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The Dollar and the Manufacturing Sector

The U.S. dollar finished the first half of the year on a firm note. It was setting new highs for the year against sterling and yen in the waning hours of activity in June, and the relentless gains and shallow pullbacks suggest the dollar's recovery rally is not finished. The factors that drove the greenback higher in the first half appear to be in place for the second half, and there is potential for the euro to fall toward $1.17 and sterling toward $1.74, with the dollar rising toward 114 yen. Why should the dollar appreciate when the trade deficit continues to be widening on a trend basis? Most economists believe that currencies should move to equalize some other macroeconomic variable. The economists differ on which is the key variable. Some will argue that that foreign-exchange prices should equalize a basket of traded goods. This is essentially purchasing-power parity. Interest-rate-covered parity indicates that currencies should move to equalize underlying interest rates. There are other economists, of course, who argue that the currencies should move to bring the external accounts (trade and/or current account) into balance. The challenge is not simply choosing what model to use. Rather, the problem appears to be that bringing one force into equilibrium might aggravate the imbalance of another. Outside a dramatic slowing of the U.S. economy in the months ahead, there looks to be very little on the horizon that will reverse financial incentives that encourage long dollar positions. The FOMC statement that accompanied the rate hike to 3.25% at the end of June seemed slightly stronger than the previous statement. Despite the high oil prices, the economic expansion was firm, and labor market conditions are gradually improving. Inflation pressures remain elevated, but again the Fed judged that long-term expectations are contained. By affirming that even with the ninth 25-basis-point rate hike over the past year, monetary conditions were still accommodative, this adds to the sense that whatever neutrality is, the Fed is not there yet. 

The dollar itself may begin to take a toll on the performance of multinational corporations, dampening the value of the foreign sales and earnings when translated back into dollars. In turn this may have knock-on effects on capital investment and hiring plans. The top five S&P sectors for foreign sales as a percentage of overall revenue are technology, energy, materials, consumer staples and health care.
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The interest rate model sugests that currency trading involves a single equation with three variables, the spot exchange rate and the two short-term interest rates of the countries whose currencies are involved. This equation cannot be solved without either fixing two of the variables or one of the variables and the relationship between the other two. If the spot rate of exchange is fixed or held firm by official intervention, which happened often between 1970 and 1992 as central banks tried to fix currency rates, then at least one of the interest rates involved has to swing about wildly to solve the equation. Higher interest volatility increases the risk of long-term investments such as stocks; this is why we went through two decades during which the growth rate of the S&P 500 failed to match the growth rate of durable goods. Durable goods in this case being the proxy for the growth of the American manufacturing sector. 
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Five periods of downturn in the durable goods measure occurred since 1960. Each and every one of them led to an immediate and further steepening of the yield curve, because the Federal Reserve felt compelled to lower short term interest rates. The message is clear: We can hypothesize about service economies and New Economies, but the one thing that will get the Federal Reserve's attention fast is a downturn in durable goods orders. Consensus expectations for the May durable goods data was +2.0%; the actual number was +5.5%. Pretty good right? Well, the number included a 165% gain in civilian aircraft thanks to the Paris Air Show. Excluding aircraft, durable goods orders actuall declined by 2.3%. The bond market liked the number because it seemed to enforce the notion that the Federal Reserve was about done raising interest rates. 

But then came the ISM (Institute for Supply Management, the former Purchasing Mangers Survey) number today and it proved to be a huge disappointment for bond investors. You may remember that in my last newsletter I quoted Paul McCulley from PIMCO who had stated “… the Fed, under Greenspan, has never kept tightening once the ISM Index drops below 50, as it is virtually certain to do in the months immediately ahead.” This past month the index actually rose and therefore disappointed everybody, who had hoped for the end of this raising cycle. The index rose from 51.4 to 53.8. 

Summary: 

Durable goods orders were strong on the surface and weak underneath. Purchasing Managers, however, are optimistic. Durable goods gave hope that the Federal Reserve would pay attention to weakening conditions in the manufacturing sector as it had done so many times before. The ISM index dashed those hopes because Purchasing Managers, the “front line” of the domestic manufacturing sector, were still optimistic.

It seems that the economy is still relatively strong and that the Federal Reserve has no reason to fear excessive weakness ahead. Not surprisingly, oil prices surged by $2.25 to 58.75. After all, oil prices reflect the  demand side of the world economy. If worldwide (and domestic) demand rises, the economy and manufacturers must be expanding.The demand for raw materials stays robust and the Fed is not slowing down. The rising dollar reflects perceptions that among all “slow growth currencies”, the American economy is still limping faster than the rest.
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