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Bond yields and the US dollar had 
fallen since the US government 
appointed former FBI director 

Robert Mueller as special counsel to 
look into the Russian situation, inclu-
ding looking into charges that Mr. Do-
nald Trump may have obstructed jus-
tice when he “hoped” that erstwhile 
FBI director James Comey will drop the 
investigation into former white House 
staff Michael Flynn. But the decline in 
yields and the US Dollar stopped on 
June 6 when it was seen that Comey’s 
prepared statement for a Congressio-
nal inquiry did not seem to contain a 
“smoking gun” which could lead to the 
impeachment of President Donald Tru-
mp. Moreover, the USD movements in 
these two variables has been far from 
extraordinary, belying the FX market`s 
anxiety about the greenback (see 1st 
graph on this page ).

The recent sharp USD losses drive 
some investors to wonder whether 

this is the start of a long-term dollar de-
cline. We are highly skeptical. Instead, 
something more mundane is probably 
happening – the markets are reeva-
luating the post-election narrative, 
exactly as we had been anticipating: 
the “Trump trade” hits a bump in the 
road, and has to make a pause, then 
Reflation Wave 2 will commence in 
early Q3 2017. Reflation Wave 1 was 
predicated on this major narrative – 
that the Trump administration would 
provide an economic boost in the form 
of tax cuts and fiscal stimulus in the 
form of structure spending. But after 
the Republican majority in Congress 
stumbled in passing healthcare re-
form, investors are reevaluating the 
extent to which the administration 
can deliver its promises – and the ver-
dict is that tax cuts and stimulus will 
likely arrive late, in a smaller package 
-- or perhaps not at all. This naturally 

is causing investors to recalibrate their 
growth and interest rate expectations, 
which in turn is making bond yields fall, 
and that negatively impacts the dol-
lar, as a consequence (which pushes 
up gold prices); (see 2nd graph on this 
page).

It did not help that just as Mr. Trump 
is having all these troubles, the macro 

data started to become mixed. The U.S. 
Citigroup Economic Surprise Index fell 
in negative territory earlier in Q1. At 
the same time, most measures of in-
flation are decelerating, not accelera-
ting – we expect Core CPI to be mainly 
falling during the rest of the year, until 
early Q1 2018. US growth prospects 
have been leading for most of the post-
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Great Financial Crisis period, but other 
parts of the world are starting to stage 
their own rebounds. Real US GDP was 
1.2% in the first quarter, while it was 
1.7% in the eurozone. When the Rest 
of the World, ex-US, firm up, the US 
Dollar tends to weaken (see 1st graph 
on this page).

However, market data are provi-
ding evidence that a US dollar 

recovery soon follows, at least over 
the summer. Model-driven funds are 
now predominantly short dollars, and 
macro traders have largely given up 
on the long-dollar trade. When sacred 
cows get taken to the abattoir, that’s 
usually a sign that position-squaring 
has run its course. From there it just 
takes a relatively small amount of USD 
longs to flip the market sentiment. Fa-
ding market consensus has been a pro-
fitable strategy for much of the post- 
GFC era. Since December, the dollar’s 
gone from a superstar to a has-been. 
The time is ripe for the buck to fight 
back. We expect to see a USD trough 
very soon, and we could have another 
bull phase for most of 2017. The out-
look for the greenback further out is 
not as clear-cut to us, however.

The macro drivers of the US 
Dollar

It is generally assumed (wrongly, as 
it turns out) that there is a positive 

correlation between long-term interest 
rates and the US Dollar. There might be 
short-term positive impact from news 
of rising US rates, but those effects ge-
nerally dissipate after a few days. 

The reality is more convoluted than an 
assumed, simple valuation boost to the 
USD by higher US interest rates (assu-
ming other countries’ interest rates 
stay at the same level – which is unlikely 
at most times). It is important to take a 
longer view on the impact of rising in-
terest rates, especially its deleterious 
effect on US GDP growth. Moreover, a 
firmer US dollar boosted by rising rates 
will as well directly impact GDP via the 
net exports component, which is com-
puted as part of GDP. In the longer-run, 

rising rates, in due time, will negatively 
impact the US currency when domestic 
growth slows down. Or it could hap-
pen via the currency channel, as was 
the case of the strong US Dollar (from 
late 2014 to late 2016) depressing the 
US industrial production sector, which 
could not compete.   

Distilling the correlation between in-
terest rates and the US Dollar is not 

straight-forward as there is a reflexive 
(looped) relationship between the two 
variables. One of the most obvious is 
that rising interest rates improve the 
allure of the US currency, but that same 

upwards trend in rates makes US debt 
(government and private) lose value 
(price-wise), which discourages capi-
tal inflows and encourages outflows – 
both detrimental to the US currency’s 
long-term appreciation. So, it becomes 
a short-term positive, long-term nega-
tive situation for the US currency when 
interest rates head (up) during a tighte-
ning regime. Conversely, that is also 
true when interest rates go the other 
way (down), during an easing regime. 
The two charts below illustrate this 
coupled phenomenon.
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The 2nd graph on the previous 
page shows that short-term posi-

tive correlation between the US Dollar 
and bond yields are episodic and not 
consistent. Moreover, the relationship 
got skewed every time the Fed under-
took a QE program. Bond yields went 
higher (due to the sharp rise in term 
and inflation premia), but the US Dollar 
fell (due to the effect of the Quantity 
Theory of Money – increased amount 
of US Dollars in circulation lowers the 
value of the currency). These digres-
sions from the conventional wisdom 
which believes that higher rates pu-
shes the value of the currency higher, 
is cautionary tale that currency valua-
tion can not be gleaned from a simple 
comparative interest rate differential 
analysis. 

This signifies that the impact of in-
terest rate on the US Dollar takes 

a long time before it dissipates as its 
effect is very likely transmitted via 
macro-economic variables – one of 
them being the US Capital Account (see 
graph on this page). A rise in yields un-
derscuts the USD 6 months thereafter, 
as the Capital Account weakens. This 
deserves some explanation, as most in-
vestors have learned from “conventio-
nal wisdom” that it is the trade balance 
that impacts the currency the most. 
The traditional view is that a trade defi-
cit in goods needs to be financed by ex-
porting assets like Treasury bonds and 
real estate so that the two accounts 
balance out. Capital pays for the goods, 
and the country’s external balance nets 
out to zero. But the new reality is that 
the conventional wisdom is only ap-
plicable when there is no free global 
flow or trade in capital – which there 
is.  There is empirical evidence which 
suggests that trade in capital is now 
more important than trade in goods, 
and that free trade in investment ca-
pital leads to imbalances in the trade 
account.

The market’s original role as a 
mechanism for preventing trade 

imbalances from getting out of hand 
via currency adjustments has been lost 
as a result, so the Capital Account is 
now one of the de facto primary deter-
minants of the US Dollar’s relative va-
luation against other global currencies.   
Rising bond yields trigger a US bond 
sell-off by foreign holders of US debt 
(government and private), weakening 
capital inflows and increasing capital 
outflows. This weakens the US currency 
via the demand channel, a much more 
potent determinant of currency valua-
tion, compared to simple, comparative 
interest rate diferentials.  

Conclusion

With the Fed determined to 
tighten policy, sentiment should 

provide a floor for the US Dollar some-
time soon. The Yellen Fed is determined 
to “normalize” policy so if some deve-
lopments provide them cover, then 
they could have another hike in Sep-
tember, as they indicated they would. 
The inflation situation will be primary 
in deciding whether or not a December 
(or even a September) policy hike will 
be warranted later in the year. We will 
be watching the inflation data like a 
hawk over the rest of the year.
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