
    [image: image1.png]SAXO

BANK





THE SPECIALIST IN TRADING AND INVESTMENT

Hellerup, 16 July, 2015
EURUSD parity bound within a few months

By John J. Hardy

The passage of the bailout deal in Greece should help unleash a fresh wave of EURUSD selling. A renewed enthusiasm for selling the euro could return after the caution and squaring of euro shorts sparked by the recent Greek episode, and the ongoing injection of liquidity from the very accommodative ECB will help the focus revert to central bank policy divergence and the US Fed’s ponderous path toward its first rate hike. Meanwhile, if the US economy continues to fire on enough cylinders to see a rate hike at the December or even October FOMC meeting. As well, a potential wild-card positive for the US dollar could be a rare US bipartisan political deal on taxation of US corporations’ foreign profits that brings a wave of repatriation flows.  The combination of euro weakness and a resurgent USD could see EURUSD trading to parity and beyond over the next four to six months.

The Greek parliament voted through the bailout deal with a large majority and the focus shifts now to temporary liquidity provision to get the wheels of the Greek economy and financial system ticking over again amid the assumption that other EU parliaments (most important being Germany) will vote through the deal ahead of this weekend. An interesting point from here is that the IMF has declared that Greece’s debt load is unsustainable, which in theory makes it unable to provide any further assistance. As well, the political turmoil in Greece is far from over, as the divisions in Syriza over this deal will make it difficult for Tsipras to rule. Still, while an eventual future Grexit can’t be ruled out if Greece is not provided more profound debt relief down the road, this chapter of the crisis is fast closing. The sense of relief will allow European investors to once again look abroad for higher yielding investment opportunities and encourage fresh euro shorts on euro-funded carry trading.

Over in the US this week, while the US Retail Sales report for June was extremely disappointing, Fed Chair Yellen’s testimony yesterday before a House panel largely fit our expectations, as she maintained an optimistic tone and the expectation that rates could rise “this year” if the incoming data is supportive. The market seems to be highly sceptical here of Yellens sanguine outlook, as rate expectations hardly budged in the wake of her testimony, even as the USD rallied. 

Perhaps the market only trusts the incoming data rather than Fed guidance. Yellen tried to stress that rate hike timing is far less important than the pace of the removal of accommodation, though the market will certainly be surprised and need to play catch up if the July and August data cycles show the US economy picking up steam, particularly if earnings growth accelerates and the unemployment rate dips closer to 5.0%. After all, the June unemployment rate surprised by dipping to 5.3% from 5.5% in May, and the Fed recently revised its forecast of unemployment for the end of 2015 to a range of 5.2% to 5.3%, so we’re already at the upper end of that range with 6 months of data to go. There is little data of note through the end of next week, so the USD trade may be a question of sentiment until we see the July FOMC monetary policy statement on July 29th and then the key US data for July the following week.

One wild card issue for the US dollar that is potentially quite large and one that has lain dormant for eons is that of US corporate profit repatriation. A pool of more than $2 trillion in US corporate earnings lies abroad due to the US tax regime requiring taxing on already taxed foreign earnings, meaning that these earnings are not repatriated unless special tax breaks incentivize companies to bring this money home. Now, it appears that a bipartisan deal in the US Congress may be shaping up that could set the rate for repatriated earnings permanently and significantly lower and link the tax revenues to highway funding. This could certainly boost the fortunes of the greenback above and beyond the policy trajectory of the US Federal Reserve. Those who have been in the market for a while should recall the 2005 Homeland Investment Act (HIA), which supported the greenback all year with enormous corporate repatriation flows.
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