
 

 

Pressure heaped on the FED to speak up 

Nick Wall, co-manager of the Merian Strategic Absolute Return Bond Fund, Merian Global Investors  

 

“Patience is no longer a luxury available to US Federal Reserve (Fed) Chair Jerome Powell. He would 

have already felt cornered as markets priced aggressive rate cuts, and the Sino-US trade war dented 

business confidence, and now, European Central Bank President Mario Draghi has increased the 

pressure to act. Draghi’s remarks in Sintra yesterday signalled that rate cuts and, potentially, more 

quantitative easing will be announced before his tenure ends in October. This led to euro weakness 

as billions more European debt now trades with a negative yield. 

Why is this significant? 

If the Fed takes a hawkish stance today, citing tight credit spreads and stock markets near record 

levels, then the US dollar is likely to embark on big rally. The yield differentials between US, European 

and Japanese rates would be so wide that money would just flow into US money market funds, 

depriving the rest of the world of the global funding currency. This matters given the build-up of 

dollar-denominated debt in developing markets since the crisis. It would also pressure the Chinese 

renminbi to weaken, stoking geopolitical tensions before the G20 as the renminbi approached seven 

to the dollar. And, lastly, credit spreads would widen as the “Fed put” devalued and markets price in 

lower earnings from abroad for US corporates due to dollar strength. As this played out, the Fed 

would, in my view, end up performing another U-turn and validate market pricing.” 

This is why it makes sense to expect a dovish Fed over the summer as any reticence to ease will be 

quickly felt in markets – but the timing is difficult to forecast. We still don’t know this Fed well 

enough to have confidence that it will be proactive and extend the record-breaking growth cycle. If 

the Fed is unwilling to decrease the degree of monetary policy divergence with other developed 

market central banks, it risks bringing this economic cycle to an end via a destructive dollar rally. 
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