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WHAT’S INSiDE: CURRENcY STRATEGY HIGhLIGhTs
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CURRENcY OUTLOOK

� 	 Greenback Buying Premature

�	 Why Isn�t the C$ Energized?

�	 Trichet Holds the Line

�	 Mortgage Crunch Keeps Sterling in 
Check

�	 A$ is a Resourceful Currency

�	 Yen Tracks Changes in Risk Aversion

�	 Mexican In�ation Prevents Rate Cuts

Fed Pressed To Do More: Weak Q2 GDP and accelerating 
job losses make at least one or two more cuts likely, leaving 
the US dollar vulnerable to one �nal push weaker.

C$ Tug of War: We�ve revised our energy price forecast 
even higher, but in Q2, its bene�ts to the loonie are offset 
by expectations that the Bank of Canada will cut rates again 
to keep the C$ in check, and the market�s too hawkish Fed 
outlook. Look for a C$ rally when the economy begins to 
look better later this year.

US Employment (May 2): a weaker than expected report could ignite expectations that the Fed will cut 
rates below 2%. Bearish for the US$.

ECB Meeting (May 8): recent comments about excess forex volatility will be countered by a still-hawkish 
press conference post-meeting, although rates stay �rmly on hold.

Canadian Employment (May 9): always tough to forecast, but slowing growth hints at a weak report that 
will keep the C$ range-bound for now.

US Fed Minutes (May 21): With the next rate move no certainty, markets will now be taking a close look 
at the minutes for clues.

•

End of period: 2008 II 2008 III 2008 IV 2009 I

US$ Rates:
C$/US$ 0.985 0.955 0.952 0.970
US$/Euro 1.62 1.62 1.56 1.50
Yen/US$ 100 103 103 98
US$/Sterling 2.00 1.99 1.96 1.90
SFr/US$ 0.98 0.99 1.04 1.09
US cents/A$ 95.0 94.0 93.0 92.5
Mex Peso/US$ 10.2 10.1 10.2 10.5
Euro crosses:
Yen/Euro 162 167 161 147
Sterling/Euro 0.810 0.815 0.795 0.790
SFr/Euro 1.584 1.596 1.624 1.630
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Chart 1 - Energy Prices Should Help C$

Greenback Buying Premature

The dollar�s recent rebound was sparked in part by 
warnings from the ECB and others about the risks of 
excessive currency volatility. But the major driver has 
been the re-pricing of the US yield curve, which now 
assumes that the Fed will stop cutting rates at 2%, 
dampening the earlier trend towards a widening yield 
disadvantage with most other majors. While the April 
meeting minutes might indeed sound like a pause on 
further action, weakness in employment and GDP in Q2 
will compel the Fed into further cuts, notwithstanding 
food and energy in�ation concerns. That makes it a few 
months too soon to be shorting the euro, Aussie and 
other higher yielders.

Why Isn�t the C$ Energized?

Forgive Canadian dollar traders if they nod off at their 
desks every now and then, as the C$ has been among 
the world�s most boring currencies in the past few 
months. Sure, there�s been plenty of daily volatility, but 
directionally, there hasn�t been a signi�cant trend since 
November, and that�s likely to last through May, after 
which we look for a stronger C$ to emerge. 

Energy prices, a major C$ driver, have been anything 
but boring, with oil soaring and natural gas�even 
more important in Canada�s trade balance�rebounding 
sharply (Chart 1) and prices for copper, aluminium, 
potash and grains also elevated. But for now, markets 
have concluded that when betting against the 
greenback, there is more fertile ground elsewhere. Long-
term position takers might judge recent manufacturing 
trends as a sign that the economy cannot sustain a C$ 
much stronger than parity with the US$. Certainly, given 

the run-up in relative factory employment that was seen 
in the cheap C$ era, there appears to be a long way to 
go in shedding Canadian manufacturing activity even if 
the loonie stays at current levels (Chart 2), with Canada�s 
share of factory activity responding with a two-year lag 
to currency developments. Even with the trade surplus 
in energy booming this year, a ballooning de�cit in 
non-resource manufacturing will prevent the current 
account from seeing the large surpluses that prevailed 
two years ago. That suggests we might not see a new 
record for the C$ any time soon.

But we still expect the loonie to average above parity 
by the second half of the year. What�s preventing that 
now is that, facing economic weakness and a tame 
in�ation rate, the Bank of Canada will match any further 
Fed rate cuts and thereby keep the C$ in check. That 
dampening impact should fade if, as we expect, both 
economic growth and in�ation pick-up in the latter 
part of 2008. 

While the Fed could still be more aggressive in any 
retightening cycle in 2009-10, the end of Bank of 
Canada rate cuts, and its willingness to live with a 
stronger currency to help offset food and energy 
in�ation, will see the C$ trading several cents stronger 
than parity by the turn of the year. Forecasts for a much 
weaker C$ next year are inconsistent with the Bank of 
Canada staying anywhere near its 2% in�ation target 
in a world of climbing US$ commodity prices.

Trichet Holds the Line

Europe�s economy isn�t entirely a bed of roses, with 
consumers there as affected by high global energy 
and food costs. Indeed, retailing has been the weakest 

Chart 2 - Canadian Factory Jobs Melt Away
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Chart 3 - Wage Hikes A Concern for ECB

eurozone indicator for the past few quarters, with the 
latest month showing a surprising drop. But consumers 
are still well supported by a healthy labour market, 
which continues to test new lows in unemployment 
rates. Industrial production has held up well, despite 
the competitive challenges of a surging euro. While the 
recent softening in Germany�s widely-watched IFO index 
portends a slowdown ahead, the level of that index is 
still in line with reasonable growth. 

As a result, the ECB remains much more focussed on 
in�ation than on growth, and in view of our upward-
revised outlook for energy in�ation, we no longer expect 
a late-year European rate cut. Not only are consumer 
prices running well above the central bank�s target, but 
wages have also started picking up again (Chart 3), 
and Trichet will want to at least talk tough on in�ation 
ahead of major union negotiations later this year. The 
central bankers have sent warning words about currency 
volatility, but for now, a strong euro is providing shelter 
against surging US$ commodity prices, and in any event, 
the currency�s multi-year rally has yet to put the region 
into a meaningful current account de�cit. 

Look for a further euro rally to $1.62 when the Fed 
surprises by pushing US rates below 2% later in Q2 
as the ECB stays on hold. That should mark a top for 
the euro, with the end of Fed rate cuts this year, and 
prospects for higher US rates in 2009, seeing the euro 
begin to correct in Q4.

Mortgage Crunch Keeps Sterling in Check

First quarter UK economic growth slowed to its weakest 
pace in three years, although it matched consensus 

expectations ahead of the report. More troubling for 
the economy is the accelerating pace to house price 
declines (Chart 4), and the rising stock of listings relative 
to sales suggests that there is more to come on that 
front. UK mortgage lenders as a group were not quite 
as aggressive as those in the US, so there is less potential 
for a huge increase in homeowners with negative equity. 
But consumer spending has been a surprising area of 
strength, and is likely to be challenged in upcoming 
quarters by the combination of weakening housing 
wealth, slower job gains, higher fuel costs, and surveys 
of retailers show increasing pessimism. 

The Bank of England has gingerly eased three times 
taking its benchmark rate to 5%, but mortgage rates 
have been headed in the other direction as lending 
standards tighten in a liquidity crunch. While the Bank 
has also taken other steps to inject liquidity more directly, 
it will likely still have to ease further, perhaps by up to 
another 50 bps, in order to see some of that easing 
passed through into mortgage rates. The Bank wants 
an economic slowdown and a cooling in house prices 
to counter other in�ation risks. But its of�cial rate will 
have to be set lower than would be the case without 
the credit crunch in order to prevent private sector 
rates from being excessively high. While the Bank will 
likely pause at the next meeting (having seen two votes 
against the last cut) the prospect for further rate cuts 
beyond then will see the euro outperforming Sterling 
in the near term. 

A$ is a Resourceful Currency

The Reserve Bank of Australia might be done with rate 
hikes for this cycle, but strong commodity prices and 
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the prospect of deeper than expected Fed rate cuts will 
be enough to lift the A$ in the coming months. After its 
hike to 7.25%, the Reserve Bank of Australia judged the 
tightening in �nancial conditions as �substantial�. There 
is evidence of those conditions �ltering into slowing 
domestic demand with �at retail sales and housing 
activity. Given that the Q1 CPI print of 4.2% was close 
to what the RBA had expected, it�s likely to stay with its 
stand-pat stance for the foreseeable future. 

But spread to US rates are already very generous, and 
will widen further as the Fed cuts more than now priced 
into the US$ curve. In addition, the A$ will bene�t from 
improving terms of trade thanks to growing Asian 
demand for Australian commodities, while its current 
account should not be severely impacted by the US 
recession given America�s limited weight in Australian 
trade (Chart 5). As a result, we raised our post-Q2 A$ 
forecasts marginally, although we are still looking for 
a weaker A$ after Q2 and into 2009 as interest rate 
spreads narrow on prospects for Fed hikes next year.

Yen Tracks Changes in Risk Aversion

The yen rally has come to an abrupt end as markets 
became a bit less risk averse than at the height of credit 
crunch fears, leading to a resumption in short-yen carry 
trade activity. But while now calling for a smaller yen 
rally, we still see it appreciating from its current levels by 
end of June in light of Fed rate cuts, a potential further 
bout of risk aversion in a weak Q2 for US growth, 
and in Japan, stronger domestic demand and in�ation 
concerns. 

While Japanese headline in�ation rose above 1% for the 
�rst time in a decade on the back of steeper gasoline 
and food prices, the core in�ation rate (ex-fresh food 
and energy) also climbed above zero for the �rst time in 
nine and a half years (Chart 6). That�s enough to quash 
any chance of a BoJ rate cut, if still too low to justify a 
return to hikes until 2009. 

While the yen will give up some ground once the Fed is 
done with its easing cycle, we see it as having room for 
a renewed appreciation thereafter. Industrial production 
remains strong and the labour market is healthy which, 
in addition to allowing for a low unemployment rate, is 
providing support to consumers as shown in �rm retail 
sales. A robust current account should offset capital 
out�ows. While US bound exports are challenged by 
the yen�s recent levels and America�s recession, the yen 
remains cheap relative to other trading partners, and 
it should therefore gain ground against the dollar in 
2009 and beyond as other East Asian currencies see a 
further appreciation. 

Mexican In�ation Prevents Rate Cuts

The peso has risen 4.5% against the greenback so far 
this year, thanks to widening interest rate spreads and 
high oil prices. Both of those are likely to remain sources 
of support for the peso for at least another quarter, 
given continuing global oil supply constraints and the 
Fed proceeding with more rate cuts. 

Economic indicators are showing signs of a slowdown 
with February retail sales and industrial production down 
from prior month. But domestic in�ationary pressures 

Chart 5 - A$ Can Live with US Recession Chart 6 - Japan Sees In�ation Finally
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are preventing the Banco de Mexico from following 
the Fed�s expansionary policy. With the in�ation rate 
consistently above the Banco�s target range of 2-4%, 
interest rate cuts are not on the agenda, especially 
since the Banco announced that it will be showing 
higher forecasts for in�ation in its forthcoming quarterly 
in�ation report. As a result, the peso will likely continue 
to bene�t from interest rate spread widening and 
elevated oil prices.

That said, the scope for further peso appreciation is 
limited by the country�s chronic monthly trade de�cits. 
Mexico managed to show a temporary move into 
surplus on that score on increased oil revenues and 
reduced imports of consumer goods in March. But with 
the US in recession, non-oil exports could weaken in 
the months ahead, and Mexico�s oil export volumes are 
increasingly being eroded by production declines and 
increased domestic usage.


