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Currency Outlook:  Which is the winning narrative, and is it time to dissent? 
         
Since mid-May, the dollar has fallen by 7-10 per cent against the major European 
currencies (euro, pound and Swiss franc), but has barely moved against the yen.  
That does not qualify as a large solo-move by the greenback within the dominant 
currency triangle, comprised of the US dollar, euro and yen in each corner.  The 
Canadian dollar’s 4 per cent rise against the US dollar is following the dynamics 
of that pair, influenced by commodity prices, especially oil, and now optimism 
on a new housing construction boom in North America as reflected in lumber 
prices near the sky. In the emerging market currency space, the dollar has 
generally remained firm. During the same period, the dollar price of gold has 
risen by approximately 15 per cent.   
        

In trying to project future market trends, it is always useful to understand how 
we got to the starting point – in this case, a European currency lift-off against 
the dollar. What are the evolving facts and interdependent narratives 
responsible?   
 

Narratives now contagious in currency markets 
         

First, there is the risk-on story. Carry-trades into credit markets, including both 
high-yield and especially non-prime investment grade, are resurgent. Central 
bank interventions led by the Fed, and accompanied by the ECB, have persuaded 
many investors to chase yield on the hypothesis that solvency and liquidity risks 
have far receded.   The dollar loses ground, mostly against European currencies, 
from apparently brightening skies over global credit and especially banking risks; 
that makes sense given that the epi-centre of the storm would be Europe with 
its deeply ailing financial system. In the Spring, the dollar’s firmness against 
European currencies and emerging market currencies reflected speculation and 
actuality that global borrowers outside the US would have to buy greenbacks to 
re-pay short-term dollar loans that would not be extended. The dollar was weak 
against the yen in the Spring. Japanese investors, at the forefront of the carry 
trades, temporarily pulled back and are now again leading the chase.   The extent 
of the dollar’s gains was then contained by fantastic swap operations by the 
Federal Reserve around the world. In recent months of risk-on, these swap 
operations have primarily been reversed.    
        

Second, there has been a European story. The lead narrative has been that the 
Macron-Merkel mini-Marshal proposed fund for the EU is a game-changer.  The 
story-tellers relate how Germany, in response to the pandemic emergency, has 
dropped much of its traditional opposition to EU fiscal policy and sharing of 
debts, and this is the dawn of a new era for Europe.  A sub-plot here has been 
optimism on the recovery plan itself - that public spending as prompted by the 
plan over coming years really will galvanize European growth  (compared  to  the  

Executive Summary 

The lead narratives in the dollar’s 
significant fall against European 
currencies since mid-May have 
been the decline in long-term US 
rates in real terms, the different 
course of the pandemic in the US 
and Europe, and the European 
Recovery Plan.  A subsidiary 
narrative has been the rising 
likelihood of a UK-EU “trade deal” 
this Autumn. 
 

A key factor, besides, has been the 
absolute boom in the global 
demand for high-yield and weak 
investment-grade credit paper, 
spurred by monetary radicalism 
starting with the Federal Reserve.  
Europe would be the epi-centre of 
any potential credit or banking 
crisis and so European currencies 
gain from the perceived risks of 
these receding.     Japan looms large 
as a supplier of funds to this carry 
trade boom, hence the relative 
weakness of the yen. 
 

In planning currency strategy for 
the balance of this year, these 
narratives and present facts about 
the carry trade should not be taken 
as given. They are all highly 
speculative and uncertain, albeit 
that they can give rise to powerful 
momentum effects. Strategy 
should include consideration of 
deep flaws in the optimistic 
European Recovery Plan narrative, 
the likelihood that there will be a 
significant dip in the pace of 
economic recovery and even 
second dip before the pandemic is 
over, and a substantial risk of 
darkening skies over credit 
markets. 
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US especially) and give it a leg up in growing green industries.   Meanwhile, new 
backing of Germany and Holland, both through the recovery plan and through 
extended operations of the ECB, has encouraged optimism about receding 
credit and banking risks in Europe, all positive for the euro.    
         

Third, there has been a pandemic story. The rolling of the first big wave through 
the South and West of the US occurred at a time when the pandemic receded in 
Europe and much of East Asia, especially China.   The setback this meant to firm 
US recovery hopes has gone along with speculation on further radical easing by 
the Federal Reserve, including extended manipulation of long-term rates.    
          

Hence, fourth, the pandemic story has overlapped a more fundamental 
narrative about the dollar and fiat money.   The Mnuchin-Powell-Trump Fed is 
taking the US dollar into a new stage of fiat money degradation.   
         

Yes, Ben Bernanke seemed pretty extreme at the time talking about helicopter 
money and his well-known proneness for dollar devaluation as a tool of anti-
depression policy.   But in retrospect he seems a conservative – running tight 
monetary policy throughout 2006-7 despite slowdown and gathering credit 
storm, speculating about a tightening of monetary policy in Spring and Summer 
2008 as the commodity markets bubbled. Inflation rose even though the 
economy was already in recession, and yet having embarked on bouts of QE 
forever talking about the exit plans.   By contrast under Messrs. Powell et al, the 
mantra has become that it is too early to even talk about how to raise interest 
rates and exit from present policies.   This Fed is getting ready to raise the 
inflation target from 2 per cent to compensate for past undershoots and is airing 
plans for a permanent control mechanism of long-term rates. 
 
Focus on the US real rate story         
 

Correspondingly, long-term real interest rates in the US trended down in the 
three months to early/mid-August, while inflation expectations have risen 
significantly from their recession low point. Inflation expectations, however, as 
derived from comparing TIPS yields with T-bond yields, are still considerably 
below the 2 per cent official inflation target at all maturities (for example 1.6 per 
cent at ten years). We pointed out in the last GMV that this measure has 
significant qualifications.    
 

10-year Breakeven Inflation Rate 
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In effect, the mainstream story about fiat money degradation is that this means 
a significant increase in monetary repression (this is a form of taxation measured 
by the extent to which interest rates are held down below where they would be 
under a sound money regime) rather than actual inflation.  
 

20-year Treasury Inflation-Indexed Yield, Constant Maturity 

 
 
Correspondingly, 20-year real T-bond yields in the TIPS market have fallen by 
60bp since mid-May to a level just around -0.60%. But average inflation 
expectations derived there are still quite tame at 1.60 per cent in 10 years.   
Equivalently, in the past three months, markets have become convinced that 
the Fed can keep rates near zero for much longer than previously generally 
assumed without triggering a rise of inflation to above target.   Perhaps this goes 
along with a view that investment opportunity will not be robust in the post-
pandemic world – as held back by the advance of big government and monopoly 
power, both facilitated by ever more unsound money. Or there could be a strong 
view that non-monetary forces will weigh down prices (high unemployment, 
digitalization).   
 
The post pandemic high inflation story          
 

If, by contrast, a narrative about looming high inflation in the post-pandemic 
world and the US, in particular, were to broaden out and strengthen the most 
likely far-out forward rates in the US yield curve would rise far above the present 
5-year forward 5-year T-bond yield at 1.00 per cent. Real yields on TIPS 
calculated over some time in the medium term would fall much deeper into sub-
zero territory.   The depressing effect on the dollar could far outweigh what we 
have seen in recent months – though that depends crucially on the evolving 
inflation outlook in the rest of the fiat world as we discuss below.     
         

Other monies than the dollar are also suffering degradation.  However, currency 
markets recently imply that investors think that the euro is being degraded less.  
There is some background chatter about how the German constitutional court 
might restrict the ECB’s ‘freedom of action’ (no real foundation – who seriously 
believes that Frau Merkel will not outwit the judges?). Much more important in 
the current narrative is that Germany, at last, is backing European financial 
federation, which is highly dubious according to the analysis in past GMVs. We 
have refuted both stories in an op-ed piece written for ‘Mises Wire’ and posted 
on our website on 07 August.     
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Yen tracks the carry traders                
          

The fact that the yen has been falling against the euro almost as much as against 
the dollar is not corroborated by news of further monetary degradation in Japan. 
It already has been far degraded under Abe-economics. To explain this weakness 
of the yen, we should look at other factors such as Japanese investors being 
intensely involved in the booming carry trades into high-yield dollar credits and 
European sovereign high-yields such as Italy.   Anecdotal evidence suggests that 
the European narrative has gone viral amongst Japanese investors.    
 

USD/JPY since 2017 
 

 
Source: Barchart 

 

British pound welcomes news on signs of capitulation deal with EU 
 

As always, there are a group of sub-narratives playing their roles in currency 
markets.   There is the dwindling prospect of a hard UK Brexit as Johnson 
prepares his capitulation, which helps to explain why Sterling has been roughly 
level pegging with the euro in its recent ascent against the dollar.  In the long-
run, capitulation will have a big price for the UK economy, but more important 
 

GBP/USD since 2016 
 

 
Source: Barchart 

 

in the perspective of summer currency markets, the good news for the pound is 
that there will be no trade dislocation this Winter as could occur if the UK exited  

Key support at 104.80 

Mostly rangebound between 1.20 – 1.35 since 2016 

Key support at 1.2660 

Shallow downtrend since 2017 
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the transitional arrangements without a deal. If there were no specific UK news, 
(including narrative) being digested in the currency market, then by default, 
Sterling would frequently move mid-way between a rising euro and falling 
dollar, not like a euro satellite.    
            

Then there is the optimism on China economic rebound, which helps to explain 
the commodity rise and Canadian dollar strength.   
              

In assessing the outlook for currencies through the remainder of this year, and 
beyond, we should try to decipher which of the above narratives will persist and 
flourish, and which will wane. What new tales of considerable power are already 
identifiable? And all of this is of course conditioned by how reality unfolds in 
coming months. 
  
The pandemic narrative and economic outlook 
           

On this last point, we take the consensus medical picture. In the first half of 
2021, there will be considerable progress in the distribution of vaccines and new 
better therapies against COVID 19.  All of this means that the supply shock would 
mostly be over by the second half of next year; equivalently, the supply of almost 
infection-free services/goods and workplaces will increase sharply – albeit that 
infection won’t be banned. Meanwhile, supply restraints will remain 
considerable through early next year, though much less so than during this 
Spring, with all its lockdowns.   
 

Our central economic scenario, matching this medical reality, is that the 
pandemic depression globally continues into the first half of next year.   We have 
already seen a strong re-bound from lockdowns, stay at home orders being 
relaxed.  That rebound likely decelerates or even gives way to a second 
downturn, but it will be milder than in the Spring. The severity of a second 
recession is conditional on the extent of a looming credit crisis and on the path 
of the pandemic (which includes state of hope about vaccines and therapies).  In 
general, business spending remains at depressed levels outside the pandemic 
stock boom companies, private consumption falls back from the higher levels of 
recent weeks, swollen by pent-up demand as lockdowns eased, and world trade 
remains in recession.  The sparkle of the Chinese economic bounce loses shine 
in coming months, as exports and private business investment reveal 
fundamental weakness.  That is despite China being in the lead with vaccination, 
all ready to be applied in the PLA; but that in itself might be a further irritant in 
US-China relations casting more shadow over foreign investment in that 
country.   
          

Somewhere in the period including second half 2021 and 2022, a robust 
economic expansion begins to emerge globally with inflation expectations 
climbing, in the US, Europe, China and Japan, by late 2022 and actual inflation 
into 2023.    
            

How does the leading narrative (above) of the dollar bears stand up against the 
central scenario?   
 
Problems with the weak dollar narratives going forward 
           

The short answer is that the narrative requires many qualifications.    
            

Monetary repression tax – and ultimately inflation tax – have also taken a leg up 
in Europe, Japan and China.  And until the post-pandemic boom is in sight, in a 
generally low or sub-zero interest rate world, the US dollar has relative appeal.   
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Negative interest rates are not on the agenda for this Fed, and even now the 10-
year US dollar swap rate is at around 1 per cent as against zero for euros.   
            

Indeed, in some respects, inflation tax is a more significant long-run spectre in 
Europe than the US.  Ultimately the Fed can reduce its balance sheet quite 
rapidly; the ECB balance sheet is so full of ‘junk’ that this would not be possible.     
And it is possible that as the post-pandemic boom comes into sight, US long-
term rates would bounce well above euro equivalents.   
          

Turning to the narrative, ‘clouds over global credit and banks have dissipated’, 
why, if at all, should this recede in the remainder of this year or beyond? And 
for example, cause risk-on currencies such as the pound and euro to fall against 
the dollar?   
           

There are several weak links here.  A sell-off in equities, especially financial 
equities, could yet be the trigger to credit market storm.  One factor here could 
be growing disappointment in the equity market about a delay in the economic 
recovery scenario and meanwhile more reflections about whether central banks 
are indeed insuring solvency risk. In general, they are not.   
  

Or the crisis might erupt from within the credit markets – with the quasi-Ponzi 
schemes which have seen growing funds entering the credit markets drawn by 
recent price gains reaching a phase where inflows no longer exceed outflows.  
Such breakdown may apply across several asset classes.   Especially relevant to 
credit is of course, the path of the commercial real estate market, oil prices 
(another plunge in oil price would add to credit losses), and the 
travel/hospitality industries.  
             

In Europe, the clearing of the credit skies in recent months has been due in part 
to widespread telling and acceptance of the narrative that Germany now has 
endorsed a Federal European budget and that the European Recovery Plan 
means a substantial improvement in the economic outlook for the euro-zone.    
It is dubious whether this narrative has caught on beyond the hedge funds and 
investment banks seeking to front-run market opinion.  Are investors really, in 
general, going to up the share of Italian bonds in their portfolios and of the euro 
in response to the Plan – or is this just fantasy, and highly profitable so far, for 
the front-runners?    
             

In the UK there has been no related good news for credit.  But effervescent 
trading profits in the financial industry and booming credit carry trades have 
helped UK-located financial institutions weather a difficult fundamental 
situation of tremendous vulnerability driven by recession/pandemic losses plus 
uncertainties as regards future business with Europe.   There are scenarios in 
which the UK financial and banking sector could be hard hit before this 
pandemic is over, even becoming the epi-centre of crisis.   The running down of 
the expansive furlough scheme this autumn and the related surge in 
unemployment require much focus from investors.  One journalist has described 
the UK as “fantasy island” this summer.   
          

So far, Sterling has gained from growing evidence apparent from June onwards 
that PM Johnson is readying to sign a “capitulation” deal with the EU. He is 
essentially agreeing to their terms for free trade in goods but obtaining no deal 
on UK service exports, of crucial importance to the UK economy.   The UK will be 
left in a high-risk situation by the emerging agreement.   The EU at any point can 
allege that the UK is not keeping to the terms of aligning its regulations, social 
protections, state aid provisions, in line with the EU, and impose tariffs or stop  



100 Pall Mall, London SW1Y 5NQ  |  Telephone +44 (0)203 995 4488 

macrohedgeadvisors.com  |  mha@macrohedgeadvisors.com 

 

 

imports. During this time, the matter is referred to arbitration.  And so-called 
equivalence status for a range of UK financial service firms allowing them access 
to EU markets can be withdrawn at whim.   
 
Bottom line: 
 

A fundamental shift out of the dollar by global investors is not justified by the 
present monetary, and more broadly, economic situation.   
  

Yes, the Fed is breaking previous records for radicalism. Still, it is a case for now 
of a plague on all your houses (central banks) with the US the undisputed 
monetary hegemon and where the post-pandemic expansion is likely to be the 
most robust and sustained.   
  

Euro remains burdened by existential risk. A new modest journey towards 
China-style ‘stimulus’ underpinned to some extent by Germany and Holland 
does not meaningfully reduce that risk which the pandemic has increased, nor 
does it improve European prospects relative to the US.      
 

Yes, there may be some relief in Europe (both sides of the Channel) that the UK 
and EU are coming to a trade deal – but on examination, this is a great 
disappointment for the UK post-Brexit outcome.   More immediate and in 
sharper focus could be the perception that the Johnson government, including 
its tame central bank, will use the tool of Sterling depreciation aggressively when 
faced with the second leg of recession this autumn.   QE and more stories about 
negative rates would be the means to this end – much less costly than all the 
talk of “build, build, build” (though that will continue of course). 
 

In principle, the yen could gain from the rest of the world – and the US in 
particular – catching up with its monetary radicalism; and the Japanese economy 
could well be amongst the best placed to boom in the post-pandemic years 
given the mix of its high-technology industries and their competitiveness.  The 
yen still has some potential to gain in any general risk-off market such as would 
occur if the pandemic bubble burst or the renascent credit bubble burst globally, 
in which Japanese investors have been large participants.     
 

Finally, in any assessment of asset and liability management over the rest of this 
year, we have to consider the path of the virus and its geographical spread.  
Much of the story of markets in the past three months has been mostly 
explicable by this fact alone.    Disappointment on vaccine news, compared to 
the base case, or a calming down of the disease in the US coupled with new 
flare-ups in Europe or Asia, could seriously bolster the dollar while weakening 
risk-on currencies, such as the pound, Canadian dollar and euro. 
 

FX Table : Key Technical Levels 

FX Pair Current Support Resistance Notes 

EUR/USD 1.1789 1.1580/1.1410 1.2120/1.2140 Bullish above 1.1580,   
Bearish below 1.1410 

GBP/USD 1.3069 1.30/1.2660 1.3570/1.3640 Bullish above 1.3000,       
Bearish below 1.2660 

USD/JPY 106.75 104.80 108.50/109.40 Neutral 

EUR/JPY 125.85 123.50 127.80 Bullish above 123.50,   
Bearish below 

 


