. Yet that
outcome has not prevented a sharp appreciation of the pound. In short, the
conundrum continues—why should external account balances matter for the euro
and the dollar but not for the pound?

Other factors

Frustration over the inability of the EUR/USD exchange rate to perform in textbook
fashion has resulted in a cottage industry of alternative explanations for its
behaviour. Below, we review some of the ones we most frequently encounter.

One view is that the advent of current account surpluses in the Eurozone has
coincided with reduced (net) demand for foreign assets by Eurozone banks and
individuals. Specifically, following the financial crisis Eurozone banks have had to
pare back their balance sheets, including via the liquidation of foreign assets. The
result has been a diminished capital outflow. Similarly, a rise in 'home country bias'
due to increased risk aversion has reduced Eurozone investor appetite for foreign
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assets. Accordingly, the Eurozone is unable to generate a sufficient net capital
outflow to offset its current account surplus, putting upward pressure on the euro.

To be sure, we find this argument compelling, even if capital repatriation and
‘home country bias' are difficult to measure with precision. Still, if these factors are
now dominant for cross-border capital flows (and recall that Europe is not the only
region likely to be impacted by these developments), how is it that the UK is able
to attract such strong capital flows to both finance is growing external deficit and
push up sterling significantly? In short, the argument that surplus regions are
unable to completely recycle their capital flows probably has some merit, but it
alone cannot explain the conundrum of a weak dollar and strong pound.

[Admittedly, in terms of investment inflows, the UK has clearly benefitted from
strong investor interest in its property sector. It also benefits disproportionately
(relative to the US) from inflows from emerging economies.]

A second line of reasoning for the strong euro/weak dollar outcome is relative
central bank balance sheet growth. Notwithstanding the Fed's taper, the US
central bank balance sheet continues to grow, with a corresponding increase in US
base money. In contrast, the ECB's balance sheet has contracted in recent years, as
Eurozone banks have reduced their demand for ECB finance from crisis-era peaks.
Hence, relative (base) money growth explains euro resilience and dollar weakness.

This argument sits less well. After all, the vast majority of base money created by
QE has resided idle on central bank balance sheets in the form of excess reserves.
Why should idle balances affect asset prices, including exchange rates? Moreover,
the relative increase in the Fed's balance sheet has not prevented a widening of
interest differentials, a relative surge in US corporate profitability and a strong
multi-year outperformance of US asset prices (equities and property), all of which
should have prompted inflows and dollar appreciation.

Other potential explanations are equally head-scratching. Relative labour, capital
and total factor productivity growth have shifted in favour of the US versus
Europe. Innovations in energy production and information technology have been
US-led phenomena. Relative productivity gains ought to favour a stronger dollar.

The final explanation for dollar weakness is the weight of consensus positions.
Indeed, over certain intervals positioning can be problematic. Yet the positioning
argument fails to be fully convincing. If, after all, relative growth, interest
differentials, profitability and asset return fundamentals have favoured the dollar
for several years and yet the currency has failed to appreciate then, surely,
investors would have lightened up on long dollar holdings. Simply put, frustration
with price action should have washed out positions. Investor positioning can help
explain short-term reversals against consensus views, but over the lengthy period
of dollar 'misalignment’ investor positioning is left wanting.

Conclusions

In summary, the EUR/USD exchange rate remains a puzzle. Perhaps the most
compelling argument for its odd behaviour (relative to the fundamentals) is
reduced European appetite for foreign assets. Still, as US growth improves, yield
differentials widen, market volatility picks up, and the Fed concludes QE (while the
ECB remains highly accommodative) the dollar ought to find its footing. Yes, it is
frustrating, but we remain convinced that the fundamentals will eventually carry
the day.
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