Introduction
In this period described as the ‘quietest’ market in US history, I thought that a little review on the
weak US Dollar performance vis-à-vis the major currencies since the beginning of the year could be a
good exercise. Back in January, I wrote an article in which I retraced the important events that
occurred in the last quarter of 2016 that could help explain the US Dollar rise (see here). Among them,
there was the rebound in oil prices and inflation expectations that led to a rise in equities and US yields
(positive for US Dollar), in addition to the political uncertainty climate reigning in Europe and UK
(negative for the Euro and the pound). However, since the USD index hit its 14-year high on January
3rd (103.82 according to the DXY index, see chart 1), it has constantly been trending to lower levels
and experienced a 10-percent depreciation in the first half of this year, making it one of the ‘worst’
performing assets of the first 7 months of 2017.

Chart 1. USD Index (Source: Reuters)

I have tried to listen to many USD bulls over the past year, who were expecting another 15 to 20
percent surge in the US dollar against the major currencies due to a tightening cycle ran by the Fed
combined with a set of [USD-positive] Trump policies (fiscal policy, overseas income repatriation policy
or Corporate Tax reform). However, it was hard for me to believe that US officials would stay
indifferent to another 20-percent USD increase, and would persist in their tightening cycle while the
rest of the World keeps lowering rates and are printing money at their fastest pace ever. The Fed
stopped POMO (Permanent Open Market Operations) in October 2014 (28th), yet the world central
banks have been printing $200bn every month this year. That corresponds to an annualized pace of 2
trillion US Dollars (i.e. more than 3 percent of the world’s GDP) at a time when the financial system is
supposed to be out of crisis and the economies are growing.

But an interesting series of central-bank announcements over the past semester confirmed my view
of a global central banking monetary policy coordination. The first two major players that hinted in a
speech that the central bank might slow down their asset purchases were the ECB and the BoJ, but
more recently we heard hawkish comments coming from the BoC, RBA and even the BoE. In this
article, I will first review the quantitative tightening (or the Fed balance sheet reduction program),
followed by some comments on the current situation in the other major central banks combined with
an FX analysis.
1. US: Quantitative Tightening
This year, we all heard about the Fed’s balance sheet unwind plan, which could start as early as
September (this year) according to the mid-June FOMC (this is way sooner that what the NY Fed 2018
projection). In this plan, the Fed will cut reinvestments in US Treasuries at a rate of $6bn per month
and MBS at a rate of $4bn a month, for a total of $10bn in the beginning. It will then increase the
reinvestments caps by $10bn every three months until it reaches $50bn. Hence, if the ‘plan’ starts in
September, the Fed will be reducing the size of its balance sheet (which stands currently at 4.5tr USD
- $2.5tr of UST and $1.8tr of MBS) by $50bn every month in September 2018. However, US officials
haven’t announced by how much they would want to reduce it. Personally, I strongly believe that no
one can predict the exact figure as it will obviously depend on the market’s climate (no equities or
bonds sell off, not a too strong dollar…), but here is a good analysis I came across a few times.
If we look at the Fed’s balance sheet (Table 1, as of July 5), its total assets is composed of Treasuries
($2.5tr), MBS ($1.8tr) and other items (i.e. Foreign currency denominated assets, gold stock or loans)
that account for roughly $200bn. On the liability side, there were $2.1tr in reserves (the majority is
excess reserves, or cash funds held by banks over and above the Fed’s requirements), followed by
$1.6tr of currency in circulation, $486bn in reverse repurchase agreements, $243bn of deposits with
FR banks and $47bn in other liabilities and capital.

Table 1. Federal Reserve Balance Sheet
Assets

Tr $

Liabilities

Tr $

Treasuries (Notes, Bonds…)

2.5

Reserves balances with
Federal Reserve banks

2.1

MBS

1.8

Currency in circulation

1.6

Other items
Foreign currency
denominated assets
gold stocks
loans

0.2

Reverse Repurchase
agreements

0.49

Deposits with FR banks

0.24

Other liabilities and capital

0.05

Total Liabilities

4.5

Total Assets
Source: Federal Reserve website

4.5

As we know, banks have accumulated an outstanding amount of excess reserves at the Fed since the
Financial Crisis (Figure 1). As you can see in the Figure below, excess reserves of depository institutions
were close to zero before 2008 and banks typically held reserves in order to meet unexpected needs
for liquidity or unforeseen opportunity. The required reserves were set by the Federal reserves, and
there were no interest payments on excess reserves [before 2008].
Figure 1. Excess Reserves and Fed Funds rate (Source: FRED)

But on October 3rd 2008, the Emergency Economic Stabilization Act (of 2008) allowed the Federal
Reserve banks to start paying interest on excess reserves (IOER) in addition to interest paid on
required reserves. Between October 15 and December 10 2008, the Fed paid between 65 and 100
basis points for excess reserves, and then 25bps after the committee slashed rates to 0.25% in
December 2008. With the Fed now running a gradual monetary policy tightening cycle and the IOER
currently standing at 1.25%, the banks would get roughly $26bn in free money every year.
Hence, a few have argued that the Fed’s unwinding balance sheet plan would last until excess reserves
fall back to their previous levels, that is to say by roughly 2 trillion US Dollars. Assuming the excess
reserves are held constant (which they are not) and the US (and global) economy continues to show
some positive signs, the unwinding could last for four years (until late 2021).

Now that we analysed the Federal Reserve’s objectives for the near future, it is interesting to see how
the other economies (i.e. central banks) have answered back. And the first two major central banks
that hinted the market of a potential QE tapering coming in the near future (Q1 2018) are the ECB and
the BoJ.
2. ECB and Draghi’s denial
Despite Mario Draghi constantly ‘denying’ about tapering, the ECB already started to reduce its
monthly purchases from 80 to 60 billion Euros in December 2016. It looks like policymakers are very
careful about the expressions they use at each conference based on a fear of a potential [wrong]
market reaction since taper tantrums (Q2/Q3 2013 in the US, and April/May 2015 in Europe).
The repricing of growth-inflation story in Europe, with the employment rate falling to 9.1%, its lowest
rate since February 2009 and a GDP growth rate of 2.1% over the past year, has led to few [speculative]
conclusions that the ECB will announce a(nother) tapering plan later this year. Even though the
inflation’s forecasts are still below the ECB’s 2-percent target, we can notice that the core inflation
rate has been picking up over the past few months (1.3% in June, its highest level since 2013), hence
policymakers could use that trend in addition to strong growth momentum to potentially slow down
the QE program.
The European [macro] outperformance has pushed equities and long-term yields higher, but especially
the Euro, which has been up 14% YtD against the greenback. The Euro, which has a 57.6 % weight in
the US Dollar index, has been the main currency responsible for the 10-percent US Dollar weakness
since the beginning of the year. If we look at the chart below, we can see that the exchange rate is
trading at a 2-year-and-8-month high, and it looks like the currency may be subject to a short term
consolidation over the next few days since last week US employment figures. Non-Farm payrolls came
in better than expected at 209K in July (vs. exp. 180K) with solid wage growth at 2.5% YoY (vs. 2.4%).
I think that short-term taking profits opportunities could push EURUSD down to 1.550 – 1.16 in the
coming week.
Chart 2. EURUSD (Source: Reuters)

3. Japan: is the BoJ running out of bonds?
As the ECB, Bank of Japan also (quietly) started its ‘stealth’ tapering. As Credit Suisse recently noted,
the average purchase pace since the yield curve targeting (i.e. holding the 10-year yield at around 0
percent) back in September 2016 has been 68.6tr Yen (Figure 2), or 15 % less than the official target
of expanding holdings by 80 trillion Yen a year (See recap of BoJ current monetary policy in Table 2).
Figure 2. Pace of BoJ JGB purchases (Source: Credit Suisse)

Table 2. Bank of Japan Asset Purchases and Negative Interest Rates
Asset Purchases / Rate
Japanese Government Bonds (JGBs)
Exchange-Traded Funds
Japanese REITs
Corporate Bonds (LT)
Corporate Paper (ST, CPs)
Policy Rate

Quantity (Yen) / Pct (%)
80tr
6tr
90bn
3.2tr
2.2tr
-0.1%

It seems that policymakers like Kuroda and Draghi have both been playing some ‘Game Theory’ against
the market. The deal is the following: how to act ‘hawkish’ in a meeting or conference without
strengthening your currency?
The difference at this point is that Japan is not experiencing any improvement in terms of
fundamentals. The GDP growth in the first quarter was revised down to an annualized 1 percent due
to a decline in oil inventories and other raw materials in addition to a downward revision in private
consumption and housing investment. In addition, the BoJ pushed back its 2-percent inflation target
another time (sixth time since Kuroda took office on In April 2013), and published a pessimistic picture
of the expected inflation.

As you can see in Figure 3, 8 (little triangles) of the 9 members of the Policy Board see downside risk
in expected inflation for 2019, compare to ‘only’ 6 members in April, and now target 1.8% inflation
(vs. 1.9%).
Figure 3. BoJ inflation forecasts (July 2017)

USDJPY: Looking at the exchange rate, USDJPY is trading slightly below 111, close to its 50-percent
Fibonacci retracement [99.11 – 118.67]. As you can see, one of the main drivers of the currency pair
has been the 10-year US yield (blue line), which decreased from 2.60% in mid-December to 2.27%
today.
I’ll keep a long position for now on, and look for some momentum chasers in the short run with a
target of 112 – 113. On the downside, I would watch carefully the 108.60, then 108.20 support.
Chart 3. USDJPY (Source: Reuters)

4. Canada and the Loonie
The Bank of Canada (BoC) also took some action and increased its overnight rate by 25bps to 0.75%
after several calls from Governor Stephen Poloz this year (‘low interest rates have done their job’).
The rebounce in oil prices in addition to strong household spending (rising employment and wages)
has fuelled real GDP growth forecasts (real GDP is expected to grow at 2.8% in 2017). The market is
still expecting another hike later on this year based on the monetary policy July (12th) report based on
the path of expected inflation.
Canada is one of the many countries that has shown some overheating signs in the housing market,
with household debt reaching record levels. House prices in Canada’s eleven major cities experienced
an 11-12% inflation-adjusted growth rate over the past year (according to BoC), one of the highest
annual house price rises in the last two decades. An average home price stands around CAD 525,000
in Canada, up 14% YoY, pushed by an outstanding performance in Vancouver and Toronto. As
Bloomberg reported back in April this year, the average selling price soared more than 33% YoY in
Greater Toronto (Figure 4).
Figure 4. Toronto Housing Market (Source: Bloomberg)

The explosion of house prices has led to many analysis comparing the current Canadian housing
market to the US one before the crisis. For instance, Figure 5 shows the household-debt-GDP for
Canada (blue line) versus the US (red line) according to FRED economic data. While US households
have been deleveraging over the past decade (House debt-to-GDP ratio went down from 99.2% in Q4
2007 to 80% in Q4 2016), Canadians have been leveraging up to unsustainable levels. Total household
credit market, which includes consumer credit, mortgage and non-mortgage loan, totalled $2 trillion
as of Q4 2016. In terms of debt to disposable income, Canadians owed $1.67 for every US Dollar they
earn.

Figure 5. Household Debt to GDP Ratios (US versus Canada)

USDCAD: After reaching a 2-year-and-1-month low at 1.2410 at the end of last month (July 26), the
pair already started a consolidation and looks like it is on its way to retest first resistance range
1.2750 – 1.28. I would definitely keep a long position for now as the trend seems already
pronounced.
Chart 4. USDCAD (Source: Reuters)

Australia
Another country that hint the market for the potential start of a tightening cycle is Australia. RBA
member John Edwards mentioned that the cash rates, currently at a historical low of 1.5%, could be
raised eight times in the next couple of years to a closer ‘neutral’ rate of 3.5% (25bps per increase).
Not everyone is very enthusiastic about this announce as Australia has similar symptoms as Canada:
policymakers don’t want an expensive currency (like almost all the countries in the world, if not all),
and its citizens are more indebted than ever, largely because of mortgages and the surging housing
market.
First of all, RBA policymakers must watch their words when it comes to monetary policy tightening
cycle. An Australian dollar at current levels ($80 cents for one unit of AUD) seems already too high and
painful for the country’s economy. According to some analysts, the 80 cents (USD, current levels)
represents a ‘tipping point’ for the manufacturers, which start to lose competitiveness above that
level.
In addition, the antipodean country is also facing a housing affordability crisis; a study by BIS Oxford
Economics has shown that Sydney housing market has become the most ‘unaffordable’ for the past
26 years. According to the study below (Source: Demographia), with the price of a median house at
around $1 million, it takes 12.2 years of pre-tax median household income to purchase a ‘home’ in
Sydney.
Figure 6. Australia cost of living (Source: Demographia)

The Reserve Bank of Australia lately reported that the household-debt-to-disposable-income ratio
has reached a new all-time-high of 190 %, with a housing-debt-to-income at 135%. (As a reminder,
The US household-debt-to-disposable-income ratio was closer to 140% in 2007).

AUDUSD: The 80 cents level would have been a good timing to short the pair with a stop above
$0.8170, with a target of $0.7750 at first.

Bank of England and Brexit
Despite the political uncertainty concerning the Brexit scenario, the British pound also experienced a
nice rebound since the beginning of the year; Cable surged from 1.20 lows in early January to test a 1year high at 1.3260 at the end of last week. The pound benefited from Governor Carney’s hawkish
comments on June 28, stating that the BoE could remove the stimulus program and start hiking rates
if growth and wages pick up. The BoE also tightened rules on mortgage affordability to ensure that
lenders can cope if more borrowers cannot keep up their repayments, as figures showed that
consumer borrowing grew by more than 10 percent in the past year (to April 2017).
I’ll stay away from Cable at the moment, as the high risk in political uncertainty in not priced in at
current levels. Even though the BoE has to wait for more fundamentals to come up in order to make
a rational decision concerning its monetary policy, the last comments clearly showed some interest of
tightening and tapering as soon as the economy is back on track.

Conclusion: Overall, it looks like the Fed is not left alone in its plan of increasing rates and starting
unwinding its balance sheet. We saw that other central banks of the main developed economies have
manifested (publicly or quietly) an interest of start ‘normalizing’ rates in order to increase flexibility in
case another financial meltdown happens in the future. I think that those events could have explained
the weakness of the US Dollar in the seven months.
In the near future, I can see some short term US Dollar strength against the major currencies, but we
would have to wait until September (Fed, ECB and BoJ meetings) to see potential new developments
in the currency market.

