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THE USD AND FED TIGHTENING CYCLES
History suggests the USD has a hard time digesting the early stages of a sustained
Fed tightening cycle. We think context is important, however, and view the broader
backdrop as supportive of our call for the USD to continue to gain as the Fed slowly
ratchets up interest rates in the coming months. We remain USD bullish and, as
such, we continue to suggest that corporate USD buyers consider hedging USD
payables while USD sellers should wait to cover receivables. Speculative investors
should hold USD long positions. Institutional investors should stay neutral or
overweight USD relative to benchmarks.
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The notion that the USD does not necessarily do well through the early stages of Fed
tightening cycles is clearly borne out by history. A look at the performance of the
DXY around the start of the last five Fed tightening cycles shows the index falling in
four of the five examples in the six months following the first rate rise. However, we
think a broader perspective and some historical context is important in considering
how the USD has reacted to higher US rates in the past:-



The tightening cycle that started in late 1986 (but was interrupted briefly by the
Oct 1987 stock market crash) clearly failed to lift the USD. But the USD was
under broad pressure at the time, following the 1985 agreement (Plaza Accord)
to depress a significantly overvalued USD. The Fed tightened as investors grew
worried about the widening US trade deficit and the falling USD. The
Bundesbank, meanwhile, also tightened policy modestly despite pressure from
the US for more accommodation that would help support the USD or growth
stimulus that would help curb the US trade deficit. Rising rates and a clear
international tensions around managing the USD contributed to the Oct slide in
stocks and the USD’s performance in the period. The USD steadied when the
Fed resumed tightening in 1988 but the respite was short-lived.



The USD also weakened in the early stages of the tightening cycles of the
1990s. But broader macro-economic conditions were more favourable and a
broader, secular bull run eventually emerged. The Fed easing cycle in response
to the Gulf War, recession and disinflation ended in 1992, just as the
Bundesbank began to ease its benchmark rates in response to recessionary
pressures resulting from German reunification. But the magnitude of the Fed
tightening unleashed in 1994 took markets by surprise; US Treasury bonds
tumbled and stocks fell, weighing on the USD initially before strong (“New
Economy”) US growth trends, wide interest rate differentials coupled with foreign
investor inflows into the stock market provided solid support for the USD during
the latter stages of the tightening phase. The weak performance of the EUR
around its introduction in 1999 also helped boost the USD.



The USD had peaked around the same time as the Fed tightening cycle in mid
2000 and the secular bear run in the currency extended through the Jun 2004/
July 2006 Fed tightening cycle. Twin deficit concerns powered a sustained
bear trend in the USD which was only briefly interrupted by the opening of the
corporate tax repatriation window (“Homeland Investment act) in 2005.

Recent history does suggest the USD has a rather negative reaction to tighter Fed
policy, at least early on. But prevailing trends and the environment within and
without the US are major factors influencing the USD’s broader performance.
Longer run trends suggests that the USD can rally along with higher US interest
rates if the broader macro backdrop is favourable. Equally, higher US rates won’t
necessarily do the USD any good if there is an over-arching structural negative
weighing on the currency.
We remain broadly bullish on the USD from a medium to longer-term point of view
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and expect the USD to remain strong over the balance of this year at
least. The Fed tightening cycle has been very slow in relation to the
past but with no other major central banks liable to raise interest rates
this year and the US economy expected to report superior growth (even
without considering additional stimulus measures from the Trump
administration), there is little to prevent the USD from benefitting further
from what is likely to remain “slow-burn” tightening.
We expect the Fed funds rate to increase to 1.50% this year which
should drive the 2-year yield up to 1.70%. A simple vector autoregression model suggests that US short-term rates rising along the
lines of our forecast implies the DXY gaining 5% from current levels
through end 2017.
Practically, we expect the peak of the USD to occur a little earlier than
that as we feel investors will start to anticipate the BoE, ECB and BoJ
turning less accommodative late this year. For the next two or three
quarters, however, the USD trend will be up.
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