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Dollar Implications 
 

his will be a year of change. Go down the list of key financial 

market institutions and challenge yourself to find anyone indi-

cating status quo for 2017. The Fed will likely increase the speed of 

interest rate hikes. The incoming Trump administration promises 

major reform in many investor-centric areas, such as corporate taxa-

tion, regulation, and the rules governing international trade. Over-

seas, the U.K. has a March deadline to officially declare its intent to 

exit the European Union. 

 

Change holds consequences for investment portfolios. We will have 

more to say on this topic as proposed reforms begin to crystallize.  

To kick-off the year, though, we want to discuss the potential impact 

of a U.S. dollar (USD) trend that has already clearly formed. Figure 1 

shows a historical view of USD’s value against major U.S. trading 

partner currencies. A general strengthening trend formed in 2014, 

stumbled in 2016, then regained momentum after Trump’s election. 

USD is now worth more than any time in the past thirteen years.  

 
There are fundamental reasons to suspect this rise will continue. U.S. 

interest rates are expected to increase faster than in major overseas 

markets, thus generating more demand for dollars and dollar-denom-

inated assets. Higher domestic growth expectations also tend to at-

tract capital and push up the dollar. And, most importantly, a signifi-

cant shift in trade policy that subsidizes exports and punishes imports 

could drive a significant increase in dollar value as the international 

trading system naturally adjusts. 

 

Increased expectations of dollar appreciation, however, make for 

more downside risk if the market ends up disappointed.  Rather than 

discussing only the potential impact of a rising dollar on portfolios, 

we will more broadly focus on increasing dollar volatility – the impact 

of significant strengthening or weakening going forward. We begin 

with a discussion of the consequences for different asset classes and 

investment strategies.  

 

What Strategies Like Dollar Volatility? 

 

An answer first requires a definition of dollar volatility. Our analysis 

assumes a simple rule – if the value of the dollar increased or de-

creased by 2% or more in a given month, we say it was a volatile 

month for the USD. The data we use goes back to 1990, a period in 

which we identify 110 volatile months out of a total of 323 (34%).  

 

Table 1 compares the average return of a select group of asset classes 

or investment strategies during volatile dollar months to their average 

return in calmer months (the dollar increases by less than 2% or de-

creases by less than -2%). A positive (negative) in the difference col-

umn indicates better (worse) performance in volatile dollar environ-

ments. Amongst this group, macro trading strategies are the only un-

ambiguous winners.   

  Table 1: Impact of Dollar Movement       

  Jan 1990 to Dec 2016  

    

  Source: Bloomberg  

    

  

 
Average Monthly 
Return During… 

   

  

  

Volatile 
USD 

Periods 

Calmer 
USD 

Periods 
Differ-
ence 

  

  US Stocks (S&P 500) 0.7 0.9 -0.2   

  Int'l Stocks (MSCI EAFE) 0.5 0.5 0.0   

  EM Stocks (MSCI Em Mkts) 0.8 0.8 0.0   

  Real Estate (FTSE NAREIT) 0.8 1.2 -0.4   

  Bonds (Barclays Agg) 0.5 0.5 0.0   

  Hedge Funds (HFRI) 0.9 0.8 0.1   

  Macro Strategies (HFRI) 1.3 0.6 0.7   

  Managed Futures (HFRI) 0.8 0.7 0.1   

            
 

For those familiar with macro trading strategies, this is expected. 

These managers should have currency trading expertise, and their 

ability to be long or short the dollar means they should be agnostic 

as to its direction. Still, the magnitude of the difference (remember 

these are monthly returns so 0.7% per month works out to over 8% 

per year) is significant. We think it supports the idea that macro strat-

egies add value in volatile markets, such as periods of rising rates, 

which often accompany volatile currency markets. 
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Figure 1: Dollar Strength
USD Index, Jan 1990 = 100
Source: Bloomberg
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What Strategies Struggle with Dollar Volatility? 

 

Strategies that struggle with dollar volatility tend to fear rising dollar 

environments instead of falling dollar environments. And as the ris-

ing dollar case is more likely in our view, we will focus there. Table 2 

is a different take on the previous data, drawing a comparison be-

tween the average return of an asset class or investment strategy in 

months when the dollar strengthens by at least 2% (this scenario occurs 

in 18% of the months in our data set) and all other periods (the dollar 

gains less than 2% or loses value). A negative difference column in-

dicates performance struggles in strong dollar environments. 

  Table 2: Impact of Dollar Strength       

  Jan 1990 to Dec 2016  

    

  Source: Bloomberg  

    

  

 
Average Monthly 
Return During… 

   

  

  

Strong 
USD 

Periods 

All 
Other 

Periods 
Differ-
ence 

  
  US Stocks (S&P 500) -0.6 1.2 -1.8   

  Int'l Stocks (MSCI EAFE) -2.9 1.2 -4.2   

  EM Stocks (MSCI Em Mkts) -1.6 1.4 -3.0   

  Real Estate (FTSE NAREIT) -1.3 1.5 -2.8   

  Bonds (Barclays Agg) 0.1 0.6 -0.5   

  Hedge Funds (HFRI) 0.3 0.9 -0.6   

  Macro Strategies (HFRI) 1.0 0.8 0.2   

  Managed Futures (HFRI) 0.6 0.8 -0.3   

            
 

In absolute terms, the two non-US equity asset classes (Int’l Stocks 

and Emerging Markets Stocks) are most significantly impacted. This 

is not a surprise since the value of non-USD stocks would be ex-

pected to decline as the dollar strengthens against the local currency.  

For example, a 10-euro stock is worth $11 at a dollar/euro exchange 

rate of $1.10, but only $9 at a much stronger $0.90 exchange rate. 

 

Emerging markets also tend to suffer from funding instability. A 

stronger dollar usually coincides with improved return opportunities 

(i.e. higher interest rates) in the U.S.  Emerging market asset prices 

sometimes fall as capital flows out in search of these improved re-

turns that the market perceives as safer. Additionally, many emerging 

market borrowers have USD loans backing non-dollar assets, a mis-

matched liability that grows as the dollar strengthens. 

  

U.S. stocks, while superior to international companies in these envi-

ronments, also have not benefitted from dollar strength. U.S. equity 

sectors that generate significant revenue overseas experience a de-

cline in the dollar value of their international businesses. This tends 

to negatively impact corporate earnings for large U.S. corporations, 

and the S&P 500 index duly suffers.  

 

USD bonds generated positive returns in strong dollar environments, 

but with a large haircut. Their roughly 1.5% annualized return in these 

months pales next to a 7% return in all other periods. This too is no 

surprise. If U.S. rates are moving higher, as is often the case in a 

stronger dollar environment, the market value of existing bonds (par-

ticularly higher rated bonds, such a U.S. Treasuries) commensurately 

decrease in value resulting in lower returns. 

 

Our Positioning 

 

Our expectation is for higher dollar volatility generally with a stronger 

dollar outcome more likely than a weaker dollar. With the previous 

impact assessment on asset classes and strategies in mind, we have 

positioned portfolios in the following ways: 

 

 In our equity sleeve, we are overweight U.S. stocks, which 

tend to do better than international stocks in periods of dol-

lar strength. 

 Within U.S. equity, we are significantly overweight small cap 

stocks, which tend to rely less on international trade to gen-

erate earnings. We believe small caps will fare better in the 

event of a strong dollar reaction to new trade policy from 

the Trump administration. 

 Within the BlueArc Multi-Strategy RIC we have a signifi-

cant weight to macro strategies that have profited on cur-

rency movements in both directions in the past. 

 Within our tactical strategy, we are significantly overweight 

U.S. equities relative to non-U.S. equities and have taken on 

broad international and Japanese stock exposure through 

currency hedged ETFs. These investments neutralize any 

impact of currency movements – positive or negative. 

 Finally, our fixed income sleeve is designed to have roughly 

half as much interest rate risk as the Barclays Aggregate 

bond benchmark. This resulted in the sleeve outperforming 

the benchmark index during 2016, as U.S. interest rates in-

creased along with the value of the dollar.  □    
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