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USD: A different kind of decline
The end of US exceptionalism is sparking calls for a weaker dollar
in 2020. We think the dollar decline will be far more differentiated
than broad-based. We do not think the dollar is particularly
overvalued against the euro and Japanese yen. If the dollar does turn
lower in 2020, we think it will probably be against the battered
commodity currencies
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2019 has been a good year for the dollar
2019 has generally been a good year for the dollar. Marginal new highs have been seen in the rally
which started in February 2018 – when the White House fired the opening salvos in the trade war.
The dollar rally has largely been concentrated against pro-cyclical currencies with occasional
exceptions in G10 (Canadian dollar, British pound) and in emerging markets (rouble,Thai baht).

A common expectation for 2020 now seems to be one of broad dollar depreciation. Fund
managers are most bearish on the dollar since September 2007 and the familiar narrative is that
the end of US exceptionalism spells trouble for the dollar. Certainly we subscribe to the view that
the US growth differential against the Rest of the World (RoW) will shift against the US over the
next couple of years.
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The difference is that we expect the growth performance in the RoW to be far from uniform. Most
importantly, 2020 will not be a repeat of 2017 when the world economy was firing on all cylinders
(even Europe participated). Back then, synchronised global growth saw trade volumes growing 5%
year-on-year and the dollar embarking on a broad decline.

Given our view that Europe will not be a particularly attractive investment destination in 2020 and
that the popular DXY is 77% weighted towards European currencies, we are not looking for a major
DXY decline next year.

Based on our view of only modest upside for EUR/USD in 2020 (1.13 end 2020) we expect DXY to
fall just over 2% next year. If EUR/USD is closer to 1.10 rather than 1.13 at the end of 2020, then
that DXY decline is cut to just under 1%.

Dollar nudges higher in 2019, but should it decline as US growth
slows?

Source: Bloomberg, ING

The dollar is not particularly overvalued
We also take issue with some views that the dollar is materially overvalued. Our medium term fair
value measures have it nowhere near as overvalued as it was in early 2017, largely because we
see EUR/USD’s fair value having fallen to 1.10. 

Additionally, we think that the Federal Reserve has to deliver at least three independent cuts
(relative to other central banks) to bring rate differentials back into a range that makes a
difference for dollar pricing. One of the core stories in 2019 has been that, despite three Fed rate
cuts, dollar hedging costs have still been too expensive to make a difference. For example, the
costs for European investors to hedge USD exposure have fallen 100 basis points this year, but, at
2.5% per annum, they are still too high in a low yield world.

The yield story is probably more important than we think. Looking at the portfolio flow both from
ECB and US Treasury data suggests hot money – or short term financial flows - could be driving
exchange rates. For example, we talk about US exceptionalism and the US sucking in capital, but
data does not bear this story out.

Through the 12 months to September 2019, foreigners bought only a net US$41 billion of US
securities (Treasuries, corporate bonds and equities) versus US$334 billion in the 12 months to
September 2018. Instead then we believe short term financial flows are driving dollar strength.
Unless the Fed cuts very aggressively in 2020 (e.g. three or more times) we do not see a stampede
out of USD deposits.
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Dollar valuation based on medium term fundamentals

Source: ING

Will the White House target a lower dollar in 2020?
When it comes to Washington’s FX policy, it is fair to describe this as mercantilist. The White House
occasionally rails against the strong dollar, but its biggest bug-bears are the cheap currencies of
China and Europe that have contributed to the huge US trade deficit. Should a phase one trade
deal with China be signed, look out for any currency clause.

Such a clause may mirror the one suggested in the US-Mexico-Canada deal, which effectively
backs a free-float and transparency on FX intervention. In theory, this would prevent massive FX
intervention from the Chinese to support USD/CNY should the dollar trend turn lower. Interference
with an orderly Balance of Payment adjustment is Washington’s concern.

We doubt that President Trump would turn to physical FX intervention to weaken the dollar –
though he does have the authority. And occasional bills in Congress to effectively tax short term
capital inflows are unlikely to gain much cross-party support – where capital flow measures are
more frequently associated with emerging economies.

G3 currencies relatively subdued, commodity currencies to
rebound
In our recently released 2020 FX Outlook: Diamonds in the rough, we made the case that the fresh
injection of central bank liquidity from the Federal Reserve, European Central Bank and Bank of
Japan would likely depress interest rates and volatility, while also keeping G3 currencies quite
range-bound. We roughly see EUR/USD trading in a 1.10-1.15 range (ending 2020 at 1.13), while
USD/JPY should roughly trade in a 105-110 trading range.

On a total return basis, we see the Norwegian krone, Canadian dollar and New Zealand
dollar performing the strongest against the US dollar through 2020, while in the emerging
markets space we see the Brazilian real as the top performer in 2020.

http://think.ing.com/reports/2020-fx-outlook-diamonds-in-the-rough/


THINK economic and financial analysis

Article | 5 December 2019 4

Author

Chris Turner
Global Head of Markets and Regional Head of Research for UK & CEE
chris.turner@ing.com

Disclaimer

This publication has been prepared by the Economic and Financial Analysis Division of ING Bank N.V. (“ING”) solely for information
purposes without regard to any particular user's investment objectives, financial situation, or means. ING forms part of ING Group
(being for this purpose ING Group N.V. and its subsidiary and affiliated companies). The information in the publication is not an
investment recommendation and it is not investment, legal or tax advice or an offer or solicitation to purchase or sell any financial
instrument. Reasonable care has been taken to ensure that this publication is not untrue or misleading when published, but ING
does not represent that it is accurate or complete. ING does not accept any liability for any direct, indirect or consequential loss
arising from any use of this publication. Unless otherwise stated, any views, forecasts, or estimates are solely those of the author(s),
as of the date of the publication and are subject to change without notice.

The distribution of this publication may be restricted by law or regulation in different jurisdictions and persons into whose
possession this publication comes should inform themselves about, and observe, such restrictions.

Copyright and database rights protection exists in this report and it may not be reproduced, distributed or published by any person
for any purpose without the prior express consent of ING. All rights are reserved. ING Bank N.V. is authorised by the Dutch Central
Bank and supervised by the European Central Bank (ECB), the Dutch Central Bank (DNB) and the Dutch Authority for the Financial
Markets (AFM). ING Bank N.V. is incorporated in the Netherlands (Trade Register no. 33031431 Amsterdam). In the United Kingdom
this information is approved and/or communicated by ING Bank N.V., London Branch. ING Bank N.V., London Branch is authorised by
the Prudential Regulation Authority and is subject to regulation by the Financial Conduct Authority and limited regulation by the
Prudential Regulation Authority. ING Bank N.V., London branch is registered in England (Registration number BR000341) at 8-10
Moorgate, London EC2 6DA. For US Investors: Any person wishing to discuss this report or effect transactions in any security
discussed herein should contact ING Financial Markets LLC, which is a member of the NYSE, FINRA and SIPC and part of ING, and
which has accepted responsibility for the distribution of this report in the United States under applicable requirements.

Additional information is available on request. For more information about ING Group, please visit http://www.ing.com.

mailto:chris.turner@ing.com
http://www.ing.com

