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DO HIGHER US RATES MEAN A STRONGER US DOLLAR? 
Bob Savage, Track Research

Since the first serious discussion of QE tampering 

on May 22, the US dollar has responded but more in 

emerging markets than in developed ones. 

The EUR and JPY stand out as outperformers against 

the USD in August compared to the weakness seen in 

AUD, INR, BRL and IDR. 

Current account deficits don’t work as a measure 

for markets either with NZD beating NOK, nor do 

commodities as CAD suffers even as oil races near 

the highs of the year. Global Interest Rate volatility has 

been higher since the Bernanke speech to Congress 

May 22 and that has notably lifted FX implied volatility 

perhaps in the only logical causality of the last 3 

months in asset markets.  The correlation of the US 

dollar to US yields is not consistent – suggesting 

other factors may be more important to consider if we 

really are set for a great rotation out of bonds and into 

stocks.  Asset market flows linked to value investing 

themes and growth expectation arbitrage may be a 

better explanation for why the EUR or JPY move than 

simply using interest rates.

There is a clear balancing act between volatility and 

financial market stress on one hand against higher 

growth and the need to normalize interest rate policy 

on the other. The FOMC and other central banks in 

the developed world are anxious to move away from 

extraordinary easy policy such as quantitative easing 

which seems to be having significantly less effect 

on the real economy and more disruptive effects on 

other nations and markets. But the rush to the exit 

will be tempered by the effect on risk assets.  The 

bigger balance between nations exporting goods to 

developed markets – and then recycling the profits 

back to asset markets has been noted as one of the 

faults leading to the US housing credit bubble.  But 

US investment flows via FDI and outright buying 

of emerging market stocks and bonds was also 

significant in the last 15 years.  The present emerging 

market turmoil has been brewing for well over a 

decade and expecting it to unwind in 3 months seems 

ludicrous.  The Minsky Moment of central banking 

appears to be upon us all as the relative calm forced 

on bond markets over the last 5 years from QE and 

other monetary policy unwinds and leads to a larger 

surge in volatility than anyone imagined.
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The IMF was charged with measuring global 

imbalances and the risk of financial contagion post 

the 2008 Great Recession.  The IMF 2013 Pilot 

External Sector Report covers the cross-country 

analysis on current accounts, global trade and FX.  

The report said that imbalances had narrowed and 

were about 0.75% of global GDP in 2013 June. They 

also noted that real exchange rates had risen in 

surplus countries and that FX reserve accumulation 

slowed. The recent moves in emerging markets have 

been surprising compared to their own measures. The 

biggest worry in 2012 and early 2013 was wrapped 

around the net capital flows to EM all of which sadly 

has become justified. There have been plenty of 

studies warning about the role of a race to the bottom 

in rates and the role of exchange rate pegging leading 

to an unstable equilibrium – The OECD van den Noord 

paper blames a savings glut, The St.Louis Fed Wang, 

Wen and Xu working paper argues for a two-way 

capital flow model.  The ongoing capital flow volatility 

and FX pain remains a key concern for the IMF and for 

the upcoming G20 meetings in Russia. 

Ultimately, the fate of the USD over the next month 

rests on more than just the FOMC QE tapering 

discussion September 19.  Expect the mood of 

the global markets to matter significantly – with 

the USD joining the JPY, CHF and others in safe-

haven status should the emerging market capital 

outflows continue.  Also expect that the real rate of 

growth in the 3Q US GDP to be critical – with special 

attention paid to the global PMI reports and to the 

US unemployment rate.  But most of all, the role 

of the USD and the rest of the rate world may be 

about volatility – with the political intrigue of the US 

budget and debt ceiling, the German election and 

the ongoing crisis in Syria all significant events risks 

likely overwhelming the rate differential models that 

worked in the Halcyon Days pre 2008.  The best way 

of measuring rates, FX and markets in a world full of 

angry voters maybe about incomes and satisfaction. 
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