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Key takeaways
•• Currency markets are very cyclical and we believe the factors are shifting towards strength in emerging markets (EM) currencies
•• Currency markets offer value following a 5-6 year trend: the US dollar has increased its trade-weighted valuation by 30% over the last six years, whereas EM
currencies have devalued nominally by more than 40%
•• The relative growth differential also favors EM market currencies, while conditions for US dollar appreciation are abating

Full commentary
John Maynard Keyes made and lost a small fortune investing in European currencies in the inter-war years.
Several emerging markets, most recently Argentina, have committed the “original sin” of borrowing in foreign
currencies when they were weak and then defaulting when they strengthened. Recently, investors became
enamored with hedging strategies as both Europe and Japan proactively devalued and the US dollar soared.
So what’s next?
Several ingredients combine to form the cyclical nature of currencies. In our view, growth is first among these.
Historical data show that when a country’s growth rate increases relative to the rest of the world, this attracts long
term capital in search of productive investment opportunities, which strengthens a country’s external position
and, all else equal, contributes to its foreign currency reserves. In this scenario, a country’s interest rates are
likely to rise, as growth stokes inflation or the central bank adopts a more hawkish stance. Higher interest rates
reinforce the relative attractiveness of the country for foreigners and bond investors may enter the market in
search of carry.
Secondary factors affecting currencies include technical considerations such as terms of trade; volatility;
and investor positioning. Although these factors in our experience are contemporaneous rather than leading
indicators, there can be autocorrelation or a tendency for momentum in the data, except when at extremes.
We believe currency markets now stand at just such an extreme. The US dollar rally that began in 2011 has
increased its trade-weighted valuation by as much as 30% according to some estimates. Emerging market
currencies, in turn, have devalued nominally by more than 40% from their 2011 peak and real effective exchange
rates for a basket of EM now stand approximately 10% cheap to the long term average.
Growth also favors EM. Green shoots appeared in EM data late last summer and have now sprouted into full
grown expansion for many countries. Industrial output is now positive in all EM regions and “hard data” covering
exports and consumption mark robust recovery across EM. The conditions that led to US dollar appreciation
from 2011-2016 have now abated: the US is no longer accelerating relative to EM; volatility in currencies has
subsided; and terms of trade, which for most EMs means commodities prices, have pulled out of their slump.
Having called the bottom on EM currencies, we have been decidedly long in our FX exposures for most of the last
six months. We recently pared this back due to the strong moves in currency markets following the last Federal
Open Market Committee (FOMC) meeting but plan to re-enter positions on the next correction in valuations.
We recommend investors similarly enter dedicated exposures as opportunities present themselves over coming
months.

This week’s market
developments
Monday, March 27
• German IFO Business Climate Index increased
to 112.3 for March
Tuesday, March 28
• US Wholesale Inventories growth (prelim
estimate) increased to 0.4% m.o.m. (s.a.) for
February
Wednesday, March 29
• UK Mortgage Approvals decreased to 68,300
for February
Thursday, March 30
• German CPI growth (prelim estimate)
decreased to 0.2% m.o.m. (s.a.) for March
• US 4th Quarter Annualized GDP growth (third
estimate) increased to 2.1% q.o.q.
• Japan National CPI growth decreased to 0.3%
y.o.y. for February
• Japan Industrial Production growth (prelim
estimate) increased to 2.0% m.o.m. (s.a.) for
February
Friday, March 31
• UK 4th Quarter GDP growth (final estimate)
remained at 0.7% q.o.q.
• US Personal Income growth remained at 0.4%
m.o.m. (s.a.) for February
• US Personal Spending growth decreased to
0.1% m.o.m. (s.a.) for February
Source: Bloomberg, as of April 3, 2017

Currencies will always be a bumpy ride, but we can now say with conviction the cycle is on EM’s side.
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Next week’s market
developments

Chart of the Week

US & Emerging Markets Real Effective Exchange Rates

Monday, April 3
• UK Markit PMI Manufacturing is expected to
increase to 55.0 (s.a.) for March
• Eurozone Unemployment Rate is expected to
decrease to 9.5% for February
• US ISM Manufacturing is expected to decrease
to 57.2 for March
• US Construction Spending growth is expected
to increase to 1.0% m.o.m. (s.a.) for February
Tuesday, April 4
• US Factory Orders growth is expected to
decrease to 1.0% m.o.m. (s.a.) for February
Wednesday, April 5
• US ADP Employment Change is expected to
decrease to 195,000 for March
Thursday, April 6
• Germany Factory Orders growth is expected to
increase to 4.0% m.o.m. for February

Sources: Bloomberg, as of February 28, 2017

Central Bank Watch
Last move

Date of move

Current policy rate

Implied 3-Month Rate
on June 2017
Interest Rate Futures
Contract

Next meeting

Fed

+25 basis points

March 15, 2017

0.75% - 1.00%

0.98%

May 3, 2017

ECB

-5 basis points

March 10, 2016

0.00%

-0.17%

April 27, 2017

BoJ

-20 basis points

February 16, 2016

-0.10% - 0.00%

0.06%

April 27, 2017

BoE

-25 basis points

August 4, 2016

0.25%

0.36%

May 11, 2017

Friday, March 31
• Germany Industrial Production growth is
expected to decrease to 0.2% m.o.m. (s.a.) for
February
• UK Industrial Production growth is expected
to increase to 0.2% m.o.m. (s.a.) for February
• UK Manufacturing Production growth is
expected to increase to 0.3% m.o.m. (s.a.) for
February
• US Change in Nonfarm Payrolls is expected to
decrease to 175,000 for March
• US Unemployment Rate is expected to remain
at 4.7% for March
Source: Bloomberg, as of April 3, 2017

Sources: Bloomberg, as of April 3, 2017

Disclaimer
Bloomberg is the source for all data in this document as of April 3, 2017, unless otherwise specified. This material is issued and has been prepared by Fischer Francis Trees & Watts* a member of BNP Paribas Investment Partners (BNPP IP)**. This document is confidential and may not be reproduced or redistributed,
in any form and by any means, without Fischer Francis Trees & Watts’ prior written consent. This material is produced for information purposes only and does not constitute: 1. an offer to buy nor a solicitation to sell, nor shall it form the basis of or be relied upon in connection with any contract or commitment
whatsoever; or 2. any investment advice. Opinions included in this material constitute the judgment of Fischer Francis Trees & Watts at the time specified and may be subject to change without notice. Fischer Francis Trees & Watts is not obliged to update or alter the information or opinions contained within this
material. Fischer Francis Trees & Watts provides no assurance as to the completeness or accuracy of the information contained in this document. Statements concerning financial market trends are based on current market conditions, which will fluctuate. Investment strategies which utilize foreign exchange may
entail increased risk due to political and economic uncertainties. Investors should consult their own legal and tax advisors in respect of legal, accounting, domicile and tax advice prior to investing in the financial instrument(s) in order to make an independent determination of the suitability and consequences of
an investment therein, if permitted. Please note that different types of investments, if contained within this material, involve varying degrees of risk and there can be no assurance that any specific investment may either be suitable, appropriate or profitable for a client or prospective client’s investment portfolio.
Given the economic and market risks, there can be no assurance that any investment strategy or strategies mentioned herein will achieve its/their investment objectives. Returns may be affected by, amongst other things, investment strategies or objectives of the financial instrument(s) and material market and
economic conditions, including interest rates, market terms and general market conditions. The different strategies applied to the financial instruments may have a significant effect on the results portrayed in this material. The value of an investment account may decline as well as rise. Investors may not get back the
amount they originally invested. Past performance is not a guarantee of future results. The information contained herein includes estimates and assumptions and involves significant elements of subjective judgment and analysis. No representations are made as to the accuracy of such estimates and assumptions, and
there can be no assurance that actual events will not differ materially from those estimated or assumed. In the event that any of the estimates or assumptions used in this presentation prove to be untrue, results are likely to vary from those discussed herein. The value of investments and the income they generate
may go down as well as up and it is possible that investors will not recover their initial outlay. Investing in emerging markets, or specialised or restricted sectors is likely to be subject to a higher than average volatility due to a high degree of concentration, greater uncertainty because less information is available,
there is less liquidity, or due to greater sensitivity to changes in market conditions (social, political and economic conditions). Some emerging markets offer less security than the majority of international developed markets. For this reason, services for portfolio transactions, liquidation and conservation on behalf of
funds invested in emerging markets may carry greater risk. This document is directed only at person(s) who have professional experience in matters relating to investments (“relevant persons”).1 Any person who is not a relevant person should not act or rely on this document or any of its contents. The performance
data, as applicable, reflected in this material, do not take into account the commissions, costs incurred on the issue and redemption and taxes. * Fischer Francis Trees & Watts, Inc. is registered with the US Securities and Exchange Commission as an investment adviser under the Investment Advisers Act of 1940. BNP
Paribas Investment Partners UK Limited, is authorized and regulated by the Financial Conduct Authority. Registered in England No: 02474627, registered office: 5 Aldermanbury Square, London, England, EC2V 7BP, United Kingdom. FFTW is a brand name of BNP Paribas Investment Partners UK Limited in the UK. BNP
Paribas Investment Partners Singapore is registered with the Monetary Authority of Singapore for the conduct of Fund Management business and is the holder of a Capital Markets Services License. BNP Paribas Investment Partners Singapore is also registered with the US Securities and Exchange Commission as an
investment advisor under the Investment Advisers Act of 1940, as amended. References in this material to Fischer Francis Trees & Watts Singapore are to the registered business name (Business Reg. No. 53207544K) of BNP Paribas Investment Partners Singapore Limited (Co. Reg. No. 199308471D). ** “BNP Paribas
Investment Partners” is the global brand name of the BNP Paribas group’s asset management services. The individual asset management entities within BNP Paribas Investment Partners if specified herein, are specified for information only and do not necessarily carry on business in your jurisdiction. For further
information, please contact your locally licensed Investment Partner. For investors located in the United Kingdom, any investment or investment activity to which this document relates is available only to and will be engaged in only with Professional Clients as defined in the rules of the Financial Conduct Authority.
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