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Why is the euro 
not depreciating 
more against the dollar? 
By Patrick Artus, Chief Economist, Natixis

Given the vast improvement of the US economy over the
past year, many analysts are surprised that the
depreciation of the euro against the dollar hasn’t been

more prevalent, particularly when you compare the situation in
the US to the economic dilemma still apparent in the Eurozone.
Indeed, the euro is still overvalued in real terms against the dollar
and has even appreciated slightly. This represents – for the EUR –
a counterintuitive resilience to the USD. 

A comparative perspective

This trend is surprising due to the economic disparity between
the two regions. To begin with, there is an obvious gap in GDP
growth and growth outlook between the United States and the
Eurozone. And there has been further diverging trends in
productive investment, industrial production and unemployment.

In fact, while several Eurozone countries experience an obvious
decline in per capita productivity and competitiveness, the
economic data out of the US over the recent weeks showed a
further improvement of the labour and housing markets, while
consumer confidence rose to its highest level since 2008. These
results reinforced the Federal Reserve’s decision to start tapering
down its quantitative easing policy, QE3, at the end of the year,
so long as the economic situation continues to flourish. 

Due to the effect of unconventional natural gas and oil
production in the United States on US energy prices and cost
competitiveness – which is already at a healthy level – the USD is
expected to continue appreciating against the EUR in both the
short-term and long-term. Indeed, the low cost of energy due to
the low price of natural gas – thanks to shale gas production – is
the equivalent of an additional 15% reduction in labour costs for
US industry compared with Europe.

Such production also has an impact on the US trade balance,

given that the improvement in industry competitiveness – and the
reduction of US oil imports – should lead to the onshoring of
energy-intensive industries. In addition, company profitability in
the US is strong and cash reserves are substantial. 

For Europe, it’s another story, and the economic situation in the
Eurozone  is further bolstering the USD. Even now – after years
of austerity and government reform – it’s still too early to say that
the Eurozone economy is in recovery mode, with most of its
countries remaining deep in recession. Further anxiety can be
seen with the European Central Bank’s monetary policy, whereby
the central bank has not embarked on a quantitative easing
programme (instead introducing its Outright Monetary
Transaction programme, which consists of unlimited and
conditional purchases of troubled countries’ sovereign bonds) and
its balance sheet has continued to shrink.

The debate over the effectiveness of a common monetary
policy in a single currency area has not dissipated, either, which
inflates the risk perception of the euro – and the central bank’s
mandate is constantly being put in check. One reason for the
doubt is that those countries in the eurozone that enjoy higher
growth than the average are the countries that benefit from a more
expansionary monetary policy – a destabilising characterisation,
and one that has recently been exacerbated by the varying
situations of banks across the region. Indeed, if a country faces
tough economic problems there are – unsurprisingly –
ramifications for that country’s banks. Hence, the monetary
policy transmission mechanism to the economy becomes
ineffective. Therefore, many analysts believe that the monetary
policy in the Eurozone is not only too restrictive, but also
ineffective.

As the euro is seen as one of the few levers left to bolster
economic growth, the overvalued currency has become a sensitive
political issue, which makes it no surprise that European



policymakers are concerned – with its inability to lose value often
brought up.

The reasons why the euro is not depreciating

Due to the disparity of the two regions’ growth prospects, in
theory the euro should be depreciating against the USD. That,
however, is not happening. Certainly, when a speculative forward
short position in the euro appears, the euro will depreciate, but
not sharply, or at the expected rate.

And despite the presence of a short open futures position in the
euro, it’s counter-intuitive that the euro is putting up resilience
against the US dollar in the short-term. Even during acute phases
of the Eurozone crisis, the euro hardly depreciated against the
dollar, despite the significant growth gap between the United
States and the Eurozone in both the short-term and the long-term. 

These ‘acute’ periods can be pinpointed by the high level of
sovereign CDS in the Eurozone or a high level of risk aversion,
which was seen in the second half of 2010, the winter of 2011-
2012 and the spring of 2012. Even during these periods, the euro
has remained relatively strong, and at all times has remained
slightly overvalued in real terms. The exchange rate in purchasing
power parity terms between the dollar and the euro is actually
around 1.15.

We think there are two structural trends preventing the euro
from depreciating sharply. The first is to do with the Eurozone’s
growing external surplus, due primarily to weak (and declining)
domestic demand. Indeed, the Eurozone’s large current-account
surplus adds to the single currency’s appeal from non-residents.
In addition, the euro continues to play an international role,
despite this role having been weakened somewhat post-crisis.

The second trend is related to the first, in that non-residents are
still buyers of long-term securities denominated in euros, albeit in
smaller quantities than prior to the crisis. Indeed, there has been
renewed accumulation of foreign exchange reserves and Japanese
investors have returned to the markets, given the extremely low
yields in Japan. Since mid-2012, these Japanese investors have
been buyers of Eurozone bonds and sellers of US bonds. On
average, there is therefore excess demand for euro-denominated
long-term assets. 

Above all, these capital inflows are in core Eurozone
government bonds, and it’s become clear that non-Europeans
have invested very little in peripheral bonds. Indeed, government
bonds of the most troubled countries (such as Spain, Italy, Greece
and Portugal) are primarily held within the Eurozone. If these
government bonds are sold, the sellers are mostly Eurozone
investors. As such, these sales have little effect on the euro’s
exchange rate. For the euro to depreciate sharply, then, there
would need to be an attack on the bonds of Germany, France, the
Netherlands and Finland – which for the time being is unlikely.

This last trend begs the question: why are non-resident
investors buying core eurozone bonds? And the question is all the
more worth exploring because these investors could solely be
investing in US debt, due to its economic improvement, but they
are choosing not to.

This is understandable. Several central banks have been forced
to invest in euros to diversify their foreign exchange reserves, and
most of this investment has been channelled into core debt.
Secondly, investors fear a rise in long-term interest rates in the
United States, in light of the growth recovery. And finally, non-
European investors are not overly concerned by the economic
situation in France and do not consider its fiscal solvency a
problem, due to its core membership in the Eurozone. This is
despite the fact the country has witnessed a loss of profitability

and market shares, and therefore is experiencing very low
potential growth – a trend that doesn’t look to be recovering any
time soon.

What prospects are there for the euro?

In the long-term, the structural reasons mentioned above ought
to lead to an appreciation of the dollar against the euro. But in the
short-term, it has become clear that an appreciation of the dollar
is not occurring – and this is because of the existence of net
excess demand for long-term assets denominated in euros,
primarily being funnelled to the core Eurozone bond markets. In
addition, risky Eurozone government bonds are largely held
within the Eurozone, so the sale of these bonds by investors does
not result in the euro depreciating. In light of this, the euro
exchange rate’s resilience to the downside is actually
understandable.

In short, for the euro to depreciate in the short-term, there
would therefore need to be either growing concern over the core
Eurozone economy – with France at the forefront of the unease –
or the appearance of large direct investment flows from the
Eurozone to the United States. Neither of which can be seen.

Patrick Artus is chief economist at Natixis
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