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US dollar: buy the rumour sell the fact?  

Some of these themes will roll on into 2016. The desynchronised cycle will persist with the Fed expected to 
tighten further whilst policy stays loose or gets looser in the Eurozone, Japan and China. The Bank of England 
(BoE) is expected to follow the Fed, but not until next August. 

Will we see a further appreciation of the USD as a result? After the 9% gain this year there is a temptation to 
take profits. There is some evidence that the dollar peaks once the Fed begins to tighten policy, a “buy the 
rumour sell the fact” story.  

 

Chart 1: The USD and Fed tightening cycles  

 

Source: Thomson Datastream, Schroders Economics Group. 20 December 2015. Monthly data since 1975.  

We looked at the last eight Fed tightening cycles and found that the trade-weighted dollar was on average 
weaker after three and twelve months (see chart 1 above). Weakness tended to be concentrated in the first 
few months after tightening. However, this is a small sample and in half the cases the dollar was stronger after 
a year. Moreover, this time appears to be different: it is early days, but so far the dollar has firmed since the 
Fed raised rates. Our central view remains that the currency will be supported by the interest rate differential in 
favour of the US, particularly against the euro (see chart 2).  
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Chart 2: Rate differentials support USD vs. the euro 

 

Source: Thomson Datastream, Schroders Economics Group, 17 December 2015. 

The added factor which is likely to support the dollar is the potential for a new currency arrangement in China. 
Whilst there has been no official announcement of a move away from tracking the US dollar, the PBoC 
published a paper on 11 December highlighting the merits of an effective exchange rate, a basket of 
currencies against the renminbi (RMB) which “offers a more comprehensive and accurate way to assess 
market conditions”. Should the yuan (CNY) start tracking a trade-weighted basket, then dollar strength against 
majors such as the EUR or JPY will be magnified by appreciation against the CNY. Recent moves suggest this 
may have already begun with the CNY weakening against the USD following a pick-up in the effective 
exchange rate in November (chart 3).  

 

Chart 3: China: tracking the dollar, or the trade-weighted exchange rate? 

 

Source: Thomson Datastream, Schroders Economics Group, 18 December 2015. 
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It is worth noting that in contrast to August, the markets have taken the latest move in the CNY with equanimity. 
This may not last, but suggests that after the fall-out in the summer, investors are now better positioned for 
CNY weakness. Such a move goes alongside the inclusion of the Chinese currency in the IMF’s Special 
Drawing Rights basket, and the PBoC’s stated desire to move the currency towards a floating arrangement 
over the medium term.  

Whilst the PBoC has highlighted the relative strength of growth, high productivity and other fundamentals 
which should support the currency, the drop in foreign exchange reserves over the past year indicates that 
these factors are being outweighed by capital outflows at present. Consequently, the near term path for the 
CNY is likely to be lower.  

The principal consequence of this would be an intensification of deflationary pressure in the rest of the world as 
a result of greater competition from China. This reinforces our view that inflation will not be a problem for the 
developed economies in 2016 and that there will be further losses in industries which compete directly against 
China. Such a development would also suppress interest rates and tend to exacerbate the split between a 
strong service sector and a weak manufacturing industry.  

More worryingly, there is also the risk that a persistent depreciation of the CNY will provoke another round in 
the currency wars. The BoJ is likely to be watching developments with great interest. Although we are not 
looking for an increase in QQE at this stage and are expecting the yen to remain stable against the dollar in 
2016, the risks to this view are clearly increased by the recent developments in China. Furthermore, although 
at this stage the BoJ is confident that inflation will pick up and reach the 2% target, we have yet to see the 
acceleration in wage growth which would be needed to achieve this on a sustainable basis.  

On this basis it is too early to call the turn in the US dollar, which could strengthen further in 2016 supported by 
interest rate differentials and developments in China, an outcome which is likely to weigh on commodity prices 
and emerging markets.  

 

What might halt the dollar’s ascent?  

Investors would question dollar invincibility if the Fed hiking cycle was under threat. At present we forecast the 
Fed will pause to accommodate the presidential election, but thereafter rate rises resume and take the Fed 
funds to 2% in 2017.  

 

Chart 4: US service sector inflation buoyant as goods prices fall 

 

Source: Thomson Datastream, Schroders Economics Group, 21 December 2015. 
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Barring unforeseen events, the most likely cause would be either a loss of confidence in inflation returning to 
target, or an outright recession. On the inflation front, whilst we see an intensification of deflationary pressure 
from China, this would primarily affect goods prices. Service sector prices are likely to remain robust and offset 
this to leave overall inflation relatively stable. In the US, for example, the divergence between goods and 
service prices is likely to increase (chart 4 above). 

 

Credit sell off = US recession?  

On the activity side, US recession remains a risk and is one of our scenarios. In addition to the increase in the 
Fed funds rate, financial conditions in the US have been tightened by the dollar and the sell-off in credit 
markets, where yields and spreads have been widening. The credit sell-off is a concern as it will increase the 
cost of capital; however it has been concentrated in the energy sector and we will need to see if there is a 
feed-through into wider bank lending. Our initial analysis suggests that credit spreads are more of a coincident 
rather than leading indicator of activity. The Conference Board leading indicator index (which does not contain 
credit spreads) continues to rise and currently signals moderate growth ahead.  

 

Lower oil ≠ recession  

The economic environment will remain difficult, but there are upside risks. At current levels the crude oil price 
is $10 below the assumptions used to construct our baseline forecast. Whilst well aware that lower oil prices 
are a mixed blessing, as discussed above, it is the case that lower oil prices do not cause global recessions. 
Indeed, there is scope for an upside surprise on consumption as the lower oil price keeps inflation lower and 
hence real incomes higher than previously expected.  

For the US there may be scope for a further gain as evidence that oil prices are set to stay low for longer could 
reverse the increase in the savings rate seen in recent months. Some attribute the increase in savings to 
consumer doubts about the sustainability of lower oil prices: the longer prices remain low, the more likely it is 
that households will factor the windfall into their permanent income and spend.  

 

Themes for 2016  

Pulling these (and a few other) strands together we can identify five themes for 2016:  

1. The desynchronised cycle continues. Monetary tightening in the US; easing or loose policy pretty much 
every where else.  

2. Emerging markets continue to struggle. A stronger US dollar and persistent weakness in China will 
keep pressure on commodity prices and the emerging economies. Investors will also be deterred by 
downgrades and an increase in defaults.  

3. China enters the currency war. This may already be happening. Gradual depreciation of the CNY 
means deflationary pressure for the West and a challenge to competitors.  

4. Services vs. manufacturing split. An environment of desynchronised global activity, low oil prices and a 
firm dollar will temper increases in inflation and interest rates. International sectors will be pressurised, 
whilst domestic service sectors should continue to thrive.  

5. Political uncertainty. It is a US presidential election year and the UK may vote on EU membership, 
factors which will create uncertainty and weigh on investment decisions as firms and households delay 
decisions until the uncertainty lifts. Growth will be temporarily weaker, or in the event of a Brexit or 
Trump presidency, the uncertainty will be just beginning. 
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Important Information  
Any security(s) mentioned above is for illustrative purpose only, not a recommendation to invest or divest. 
This document is intended to be for information purposes only and it is not intended as promotional material in any respect. The 
views and opinions contained herein are those of the author(s), and do not necessarily represent views expressed or reflected in 
other Schroders communications, strategies or funds. The material is not intended to provide, and should not be relied on for 
investment advice or recommendation.  Opinions stated are matters of judgment, which may change. Information herein is 
believed to be reliable, but Schroder Investment Management (Hong Kong) Limited does not warrant its completeness or 
accuracy. 
Investment involves risks. Past performance and any forecasts are not necessarily a guide to future or likely performance. You 
should remember that the value of investments can go down as well as up and is not guaranteed. Exchange rate changes may 
cause the value of the overseas investments to rise or fall. For risks associated with investment in securities in emerging and less 
developed markets, please refer to the relevant offering document. 
The information contained in this document is provided for information purpose only and does not constitute any solicitation and 
offering of investment products. Potential investors should be aware that such investments involve market risk and should be 
regarded as long-term investments. 
Derivatives carry a high degree of risk and should only be considered by sophisticated investors. 
This material, including the website, has not been reviewed by the SFC. Issued by Schroder Investment Management (Hong 
Kong) Limited. 
Schroder Investment Management (Hong Kong) Limited  
Level 33, Two Pacific Place, 88 Queensway, Hong Kong 
Telephone +852 2521 1633 Fax +852 2530 9095 
 


