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SUMMARY

The volatility of recent months, reaching a crescendo post the EU referendum in the 
UK, has at times challenged our constructive view on FX carry that we laid out in the 
previous House View. First, a re-pricing in dollar short-end rates in May following 
verbal intervention by FOMC members including Chair Yellen, and then heightened 
uncertainty leading into and then after the EU referendum in the UK pushed market 
volatility to near-crisis levels in some currencies, preventing global investors from 
engaging fully in global carry trades. However, Fed rate hikes were priced out yet 
again in June, reflecting increased uncertainty near term around the strength 
of the labour market and concerns about persistent medium-term headwinds 
compounded by the Brexit vote (Figure 1). Amidst these developments, the broad 
US dollar index has once again softened somewhat (Figure 2), given the net impact 
of the conflicting forces of a cautious Fed (dollar negative) and higher risk aversion 
(dollar positive, especially relative to EM). So far at least, risk sentiment has held 
up well, given the lack of any contagion from the UK vote. But in the near-term, 
the Fed is unlikely to treat Brexit as a benign event, validating yet again market 
expectations of no hikes over the near term. 

Hence, while we see US growth recovering during the second half of the year, we 
think the Fed will only delay raising rates again. We see two rate hikes over the next 
18 months, with the bias being towards hikes occurring later over that horizon, 
than we expected prior to the UK vote. Hence, we maintain a relatively sanguine 
view on the outlook for high-beta FX, especially in the EM space, although we 
also recognise the need to be vigilant about potential contagion risks down the 
road. For one thing, given the Fed’s increased sensitivity to global developments, 
rate hikes are likely to come in an environment of more robust global (not just US) 
growth, which should be positive for much of the EM world. The FOMC regards 
excessive dollar strength as a headwind to the economy and therefore will factor 
into its reaction function any significant moves in the dollar. So while our outlook 

Figure 1: Markets re-pricing down to the cycle 
Pricing out of rate hikes consistent with soft patch

Figure 2: Dollar moving in tandem with Fed-path pricing 
Repricing down of Fed policy path driving the dollar lower

Source: Federal Reserve, BloombergSource: Conference Board, Bloomberg
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 – Brexit vote likely to make the Fed more cautious, limiting the upside for the dollar

 – FX carry isn’t crowded like in 2013 and should do well unless risk aversion turns more extreme 

 – BoE easing and uncertainty over Brexit likely to weigh further on sterling 
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for the dollar is not particularly bearish, in our central case we do not see it rising 
meaningfully from current levels either. That in itself should be positive news for 
EM carry as long as volatility remains at manageable levels

Valuations, positive real yields, lower deficits are positive for EM

EM FX carry strategies have enjoyed a resurgence of sorts this year (Figure 3). Unlike 
in 2013, the EM FX carry trade has not been as crowded in 2016. EM has been 
an underperformer for four years. While the start of this year was characterised 
by the twin headwinds of the Chinese slowdown and dollar strength, these 
have progressively subsided. Recent trade data out of China show a pick-up in 
commodity demand, helping to put a floor under commodity prices, notably 
industrial metals that tend to be important for the terms of trade of many high-
yielding EM currencies (e.g. ZAR, BRL, CLP). Similarly the recovery in oil prices since 
early February has boosted the terms of trade of key oil-exporting EMs (RUB, MXN, 
COP etc).

Fundamental valuations remain significantly cheaper for most EM currencies than 
on the eve of the taper tantrum in 2013, while at the same time most EM current 
accounts have improved (Figure 4). Moreover, carry has become more attractive 
in many EM markets with inflation declining more quickly than nominal rates. At 
the same time, DM yields have fallen further as fiscal consolidation in almost all 
major advanced economies reduces the net new supply of sovereign debt amidst 
falling inflation expectations and an intense global demand for positive yields. 
These factors are contributing to keep financial conditions at highly accommodative 
levels and make EM assets particularly attractive. As long as we are in this relatively 
benign environment with extended global monetary policy accommodation, EM FX 
is likely to remain an attractive investment proposition. 

However, we are conscious of the risks to EM currencies, and that a less benign 
environment would likely warrant an approach based on differentiation depending 
on valuations, structural fragilities and domestic political risks. In this context, the 
end of Governor Rajan’s tenure at the Reserve Bank of India has come as a setback 
to our constructive view on India. While we are constructive on INR longer term, 
uncertainty regarding Rajan’s replacement will likely dominate the outlook for 
INR in the near term, even though several policy reforms that Rajan introduced 
(formal inflation targeting, decision making by committee) are likely to survive 
his departure.

Figure 3: EM FX Carry has performed strongly this year 
Softening dollar is a key driver of EMIs’ success

Figure 4: EM external deficits are smaller 
Sensititivity to global funding costs lower 

Source: National sources, Aviva InvestorsSource: Citi, Bloomberg, Aviva Investors
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Another risk for EM FX would be a large depreciation of the yuan against the dollar, 
which could unleash another period of destabilising market volatility. For the time 
being, the Chinese authorities’ strong focus on shoring up growth and the broad 
dollar weakness earlier this year have kept the yuan relatively stable, enabling the 
PBoC to achieve a steady depreciation against the CNY basket without creating 
any broader market volatility. That said, USD/CNY fixing has been above the 
early January highs in recent weeks, which can be a source of nervousness for EM 
investors. We believe the damage from yuan weakness is likely to be greater on the 
most highly correlated Asian currencies such as the KRW and TWD rather than the 
wider EM world given the valuations and improved fundamentals.

Brexit and accompanying stimulus to keep sterling depressed

Sterling has come under significant pressure after the Leave vote in the EU 
referendum. Comments by Governor Carney suggesting more imminent stimulus 
will likely push the UK currency lower still (Figure 5). It is worth noting, however, 
after the near 10% drop, sterling is the cheapest G10 currency in terms of real 
effective exchange rates after the yen (Figure 6). Currently, GBP REER indices are 
some 12-15% below their 20-year averages. If history is any guide, then there is 
still some 5-8% of decline ahead of us (more depending on how aggressive BoE 
stimulus turns out), which among other things should help narrow the wide current 
account deficit and help reflate the economy. 

Finally, safe-haven demand in the wake of the Brexit vote has helped the yen 
strengthen further as core long-end yields continue to touch all-time lows. It is 
increasingly likely that the embattled Bank of Japan will move again in July to keep 
the inflationary gains of recent years which a stronger yen has threatened to erode. 
However, given fundamental valuations, the BoJ may find it challenging to move it 
materially lower from current levels.

Figure 5: Sterling risk premium elevated on Brexit 
Near-term premia give way to long-term premia 

Figure 6: Cheapness likely required for a while 
 

Source: JP Morgan, Bloomberg, Aviva InvestorsSource: Bloomberg, Aviva Investors
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