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FX STRATEGIES IN 2008: U. S. DOLLAR V ERSUS EURO 

 

 

As Luke Anthony was riding the early morning Metro North train from Grand Central to 

Greenwich in mid-April  2008, the euroðsoon to celebrate its 10
th
 anniversaryðdominated his 

thoughts. After bottoming out at about 0.85 USD/EUR in 2000 and 2001, the euro had since 

appreciated sharply and recently reached a record of 1.59 USD/EUR (Exhibit 1). Anthony, a 

foreign-exchange (FX or forex) strategist at a hedge fund, had to form a view about the likely 

path of the euro going forward. The evidence was in no way clear cut. Of the traditional factors, 

some were pointing toward further euro appreciation, but others seemed to favor the dollar. And 

there were a host of ñnewò factors his analysts were asking him to consider. Sorting through the 

evidence would require both relatively standard thinking about forex markets and the more 

recent emphasis on prospective capital flows.  

 

 

Background Informat ion on the US and the Euro Area 
 

The euro was launched at a rate of 1.16675 USD/EUR on January 1, 1999, when the 

currencies of 11 countriesðAustria, Belgium, Finland, France, Germany, Ireland, Italy, 

Luxembourg, Netherlands, Portugal, Spainðceased to exist.1 At that time the 11 countries 

delegated monetary policy to the newly formed European Central Bank (ECB) in Frankfurt. 

After depreciating against the USD in the initial few years of its existence, the euro began a 

substantial appreciation phaseðto be interrupted only briefly in 2005ðthat carried it to a record 

level against the dollar in April 2008. There were a number of factors that were thought to have 

weighed on the dollar. Over the past few years, investors seem to have been driven by interest 

rate differentials (Exhibit 1b  and Exhibit 8) and, perhaps, they were less eager to finance the 

vast U.S. current account deficit than they once were (Exhibit 2).  

 

 ECB officials worried when the euro declined after its inception, and they worried as it 

appreciated. The dollar decline created tension between the euro area, America, and emerging 

                                                 
1
 For background information on the early years of the euro, see ñFX Strategies in 2005: U.S. Dollar Versus 

Euroò (UVA-BP-0506). Note that the euro area has expanded from its original size of eleven countries, with Greece 

becoming the 12th member 2001 and Cyprus, Malta, and Slovenia joining more recently.  The euro did not exist as a 

physical currency until 2002 but traded on financial markets starting in 1999. 
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markets such as China. Initially, European policymakers complained that the euro bore a 

disproportionate share of the dollarôs decline, rising by roughly twice as much as the yen, 

sterling, or the Canadian dollar. The currencies of emerging Asian economies other than China 

moved only a little, while the Mexican peso had even fallen against the dollar. (Mexico was 

Americaôs third biggest trading partner.) Overall, the dollar had fallen more modestly against a 

broad basket of currencies, but sharply against the euro (Exhibit 3).  

   

Changes in capital flows could greatly impact the dollar-euro rate in the short- to 

medium-term. Luke must consider the traditional BOP data (Exhibit 2) but also likely action in 

foreign governmentsô accounts (see Exhibit 4  for data on foreign official inflows into the US). 

Moreover, at times there has been a rather strong relationship between FDI flows or the basic 

balance and currency values (Exhibit s 5a, 5b).
2
 Also, by the end of 2007 central banks held 

some $2.6 trillion in reported dollar reserves compared to just $1.1 trillion in reported euro 

reserves (Exhibit 6). The currency composition of another $2.3 trillion in reserves was not 

identified, but a significant (but decreasing?) portion of those could be assumed to be in dollars. 

Since the inception of the euro, after stripping out valuation effects, the euro had hardly made a 

dent in global reserve allocations. Would this bias toward dollar reserves hold, or would 

countries begin to diversify out of dollars and into euros? 

 

In addition to the traditional indicators, Luke had to sift through a number of reports his 

analysts have recently forwarded him (see Exhibits 7-11). He also knew that the recent Fed and 

ECB press releases (Exhibits 12 and 13) were relevant and would be good to read, but these 

were far too lengthy for him to tackle at this point. 

 

The Decision 

 

Luke Anthonyôs task was clear. He had to sift through the various reports his analysts 

sent him as well as the traditional data he always analyzed in order to understand why the dollar 

was at its current level and what was already priced into the market. He then had to form a view 

on the many possible scenarios going forward in order to make an informed callðdollar up, 

down, or sidewaysðand identify possible risks that could blow his prognostication out of the 

water.  

 

                                                 
2
 The basic balance is the sum of the current account balance and net inflows into portfolio and direct investments. 

If, for example, a country has a current account deficit and the basic balance is positive, then (presumably longer-

term, more stable) portfolio and direct investment inflows are more than sufficient to finance the current account 

deficit. 
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Exhibit 1a 

FX STRATEGIES IN 2008: U.S. DOLLAR V ERSUS EURO 

U.S. Dollar/Euro Exchange Rate 

 
 

  

Foreign Exchange Rate: European Monetary Union

US$/Euro

0706050403020100999897

Source:  Federal Reserve Board /Haver Analytics
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Exhibit 1b 

FX STRATEGIES IN 2008: U.S. DOLLAR VERSUS EURO 

U.S. Dollar/Euro Exchange Rate and 1-year Interest Rate Differentials 

Synthetic Euro calculated using 1997 GDP weights
US$/Euro

(F1YEUR - F1YUS)

0706050403020100

Source: Haver Analytics
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Exhibit 2 

FX STRATEGIES IN 2008: U.S. DOLLAR V ERSUS EURO 

U.S. Balance of Payments (in billions of U.S. dollars) 

 
2000 2001 2002 2003 2004 2005 2006 2007 

Current Account Balance -417 -385 -460 -522 -640 -755 -811 -739 

  Trade Balance -380 -365 -424 -497 -612 -714 -759 -709 

    Exports of Goods 772 719 682 713 808 895 1023 1149 

    Exports of Services 299 286 292 304 350 388 423 479 

    Imports of Goods -1227 -1148 -1167 -1264 -1477 -1682 -1861 -1965 

    Imports of Services -224 -222 -231 -250 -292 -316 -343 -372 

  Income Balance 21 32 28 45 56 48 37 74 

    Income Receipts 351 291 281 321 402 505 650 782 

    Income Payments -330 -259 -254 -275 -346 -457 -614 -708 

  Current Transfers -59 -51 -64 -71 -84 -89 -90 -104 

Capital Account Balance -1 -1 -1 -3 -2 -4 -4 -2 

Financial Account Balance 486 400 503 539 557 777 804 657 

  U.S. Direct Investment Abroad -159 -142 -154 -150 -279 8 -235 -335 

  U.S. Flows into Foreign Securities -128 -91 -49 -147 -147 -197 -289 -274 

  Foreign Direct Investment in the U.S. 321 167 84 64 146 109 181 204 

  Foreign Flows into U.S. Securities (non-official) 394 398 402 331 494 621 576 546 

  Other 15 40 104 163 -56 -23 132 103 

  memo: Foreign Official Flows into the US 43 28 116 278 398 259 440 413 

         Statistical Discrepancy -68 -14 -42 -13 86 -18 11 84 

         memo: Nominal GDP 9817 10128 10470 10961 11686 12434 13195 13841 
 

          Source: Bureau of Economic Analysis
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Exhibit 3 

FX STRATEGIES IN 2008: U.S. DOLLAR V ERSUS EURO 

Nominal Trade-weighted Dollar 

 

 
 

  

Nominal Broad Trade-Weighted Exchange Value of the US$

Jan-97=100

070605040302010099989796959493

Source:  Federal Reserve Board /Haver Analytics
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Exhibit 4 

FX STRATEGIES IN 2008: U.S. DOLLAR V ERSUS EURO 

Foreign Official Flows into the United States (in billions of U.S. dollars) 

 
        

 2001 2002 2003 2004 2005 2006 2007 
        

Foreign official assets in the United States 28 116 278 398 259 440 413 

  Treasury securities 34 60 185 273 113 189 50 

  Agency securities 21 31 40 42 100 192 182 

  Bank deposits -30 21 49 69 26 22 108 

  Corporate securities 6 4 5 14 20 34 67 
By area:        

  Europe 2 25 8 44 25 88 56 

  Canada 0 -2 -2 2 0 -1 1 

  Latin America and Caribbean 6 -6 16 25 6 37 74 

  Asia 21 95 252 317 226 311 288 

  Africa 0 0 0 1 6 -2 7 

  Other -1 4 4 9 -3 7 -14 
Source: Bureau of Economic Analysis. 
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Exhibit 5a 

FX STRATEGIES IN 2008: DOLLAR V ERSUS EURO 

Dollar-Euro Rate and Net FDI Flows into the United States 

 

Source: Federal Reserve Board/International Monetary Fund/Haver Analytics 
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Exhibit 5b 

FX STRATEGIES IN 2008: DOLLAR VERSUS EURO 

Trade Weighted Indices and the Basic Balance 

 

 
Currency indices (TWI) are broad, real trade-weighted indices from JPMorgan. Basic Balance (BBoP) is a 4-quarter moving average of the sum 

of the current account balance and net inflows of portfolio and direct investments, expressed as a % of GDP. 
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Exhibit 6 

FX STRATEGIES IN 2008: U.S. DOLLAR V ERSUS EURO 

Currency Composition of Official Foreign Exchange Reserves (in bill ions of U.S. dollars) 

 

 
  1995 1998 2001 2007 

      

Total foreign exchange holdings 1,390 1,644 2,053 6,391 

 Allocated reserves   1/  1,034 1,282 1,565 4,065 

          Claims in U.S. dollars 610 889 1,118 2,599 

          Claims in pounds sterling 22 34 42 191 

          Claims in Japanese yen 70 80 79 119 

          Claims in Swiss francs 3 4 4 7 

          Claims in euros*  279 218 302 1076 

          Claims in other currencies 49 57 19 75 

 Unallocated reserves  2/  356 361 487 2,326 

 
Source: IMF Statistics Department COFER database (http://www.imf.org/external/np/sta/cofer/eng/index.htm). 

* Pre-1998 is the sum of legacy currencies. 

1/ This line shows reserves data, whose currency composition has been identified. 

2/ This line captures the difference between the total reserves data reported to IFS (for the world table on Foreign 

Exchange) and to COFER. 

  

http://www.imf.org/external/np/sta/cofer/eng/index.htm
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Exhibit 7a 

FX STRATEGIES IN 2008: U.S. DOLLAR VERSUS EURO 

Key Tops in the Euro (v. the USD) 
 
The ñSwingò indicator is a simple measure that shows when a time series began a "swing" (peak to 
trough) of x%. In the below x is 12. Thus, a turning point in the below is defined as a day that started a 
move of at least 12%. 
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6 major tops  
 
1) 1/4/1988 ï 8/10/1988              EUR fell 18.8% 

¶ G3 FX intervention to support the USD ï about US$6b are bought Oct 87 to Jan 88 
 
2) 2/11/1991 ï 7/5/1991   EUR fell 16.6% 

¶ USD supported by concerted intervention 

¶ Weak US payrolls prompted final USD fall 
 
3) 9/2/1992 ï 2/8/1994                EUR fell 21.5% 

¶ G3 intervention starts in July 
 

4) 3/8/1995 ï 8/6/1997                EUR fell 28.4% 

¶ USD fall prompts FED intervention in April.   

¶ Top in Fed rate cycle 
 
5) 10/8/1998 ï 10/26/2000          EUR fell 33.7% 

¶ EUR launch ï politics of EMU and Maastricht doubted.  

¶ Post LTCM 

¶ Oil prices falling and forming a bottom 
 
6) 12/30/2004 ï 11/15/2005         EUR fell 14.8% 

¶ Heavy CB diversification at end of 2004 ends  

¶ HIA brings USD back home 
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Exhibit 7b 

FX STRATEGIES IN 2008: U.S. DOLLAR VERSUS EURO 

BBH and GS on the G7 

G7: Old Whine, New Skins 

For the first time in four years, the G7 changed their statement about the foreign exchange 
market. Rather than simply note that the foreign exchange market should reflect fundamentals 
and that excessive volatility was not desirable, the G7 raised their level of concern:  

ñSince our last meeting, there have been at times sharp fluctuations in the major currencies, and 
we are concerned about their possible implications for economic and financial stability.ò  

Some observers have suggested that a change in wording reflects a victory for the French, who 
had seemed the most adamant about the risks posed by the falling US dollar. While it does 
seem that after President Sarkozyôs initial volley to influence the ECB, he regrouped and 
appeared to be directing his animus toward the US and the dollarôs weakness. Nevertheless, 
this appears to give France greater influence than is due.  

Given the dramatic change in foreign exchange prices within the context of a further 
deterioration in the investment climate and the continued increase in commodity prices, it was 
incumbent upon the G7 to alter their statement to reflect the change in circumstances. The 
change is clearly in the direction of greater concern rather than less. However, that level of 
concern still falls well shy of anything resembling material intervention in the currency markets.  

Indications from contacts close to the meetings suggest that the discussion about the foreign 
exchange market was heated and more protracted than usual, but this seems to be a function of 
finding a new consensus after agreeing that the previous consensus had outlived its usefulness. 
Yet it appeared that there were no advocates for a Louvre-like agreement that seeks to put a 
floor under the dollar.    

Indeed, to the extent that the G7 statements are, by their nature, a compromise formation, the 
greatest common denominator is often articulated. And here the take away point is about 
volatility, not levels. In addition the statement itself even modified the concern about volatility by 
noting that the sharp fluctuations occurred ñat timesò.  

French Finance Minister Lagarde did not hide the fact that she hoped the G7 statement would 
put a floor under the dollar. However, judging by the G7 statement itself and the subsequent 
comments from various officials, the dollarôs weakness is a function of a number of other 
factors, including the credit crisis and the policy response to it. Moreover, the G7 warned that 
the crisis could be protracted.  

Comments from ECBôs Mersch illustrate one of the key reasons why the euro is strong and why 
intervention is unlikely.  Mersch, like Weber before the weekend, stated the ECB has no room to 
cut rates this year.  This seems largely gratuitous and seems to break from the ECBôs 
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declaratory policy of not pre-committing.  Since the other major currencies did not confirm the 
euroôs new record high, if Europe has a problem, it is with a strong euro.    

If they really wanted to cap the euro, there are two steps European officials can take that could 
be even more effective than intervention.  First, they could simply change their rhetoric.  Tone it 
down a notch or two.  Yes we all know that inflation is above desired levels in the region.  We 
also know that the economy has lost a great deal of momentum. Second, they could take 
advantage of the room the IMF says exists and cut interest rates on the conviction that price 
pressures will ease.   By doing so they would also signal that sub-2% growth is not acceptable.    

Some observers concluded that the changed statement implies a concern about the dollarôs 
weakness and an implicit threat that intervention is ñnot out of the question.ò We do not agree. 
We think there is no such implication.  There is no promise or commitment to act.  There was no 
indication of a consensus to put a floor under the dollar.  The real risk of intervention remains 
minimal at best and despite what French officials would have us believe; the dollarôs weakness 
was not specifically cited. Volatility was.  

Ironically, the G7 statement initially generated the kind of volatility that it objected to as the 
greenback opened sharply higher in Asia. This is leaving a gap in the price action on weekly 
and daily bar charts and creating a bit of a panic as stop losses get triggered.  After beginning 
off hesitatingly in Asia, those that got stopped out of short dollar positions, or bargain hunters in 
the foreign currencies began feeling more confident the dollar had surrendered all of its initial 
knee-jerk gains.    

As we have outlined previously, in our view the US dollar is already in the process of bottoming. 
It has already bottomed, we believe against half of the non-US G7 currencies and several of the 
major emerging market currencies.  The dollarôs decline appears to be losing breadth.  We 
suspect that many officials are playing for time; hoping to avert a currency crisis while the 
cyclical divergences narrow.  

The next important policy development will be the FOMC meeting at the end of the month. We 
suspect with other policy tools having been created that it may take some pressure off the 
Federal Reserve. We think the risk is increasing that the Federal Reserve may signal a pause in 
its interest rate cutting cycle, that began last September and has already reduced the US real 
funds rate to below zero. There have also been some indications that at least some Fed 
members are reluctant to take the Fed funds target much below 2%, with inflation expectations 
rising and ñthe need to keep some powder dryò, given the dramatic rate cuts that have yet to 
work their way through the system.  

At the same time, there appears to be a growing realization by some ECB members, but not all, 
that the sharp headwinds to the regional economy will likely ease price pressures later this year 
and that the downside risks previously identified are in fact materializing. The Bloomberg 
consensus has the first ECB rate cut coming in September. Even if this is a bit aggressive, few if 
any really doubt the direction of the next ECB move.  
 
Marc Chandler, Brown Brothers Harriman, Global Head of Currency Strategy  
April 14, 2008 
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G7: Concerned About FX Fluctuations But Not Ready for USD Intervention 

14 April 2008 

Peter Berezin, Jens Nordvig, Sergiy Verstyuk and Swanarli Ahmed (Goldman Sachs)  

 

*        The G7 statement expressed concern about the sharp fluctuation in currencies. 

 

*        We have moved to a more neutral stance on the Dollar versus the major currencies. 

 

*        The news from G7 seems to support this stance. 

 

 

G7 Statement Expresses Concern About Fluctuations in Major Currencies 

The G7 statement, released on Friday, contained new language on exchange rates. The new key sentence is: "Since 

our last meeting, there have been at times sharp fluctuations in major currencies, and we are concerned about their 

possible implications for economic and financial stability". The explicit reference to sharp fluctuations in major 

currencies since the last meeting is the main new element. It shows that the Dollar depreciation has reached a pace 

over the last six months which has made the G7 concerned about its impact. 

 

How does this impact our Dollar views? We outlined our expectations with respect to G7 FX policy in the latest FX 

Monthly and the news from the G7 has been broadly in line with those expectations. Our current view is that some 

of the forces which have been driving accelerated Dollar weakness over the last ten months are no longer as clearly 

in place. 

 

In this context, we have pointed out that the G3 rate differentials are set to consolidate in coming months, after a 

period where they have moved sharply against the Dollar. The gradual shift on G7 FX policy points in the same 

direction. After a period where the possibility of G7 policy intervention seemed very remote, providing no counter-

weight to the Dollar depreciation forces, we are moving towards a regime where G7 intervention is a more real 

possibility. On the margin this will work to limit the probability of further accelerated Dollar weakness. 

 

Related to this, we have adopted a more neutral trading stance on the dollar. In terms of other FX views, we 

remained positioned for for de-leveraging (outperformance of current account surplus currencies). But we are 

shifting stops to limit downside. We are lowering our stop in EURJPY from 1.65 to 1.62, and in USD/TRY we are 

raising our stop from 1.25 to 1.27. 
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Exhibit 8 

FX STRATEGIES IN 2008: U.S. DOLLAR VERSUS EURO 

EURUSD and Interest Rate Differentials, Oil Price, and Economic Surprises 

 

Chart 1. EURUSD vs 10-year interest rate differentials 
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Chart 2: EURUSD oil correlation (20 day window) 
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Chart 3: EURUSD oil correlation (100-day window) 

 
 

  


