
The February flash crash served as a warning shot to the market to expect further 

volatility ahead. The goldilocks narrative of strong growth with benign inflation morphed 

into ugly inflation and deficit concerns in the US, driving bond yields higher which 

dragged equity markets lower. Within five trading sessions, the S&P 500 index undid the 

melt-up of the first three weeks of the year, and by the close of the 8th of February, the 

market was down over 10% from the peak.  

Accompanying this move was one of the largest spikes in volatility seen since the GFC. 

The subsequent normalisation has been almost as dramatic, which looks wrong to us as 

the concerns that triggered the severe market correction this month linger on.  Coupled 

with the steady drain of central bank liquidity over the next twelve months, we believe 

this is the year where volatility trends higher.  

Yet, the growth and inflation backdrop is such that long duration positions cannot be 

relied upon to be consistently defensive in this environment. This is why we have been 

increasingly favouring short positions in US credit as a way to build our defensive bias 

over the last few months. However, we are also being challenged by the changing 

relationships between asset classes, especially across global currency markets. In this 

newsletter I take a close look at how global FX markets have been behaving and delve 

deeper into the prevailing narratives currently underpinning a bidless environment for the 

US Dollar. 
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The US Dollar has weakened between 12% - 15% against other developed market 

currencies over the last 6 months, and interest rate differentials have been doing a poor 

job of explaining these kinds of moves in global currency markets. Interest rate 

differentials between two countries are typically a large component of traditional FX 

valuation models. All else equal, a country with higher interest rates (most notably real 

interest rates) ought to attract more foreign capital inflows, thereby leading to a 

strengthening of its currency. Yet despite interest rate differentials having moved in 

favour of the US relative to other major economies, the Dollar index has extended its fall.  

USDJPY is the currency pair which exhibits the starkest of dislocations between FX 

rates and levels implied by interest rate spreads. The pair traded in-line with the 

valuation predicted by interest rate spreads for much of the last few years until the last 

quarter of 2017 when the Yen said “sayonara” to the relationship and headed in the 

opposite direction predicted by the model. 

The Great  

Dislocation 
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Chart 1.  

“Sayonara!” 

Source: Bloomberg 

Perhaps some of this can be attributed to a benign low-yield environment, where longer-

term interest rate differentials have gained greater explanatory power as international 

yield-chasing capital flows have grown increasingly comfortable with duration. At the 

very least, relative yield curve performance did a better job of accounting for global FX 

movements last year, but even this method of FX valuation has broken down since the 

end of 2017. Through the implementation of yield curve control, the Bank of Japan has 

essentially held 10-year JGB yields between 0% and 0.10%, whilst yields on 10-year  

US Treasury notes started climbing in Q4 and accelerated in January. Despite the  

widening interest rate gap in favour of the US, the Japanese Yen has actually managed 

to appreciate. 

FX rates are a fickle beast and a reason why FX vols are generally much lower than 

across other asset classes.  FX models generally contain three ‘modelable’ components; 

as discussed interest rate differentials are generally the most important factor, driving 

relative carry between FX pairs. Valuation measures (such as PPP) and momentum 

factors tend to work over the long-term but experience significant cycles in performance.  

The ‘problem’ with FX is that there is another main component which cannot be 

mathematically estimated, and that is politics - as countries, or groups of countries, seek 

to influence rates because of a political agenda.  The best examples of this are the 

Louvre Accord, the Plaza Accord and more recently the Shanghai Accord. The drivers of 

FX rates at any one point in time are notoriously difficult to identify, or in market parlance 

it experiences ‘regime shift’. 

Regime Shift 
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Due to the breakdown of interest rate and currency relationships seen since late 2017, 

regime shift has been heavily used to describe the current behaviour of FX markets. It is 

important to remember that while interest rate spreads are the best way to model FX 

rates they are still pretty average. The direction of causality between interest rates and 

currencies can run both ways. Whether it is due to a flattening of the global Phillips 

curve or its complete dysfunction, the evidence of recent years points to an absence of 

inflationary pressures coming from wages. This makes the movement in exchange rates 

a larger determinant of local inflation, especially for the more open economies. The 

weakness in the US Dollar last year meant strength in other currencies such as the 

Euro, the Aussie Dollar, and most EM currencies, which helped to dampen imported 

inflation in those economies. Yet the weakness in the US Dollar failed to translate into 

higher inflation for the US as most of its trade is invoiced in USD. 

Other factors also contribute to the determination of exchange rates, with their relative 

importance frequently shifting. Global FX markets are constantly undergoing mini-

regime shifts. With the benefit of hindsight, it is also easy to point to growth differentials 

as a reason for the dislocation of FX from interest rates. Whilst US growth was 

undoubtedly solid in 2017, growth momentum in Europe and many emerging market 

regions were a greater source of positive surprise for markets. For the first time since 

the European sovereign crisis, European PMIs managed to sustain their upward 

momentum, and in spite of the reform agenda and regulatory tightening measures, the 

Chinese economy managed to accelerate in 2017, underpinning growth prospects for 

most of EM. If growth surprises played a greater part in explaining currency moves last 

year, then the weakness of the Dollar was not so much a reflection of the weakness of 

the US economy, but rather that growth outside of the US was strengthening. 

A strong global growth backdrop is also supportive of a robust risk environment for 

markets. In a year when the S&P gained over 20% and the VIX found its way to new 

lows, it’s not surprising there is a low demand for ‘safe’ currencies such as the US 

Dollar, in favour of higher risk currencies such as EM FX and the currencies of 

commodity exporters. The underlying risk environment also does a better job than rate 

differentials in explaining moves in the Euro last year, as election and currency break-up 

fears dissolved after the French elections, and Europe’s economic momentum was in no 

danger of being disrupted by the ECB’s actions. 

FX valuations models that rely on the differences between global economic cycles tend 

to fit well over longer time periods, but as the below chart shows, the weak Dollar has 

already overshot the measure of ex-US economic growth. This is fairly typical to see at 

turning points for global growth. Going forward, Europe is the most obvious candidate to 

lead this downturn, as Q4 2017 is looking very much like the top of the cycle for growth. 

Similarly, the recent data prints in Chinese growth point to weakness beyond the 

seasonality around Chinese New Year. Growth differential models would therefore judge 

the weak US Dollar as being overdone. 

Growing apart 
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The overshoot  

precedes the turn 

Source: IMF, World Bank 

Related to this idea of growth differentials influencing exchange rates, another possible 

explanation may be the link between the US Dollar and the growth in global trade. The 

recovery of global trade has led to the narrowing of output gaps of many of the US’s 

trading partners. This has a significant impact on open economies such as those in Asia 

and most of Europe, whereas US growth is much more domestically driven and less 

reliant on trade. Trade-led recoveries outside of the US has fuelled business optimism 

and lifted capex spending across many of the emerging economies. The US remains by 

far the world’s principal capital market where liquidity remains deep and abundant. 

Proposed banking deregulation in the US will free up further capital and liquidity. As 

economies import capital from the US for projects at home, the US Dollars they raise 

need to be sold in exchange for local currency to pay local suppliers and workers. EM 

capital imports have risen to their fastest growth rate since 2011, which is consistent 

with the robust global growth picture that we have been witnessing. This has added 

weight to US Dollar weakness over the past year, but is unlikely to be underpinned by 

the same exports revival in 2018. South Korea is the bellwether for global trade 

momentum, and its exports have already started to slow in recent months. 
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Trading with the enemy 

Source: IMF, Bank of England 



5 

It’s taken a long time. Monetary policy has done a great job in pumping financial asset 

valuations but has been largely ineffective on growth. For some time now, we’ve been 

highlighting the gradual handover to fiscal policy in driving growth outcomes, and this 

has been supported by the trend towards more populist leadership. 2018 has seen the 

first hand effects of this new policy strategy on markets.  

The first step was the passing of US tax reform just before Christmas last year. This 

brought permanent tax cuts to companies and temporary tax cuts to individuals, as well 

as the opportunity for corporates to repatriate cash held overseas at a cut price rate. It 

also increased the amount of borrowing by the US government by about $1 trillion over 

the next 10 years. This was followed in January by the passing of a continuing resolution 

to tackle the debt ceiling issue, with Congress approving Federal spending to the tune of 

$300bn over the next two years. We estimate that tax cuts will add around 0.4% to US 

growth this year, and new spending will deliver an additional 0.5%. The increase in 

government spending has at the very least guaranteed a stellar US growth result this 

year no matter what happens to the rest of the world. 

Finally the fiscal 

story matters 
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No war, no famine,  

but plenty of Trump  

Source: Bloomberg 

This will leave the US budget deficit at 7% of GDP, a record level outside of a 

recessionary period. With unemployment falling like it is, the threat of an overheating 

economy in the US is a real and present danger. Countries experiencing a growing 

budget deficit with a widening current account deficit have what is called a “twin deficit” 

problem, and this is usually a very bad thing for the currency. 
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Woe is the big Dollar. The need to fund the rising twin deficits is happening at a time 

when quantitative tapering is already under way and picking up pace, while massive US 

Treasury Bill supply is saturating private sector demand for shorter-dated issuance. It’s 

obvious that yields need to climb higher to find their new clearing level. If higher yields 

are a reflection of the higher risk premium the market now demands on US Treasuries, 

then a weaker US Dollar is the corresponding risk premium associated with the 

currency. With the US Dollar having held the long-standing privileged position as the 

world’s reserve currency, the US economy has also become the world’s largest debtor, 

resulting in significant outbound portfolio flows annually in order to service the large piles 

of its debt being held by foreigners. As the fiscal binge adds to the debt load, the cost of 

servicing this debt is also ratcheting up, accelerating the US Dollar’s descent. It’s not 

surprising, therefore, to see charts like the following one, depicting a decent long-term 

relationship between the US deficits and the Dollar index. 

The (im)balance 

of payments 
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The illusion of change 

Source: Bloomberg 

However, while nice to look at, percentage change charts like this one can be highly 

misleading and we suggest caution in interpreting them.  Even though the percentage 

fall in the US Dollar looks precipitous on this chart, it is only following a path that takes it 

back to being unchanged over the last five years, which actually implies US Dollar 

appreciation (i.e. absolute level) later in the year. So while the deficits are a problem we 

look to be already two-thirds of the way through the deficit-implied course of 

depreciation. If the path into fiscal and trade purgatory continues over the next few years 

then there will be downward pressure on the US Dollar in 2020 and beyond, but for now 

we believe most of the twin-deficit pressure is already reflected in the price of the  

US Dollar.  
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The reality of the bounce 

Source: BTIM, Bloomberg 

These EM-like arguments for a weaker US Dollar focus on the growing imbalances of 

the US economy. The idea that the US Dollar is rapidly losing its poll position as the 

world’s reserve currency goes beyond concerns of the twin deficit, and indicates a deficit 

of trust that is harder to quantify. Not only is there a lack of trust in Trump and his ability 

to drive forward sensible economic policies, but there has been a growing doubt over 

America’s ability to maintain global hegemony in other ways. Wherever you look, be it in 

investments in science and technology, in the prioritisation of green and sustainable 

growth initiatives, or in the advocacy of global trade, the US is no longer the world’s trail-

blazer, and is instead shrinking back into itself on all of these fronts. 

Last month it was import tariffs on washing machines and solar panels. Now it’s tariffs 

on steel and aluminium. Seeing the secretary of commerce, Wilbur Ross, on TV with 

cans of Budweiser and Campbell’s soup trying to illustrate the irrelevance of the tariffs to 

the pricing of those goods highlighted the absurdity of the Trump administration’s 

position. This latest extravaganza was clearly too much for Chief Economic Advisor 

Gary Cohn, as he resigned in opposition to the initiation of the tariffs. Perhaps the 

absurdity was already too much for the Dollar long before then. 

Absent the aforementioned deficits, the announcement of US tariffs could have just as 

easily led to Dollar strength. The first order effect of import tariffs would be to reduce US 

imports relative to its exports and improve the trade balance, in turn supporting the 

currency. Alternatively, in the short term, foreign exporters can do little to substitute their 

export destination with new markets, especially if that original customer is the US, and in 

order to maintain price competitiveness to its end customers, those countries may be 

forced to devalue their own currencies to counter the tariffs. This would also support the 

US Dollar. Lastly, insofar as the US equity reaction to trade tariffs was negative, it 

signals that protectionist policies rarely work and most often lead to poorer growth 

outcomes. This undermines the supportive risk backdrop. If a strong risk backdrop in 

markets was a key reason for the Dollar’s dislocation from interest rate differentials last 

year, the reversal of this should mean a stronger Dollar. 

The third deficit 
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Those who argue for protectionism leading to a weaker Dollar often point to the short-

lived steel tariffs imposed by President Bush in 2002. These tariffs were seen to be 

sparking a significant fall in the Dollar, but this was at the same time as core inflation fell 

from 2.8% to barely above 1% in just two years. Even with the benefit of hindsight, it can 

be difficult to unpick the real factors driving currency valuations at any point in time. 

Speaking at the World Economic Forum in Davos, Treasury Secretary Steven Mnuchin 

sent the Dollar sharply lower after mentioning that “a weaker Dollar is good for us as it 

relates to trade and other opportunities”. This may have foreshadowed Trump’s moves 

on tariffs more recently, highlighting the role a weak Dollar has in improving the 

competitiveness of US industry. There have also been ‘soft’ indications of the US’s 

move to a more mercantilist trade policy over the past year. The quarterly Treasury 

reports that stand ready to name various Asian nations as currency manipulators have 

significantly dampened those central banks’ smoothing activities in their FX markets, 

also helping the US Dollar to stay soft last year. 

Back in January 2017 we opined on Trump’s protectionist leanings and essentially 

dedicated more than half of the newsletter explaining the longer term “hollowing out” of 

manufacturing (and hence middle America) was likely the result of an playing field that 

hasn’t exactly been level on trade between the US and China.  

This has also been the message of Trump’s special advisor on trade Peter Navarro, a 

distinguished academic who has strong views on trade that are considered ‘unorthodox’ 

by nearly all other economists. He asserts that China and Germany have unfairly 

competed on trade through engaging in the manipulation of their currencies and believes 

in the repatriation of global supply chains to rebuild American manufacturing, and “Make 

America Great Again”. Assuming such “America First” measures would be successful, 

there would be a reduction of the US trade deficit, something that would help to reduce 

the seriousness of the twin deficit issue. 

The ultimate 

currency 

manipulator 
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But such protectionist measures rarely work. Not only does the US face retaliatory 

measures, but the imposition of steel and aluminium import tariffs serves the purpose of 

shooting oneself in one’s own foot in terms of higher input prices being faced by 

downstream industries. Furthermore, capacity utilisation in the US aluminium industry is 

only at 48% and output is at its lowest since 1951 as a result of the loss of 

competitiveness that has been occurring over decades. Reopening capacity and 

increasing productivity in these sectors will likely be a long and costly process. Tariffs 

are not the quick fix that Trump is looking for, he’d do much better to take a leaf out of 

the books of some EM nations and pursue economic reform. 

Trying to ‘jawbone’ a currency lower is a strategy that fails far more often than it works. 

However, backing this up with a policy that ends up having the unintended consequence 

of driving down the US Dollar may just end up working. This policy was US tax reform, 

passed in late December last year. As part of this legislation, corporates are allowed to 

repatriate cash held in foreign bank accounts for the low tax rate of 8% versus the 35% 

which applied previously. This cash move has definitely been happening, and on a large 

scale. For Apple and Microsoft alone, the total repatriation could total half a trillion US 

Dollars. Given that these companies have already told us what they expect their tax bill 

to be as a result of moving cash back home, these large-scale corporate repatriations 

are very likely to go ahead. 

The resultant impact on the value of the US Dollar is not immediately obvious. The bulk 

of this cash is already denominated in US Dollars, held in offshore bank accounts, so 

moving them back onshore to the US does not require any extra buying of US Dollars. 

However, this has resulted in enormous demand for US Dollar funding, clashing 

painfully with the surge in government borrowing relating to the newly approved 

spending bill.  

The repatriation of cash from overseas bank accounts drains Dollar deposits from the 

offshore USD banking system. At the same time, corporate America turns from a net 

lender to this banking system to an outright borrower, as they can no longer rely on 

those large offshore cash piles to fund local operations. As offshore banks play a larger 

role than onshore US banks in the setting of short-term market lending rates for Dollars, 

this corporate repatriation has driven up the cost of borrowing US Dollars relative to 

other currencies. 

Part of this cost can be captured by the gap between short term market lending rates 

and those charged by the Fed. This spread is a very important indicator of the health of 

the financial plumbing in the US banking system, and tends to only widen in the most 

extreme market environments where fears of bank defaults increase or when banking 

regulation changes markedly. Thankfully, bank defaults are not on the rise, and if 

anything, upcoming banking deregulation should bolster system liquidity. Yet, these 

spreads remain elevated even after this month’s equity vol-spike had subsided, pointing 

to some ongoing issues with the supply of US Dollars. 

Did Trump  

and tax reform 

murder the 

Dollar? 
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Join the queue for  

the bank teller 

Source: BTIM, Bloomberg 

Rising borrowing costs for US Dollars increases the cost of currency hedging for  

foreign investors. This is currently at such an extreme that a Japanese investor wishing 

to hedge out their foreign currency risk will receive a higher return from German Bunds 

even though 10-year US Treasuries are yielding nearly 2.90% while 10-year German 

Bunds only yield around 0.65%. This disparity forces huge investment flows away from 

the US Dollar assets and towards Europe. It is this diversion of foreign investment flows 

that has been the unintended consequence of Trump’s tax policy, simultaneously 

helping to perpetuate the weakness of Dollar.  

Whilst we expect US Dollar funding to remain tight over 2018, a slowing Europe or a 

less hawkish ECB can easily cause a rebalancing of flows back towards the US. Unless 

the funding situation gets worse in the US, the diversion of capital flows to Europe would 

only make it harder for the US Dollar to rally, but won’t necessary provide the impetus to 

drive the Dollar further south. 

A fair amount of optimism has been priced into markets relative to this time last year. 

Economic surprises globally have been lacklustre, with most recent data suggesting that 

the rest of the world is ‘disappointing’ more strongly than the US. A slowing global 

growth picture, especially when the rest of the world is slowing more than the US, tends 

to lead to a higher US Dollar through several channels.  

Is Goldilocks  

still alive? 

Chart 9.  

Time for payback? 

Source: Bloomberg 



11 

Firstly, as growth slows, consumption of natural resources also slows, which is bad 

news for commodity exporters as they see a worsening in their terms of trade. The 

economy to affect the largest swings in global demand for commodities has been China, 

and in particular its construction sector. In order to avoid its own “Minsky moment”, the 

task of addressing the property bubble has been heavily prioritised, and we have already 

seen the growth in construction sector investments turn negative. The effects on global 

commodity prices have been limited thus far as supply side reforms within China have 

also helped to prop up international bulk commodity prices, but should China’s slowing 

economy eventually drag down global commodity prices, the resulting impact would be a 

strengthening greenback against the commodity exporters and EM currencies. 

Secondly, global manufacturing sectors exhibit a high cyclical beta to global growth, 

which is exactly why manufacturing exporters drove so much of the recovery last year in 

places like Korea, Japan, China, and even Europe. In contrast, the manufacturing sector 

makes up a smaller portion of the US economy, which meant that it saw a smaller 

benefit to its cyclical upswing. Nevertheless, it will be dragged lower as global growth 

momentum fades. In such a scenario, a slowing global economy should see the US 

Dollar appreciate against the currencies of economies driven by their  

manufacturing exports. 

Lastly, with growth expectations running high, disappointments will lead to weaker risk 

appetites. Coupled with rising US yields that are no longer solely on the back of a firmer 

growth story, but propelled by questions of “who will fund this US fiscal binge?”, these 

are typical conditions under which long-standing lazy carry trades begin to unwind. This 

is bad news for EM currencies, and doubly bad news for those currencies whose 

positive fundamental momentum have stalled. In Asia, the Indonesian rupiah and the 

Indian rupee have been market favourites on the back of good reform momentum, yet 

still offering high carry. If it sounds too good to be true, it is definitely too good to last. 

The positive backdrop of reform in India has been overshadowed by banking sector 

fraud and worries over fiscal slippage. Carry in Indonesia is no longer so attractive, and 

positive ratings momentum may start to turn as we hear of Moody’s voice its concern 

over the sustainability of the reform agenda. 

In a low-vol regime, of course you want to be long carry, and the higher the better. This 

all changes when volatility is rising. In previous newsletters, I’ve laid out our arguments 

as to why we think volatility is on the rise, and in the interest of brevity, it comes down to 

the withdrawal of easy global liquidity as central banks normalise from extraordinary 

monetary policy. A more volatile environment destroys the Sharpe ratio on carry trades. 

Further, it is usually the higher yielding currencies that exhibit higher betas, especially as 

volatility picks up. It turns out there was always a reason for why yields were higher for 

those currencies, and it wasn’t just free money. 

Take for example the Indonesia Rupiah. If you hold US Dollars in your bank account and 

decide to sell them for some Rupiah, you pick up roughly 2.5% of carry a year. Yet 

during the market turbulence in early February, you would have lost all that expected 

carry and then some in just two weeks. Since then, the currency has depreciated a 

further 1.25% against the Dollar. Also, if the Indonesian central bank continues to stand 

pat whilst the Fed hikes three, maybe even four times this year, your expected extra 

carry drops down to only 1.5% p.a. Does it seem worth it? We don’t think so, and our 

quantitative indicators are showing a breakdown in the carry-friendly regime. Watch out 

on all the other lazy carry trades out there… especially high yield credit. 

Carry is  

your frenemy 
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Currency markets are influenced by a number of factors, and it is rarely clear which 

forces are dominant until they have already exerted a great deal of influence. 

Sometimes, even with perfect hindsight, it can still be difficult to agree on a narrative that 

fits with market movements. We may look back in years to come and mark this period as 

the start of the Dollar’s final undoing, but it has not come undone yet.  At the same time, 

ready-made alternatives for a safe haven currency are not so easy to find. It was less 

than a year ago that everyone was fretting over how to price Euro break-up risk ahead of 

the French elections. And if the Yen is strengthening because investors are bullish about 

the Japanese reflation outlook, then any disappointments on that front would surely 

mean a dent to sentiment on the currency as well. In time, the Renminbi likely stands the 

best chance to take the US Dollar’s place, but Chinese economic and political 

infrastructure need to be repositioned before than can happen. Continued reform will be 

a necessary but not sufficient condition to secure the ascendancy of the Yuan. 

We fail to find any believers in a stronger US Dollar on the other side of our 

conversations. Whilst there is no doubt that worries over US credibility have certainly 

dented sentiment towards the greenback for now, especially against the Euro and Yen, 

the most compelling argument to support its further decline would have to come from a 

stronger ex-US growth backdrop. Yet ex-US growth looks to be losing momentum while 

Trump’s fiscal policy leaves the US the last beacon of accelerating growth. Relative to 

lofty global growth expectations, there is plenty of room for ex-US growth to 

disappointment, which will likely translate into lower yields outside the US. Should 

interest rate differentials reassert themselves as a meaningful factor in determining FX 

valuations, US Dollar bears would be forced to rethink their strategy.  

A US Dollar rebound would be bad news for emerging markets especially. In much the 

same way that a weak US Dollar provides a buffer through benign inflation, strong 

commodity prices for exporters, and low servicing costs on Dollar-denominated EM 

debt, a strong Dollar turns all those tailwinds into headwinds. Even if one is reluctant to 

confront the consensus on Euro or Yen, we’ve spoken to no one who wants to short 

commodity and EM currencies in a meaningful way. To us, the opportunity seems 

obvious, and valuations look compelling to position ourselves as US Dollar bulls. 

Confronting  

the consensus 
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