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Federal Reserve is one of the most powerful global financial institutions. US monetary
policy affects not only the domestic economy, but also the global financial cycle and risk
appetite on global financial markets. Fed also affects, through different channels, the
actual monetary policy of other countries. Despite this, we are not able to find a stable
pattern between the Fed policy rate and the dollar. The US dollar is apparently influenced
by other factors to a higher degree. For example, the dollar tends to correlate strongly
with the ups and downs of global equity markets. Other research show that risk appetite,
market volatility and valuations of bond markets are important for the value of the dollar.
So, our conclusion is that you must focus on the latter factors to understand the dollar
developments, rather than on the US central bank’s policy rate.
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What happens when Fed starts to cut rates
The US-dollar has been declining a bit during the last couple of weeks, against the background of
rapidly falling bond yields and increased expectations of one or more rates cuts from the US central
bank. The latest pricing on financial markets suggests a reasonable probability for three or even four
rate cuts during the remainder of the year. We leave the question unanswered if this is reasonable or
not and focus on the behaviour of the dollar when Fed has started a rate cut cycle. Since 1984 we
have seen five such cycles, one every 7th year on average. This is shown in the chart below, together
with the US dollar development, in the form of the DXY index. We note that the fed fund target rate
as well as the dollar has been on a declining trend, with cyclical variations during the last 35 years. It
also seems to be some kind of connection between the policy rate and the dollar, but is there a
stable statistical relationship?

We have surveyed the development of the dollar during periods immediately after the beginning of a
rate cut cycle. This is shown in the table below. It is very few observations, but that’s what we got.
After the rate cut in September 1984, the dollar fell more than 2% during the following week but
recovered and was only less than 1% weaker after a month. After another two months the dollar was
even stronger than when the rate was first cut. The following four rate cut phases display different
dollar patterns. At one point the currency has declined initially and then reversed, or vice versa. At
others, the initial trend has continued. For example, during the latest rate cut cycle the US-dollar
continued to weaken during the following three months, but in 1995 the dollar continued to
strengthen. With the latest cycle as an exception, it took relative short time after the first cut for the
dollar to recover, if it weakened at all.
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Table. US-dollar development (DXY) during the Fed’s last five rate cut cycles.
First rate cut
20 Sep 1984
6 Jun 1989
6 Jul 1995
3 Jan 2001
18 Sep 2007
11 Jun 2019

1 week
-2,2%
+2,3%
+0,7%
-0,3%
-1,1%
..

1 month
-0,8%
-3,6%
+0,9%
+0,1%
-2,0%
..

3 months
+0,6%
+0,4%
+3,6%
+0,9%
-2,3%
..

B/E
15 Oct
7 Jun
7 Jul
17 Jan
8 Sep 2008
..

Strength
2,0
-0,5
-1,6
1,5
-1,7
0,7

– 1 month
+6,9%
+4,1%
-1,5%
-4,0%
-2,7%
-0,8%

An objection can be that the dollar was strong when the rate cut cycle started, and that the first rate
cut triggered a trend reversal. Alternatively, an already weak currency could decline further when
rate cuts started. In the next to last column we have added a measure of currency strength. (The
standard deviation of the previous five-year average at the time of the first rate cut.)
It is hard to find a pattern here. For example, the dollar was on the weak side both 1995 and 2007
but saw different developments after the first rate cut. On the same note, the dollar was strong both
1984 and 2013, but in the first case, the dollar weakened and then strengthened, while it was
relative stable after the 2001 rate cut. Currently the US dollar is 0,7 standard deviations stronger
than its five-year average.
Another objection is that the currency market already has anticipated the start of a rate cut cycle and
the dollar has moved weaker (or stronger for that matter) beforehand. The last column in the table
above shows the dollar development during the month before the first rate cut. It is hard to find any
consistency here as well. It is noticeable that the dollar has weakened in advance of the three latest
rate cut cycles, and to some extent during the last month. But generally, we can’t find any consistent
pattern between the start of a rate cut cycle and the development of the US-dollar both before and
after the start.

Does Fed affect the dollar at all?
This leads us to the next question, which is if Fed’s rate cuts generally have any significance for the
dollar and if the level of the policy rate has any connection with the dollar at all.
In the chart below we show the size of monthly rate cuts since 1984 on the horizontal axis and the
change of the US-dollar the following month, on the vertical axis. Most rate cuts during a month are
of the size of 25 or 50 basis points and from the figure it obvious that it is almost equally probable
that the dollar will strengthen or weaken a month after a rate cut.
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Rate cuts and the dollar
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In other words, it seems the dollar can move in any direction after the start of a rate cut cycle, as well
as after the rate cuts that follows. But has not the level of the policy rate anything to do with the
value of the US dollar? At least optically, in the first chart above, there seemed to be a positive
correlation between the policy rate and the US-dollar. However, when we perform different
statistical tests there are no stable connection. Below we show the result of a Granger causality test
between the Fed Funds Target Rate and the DXY-index and we cannot reject the null hypothesis of
no correlation. (We have tried several different periods and lags.) We have also used a new
forecasting software, Indicio, which uses Shapley values to detect any influence from explanatory
variables. Some simple tests show that the policy rate cannot add explanatory power compared to
for example bond yields, to the development of the US dollar. (If interested in these tests, pls send a
mail to contact@reconpatrol.com.)

Fed is powerful, but does not seem to rule the dollar
Federal Reserve is one of the most powerful global financial institutions, if not the most powerful. US
monetary policy affects not only the domestic economy, but also the global financial cycle and risk
appetite on global financial markets. Fed also affects, through different channels, the actual
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monetary policy of other countries. (For an interesting model of US monetary policy se the excellent
article ”US Monetary Policy and the Global Financial Cycle”,
https://www.nber.org/papers/w21722.pdf.) Despite this, we are not able to find a stable pattern
between the Fed policy rate and the dollar, neither if we look only on rate cuts nor on the level of the
policy rate. The US dollar is apparently influenced by other factors to a higher degree. As shown in
previous research, the dollar tends to correlate strongly with the ups and downs of global equity
markets, when they lose in value, the dollar outperforms most other currencies, and vice versa.
Other models of ours show that risk appetite, market volatility and valuations of bond markets are
important for the development of the dollar. So, our conclusion is that you must focus on the latter
factors to understand the dollar developments, rather than on the US central bank’s policy rate.
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Disclaimer
The information contained in this website is intended solely to provide general guidance on matters
of interest for the personal use of the reader, who accepts full responsibility for its use. The
application and impact of laws can vary widely based on the specific facts involved. Given the
changing nature of laws, rules and regulations, and the inherent hazards of electronic
communication, there may be delays, omissions or inaccuracies in information contained in this
publication. The information is produced by the website and the opinions expressed are as of the
date of writing and are subject to change. It does not constitute an offer or an invitation by or on
behalf of Recon Patrol to any person to buy or sell any security or investment product. Any reference
to past performance is not necessarily a guide to the future. The information and analysis contained
in this publication have been compiled or arrived at from sources believed to be reliable but Recon
Patrol does not make any representation as to their accuracy or completeness and does not accept
liability for any loss arising from the use hereof. All information in this website is provided “as is”,
with no guarantee of completeness, accuracy, timeliness or of the results obtained from the use of
this information, and without warranty of any kind, express or implied, including, but not limited to
warranties of performance, merchantability and fitness for a particular purpose. Nothing herein shall
to any extent substitute for the independent investigations and the sound technical and business
judgment of the reader. In no event will the author be liable to you or anyone else for any decision
made or action taken in reliance on the information in this publication or for any consequential,
special or similar damages, even if advised of the possibility of such damages. This document may
not be reproduced either in whole, or in part, without the written permission of the author.
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