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Big Picture — FX carry vs what it would take to get FX trends

Key points

Remarkably range bound FX trading (e.g. EURUSD) - can last into year-end judging by
previous episodes.

A disruptive trend move more likely to come as short USD on the back of a disinflation
theme given implied long positioning in USD.

FX Carry continues to outperform trend strategy - risk is inherent long commodity and
equity bias in carry strategies.

Consider adjusting carry basket composition - funder rotation from JPY to CAD and SEK
and reducing NOK long to decrease commodity beta, add some short USD beta and 'tail

protection'.

Optionality overlay for disruptive trend move - e.g. low delta wings on EURUSD.

Idiosyncratic overlay - EURJPY and EURGBP display the least beta to global factors.

Despite everything that has happened this year with the conflict in the middle
east, disruption to the strait of Hormuz and repricing for central banks there
has been remarkably little trend in FX. So, what would it take to get some
bigger moves?

- The current range trading feels like it has been ongoing for a long time already but both in 2015/16 and
202324 we had range trading episodes that lasted for 18-20 months in EURUSD — today that would
take us into year-end (upper left chart).

- If we isolate episodes where EURUSD had an absolute move of 10% over four months we can look at
underlying factors (rates, rate differentials, yield curve, VIX, equities, oil) and filter for the larger moves
in those drivers, which coincided with stronger FX trends (upper-right table).

- This can give us some indication of what would need to happen to significantly dislodge the dollar from
the current range (bottom chart and table).
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Range trading can take time USD trend episodes: Associated moves in underlying factor
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With the current market set-up, a short USD trend would seem to be the more
likely direction of travel:

- Speculative positioning looks short EURUSD, while the Dollar looks increasingly underpinned by equity
inflows (i.e. would a market/Al theme correction be associated with USD depreciation?) as is illustrated
in the upper two charts.

- Meanwhile exposure to USD assets is high, as FX hedge ratios have declined a fair bit, while there is
also an increasing risk that Japanese capital flows can reverse (Japanese real money allocating to JGBs
instead of US treasuries on an unhedged basis) as shown in the bottom two charts.
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Spec. positioning short EURUSD Foreign net purchases of US securities by
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So, how could one approach FX trading from a bigger perspective?

- Simplistically looking at FX strategy indices illustrates that carry has been winning out over time.
Carry has also worked well in the ‘new type’ of supply side crisis (Ukraine invasion and Hormuz closure),
while trend strategies worked as a diversifier during shocks such as the GFC, Euro crisis and the oil price
war (2014-15).
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FX Strategies in context
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- A pro-carry bias is a reasonable starting point, but it is worth thinking a bit extra about the risks now.
A carry basket will tend to naturally have a positive commodity and equity beta. A risk would therefore
be a stronger disinflation trend (e.g. Hormuz open and oil below $60 in 2027), which is not straight
forward to hedge away by picking the right funding currencies (hard to find low yielders with strong
positive commodity beta — left chart below), however, NOK could be avoided as a long.

Hedging away an equity beta should be more possible by e.g. picking CAD and SEK as funders, which is a
funder diversification that could prove necessary in any case if JPY is now impaired due to intervention
risk.
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Carry Dynamics: Yield vs commodity beta

7 ' 7
~MXN
6 3 Fo
*
5 - HUF  aup NOK 5
! ¢ e
| J ush -
4 GBPE\' b 4
3 NZD® %EUR F3
2 CALP SEK @ F2
1 ) 1
CNY JPY Hard to get rid
o N A s of the commodity |- (
1 betaincarry
1 CHF L strategies 1
T T T T T T T T T T

T
-0.3-0.2-0.1 0.0 0.1 0.2 0.3 0.4 0.5 0.6 0.7
Commodity beta (high freq. 1M lookback)

Source: Bloomberg, Macrobond, SEB

Carry Dynamics: Yield vs equity beta
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- A stronger disinflation trend (and risk to carry) could also be associated with a stronger
depreciation trend in the USD (as discussed previously). With implied volatility quite low ine.g.

EURUSD and low delta options not particularly bid up (pricing of butterflies), one approach could be to
consider overlaying FX carry with longer dated low delta EURUSD calls.
- Meanwhile, idiosyncratic FX trading opportunities in G10 have been strongest for Yen and Sterling

(judged by the low explanatory power, R-squared, from a factor regression framework).
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JPY & GBP has behaved more idiosyncratically
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In summary this top-down perspective would suggest:
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FX Carry bias Carry basket rotation
JPY impaired funder? — look at
CAD & SEK for short $ beta & tail
protection.

Reduce NOK long to avoid
commodity bias.

Risk is a disinflation theme or
equity correction

Optionality overlay

E.g., low delta wings on EURUSD
should disruptive trend move
emerge
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