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Diversification Out of the Dollar: Is a Comeback 
Due? 
 
Dollar cash is king for now.  
 
Yet we all know that the US dollar will not continuously rise in foreign 
exchange markets. There will likely be extended episodes of dollar 
weakness in the future, which could bring it to levels well below the 
present. Still, does this expectation warrant diversifying out of the 
US dollar long-term or speculatively shorting the dollar? 
 
Negative rate obstacle to diversification now dismantled 
 
The abandonment of negative interest rates back in July by the 
ECB, by the Swiss National Bank this Thursday (a rate rise of 75bp 
or 100bp expected from the present level of policy rate at -0.25%), 
and by the Bank of Japan (possibly as soon as this Thursday from 
-0.10% to say 0.20%), removes one obstacle to diversification. 
 
Most of us understandably baulk at diversifying into fiat money 
which delivers negative income. 
 
However, dismantling one obstacle does not mean the way to 
reinvigorated currency diversification is now clear ahead.  
 
What we can learn from the heyday of currency diversification 
 
The last epoch of monetary diversification – say the mid-1960s to 
the end of the 1970s – was driven by the superior monetary quality 
of the Deutsche mark, Swiss franc, and even Japanese yen to the 
US dollar.   Germany and Switzerland had taken the lead in setting 
up monetarist regimes defying US inflationary policies. 
 
In that context, it made sense for international investors globally to 
accumulate DMs, even though they could expose themselves to 
severe exchange risk, which could include a significant element 
unrelated to inflation differentials – i.e. real exchange risk. 
 

Executive Summary 
 
Diversification out of the US 
dollar no longer encounters 
the obstacle of negative 
interest rates on euros and 
Swiss francs; and this 
obstacle in yen may well 
disappear sooner than many 
now expect. 
 
Yet the case for diversification 
is much weaker than in 
previous eras, except for 
example where there is a zone 
of currencies satellite to the 
euro or yen. 
 
Diversification into the euro 
faces the challenges of 
fragmentation risk, exposure 
to rising financial crisis risks, 
and a monetary system for 
which there is no path to 
soundness without a total 
reconstruction. 
 
In several key respects, the 
yen has more attraction to the 
would-be diversifier out of 
dollars. However, we should 
not underestimate the 
damage done by BoJ 
Governor Kuroda’s policies (of 
course, with government 
support). And the exposure to 
crumbling public finances and 
a banking system which has 
taken on colossal credit risks 
in notorious areas of the 
asset-inflation landscape 
globally.  
 
Peace in the Russia War 
would bring a fillip to the euro 
– but peace here must mean 
the settlement of the 
economic war between the US 
and its allies on one hand and 
Russia on the other. 
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Today we are far from that situation. Meaningful monetary 
diversification occurs chiefly across the fiat/non-fiat money frontier. 
In the dimension of the dollar versus gold, the above-ground supply 
of the yellow metal grows 2-3% per annum at most. 
 
In making that assessment, we also acknowledge the waning of the 
non-inflation safety quality of alternative currencies (to the dollar).  
 
Europe no longer offers any safe-haven quality, whether in terms of 
shelter from tax authorities or weaponisation (asset freezes in 
particular).   As Moscow recently discovered, Europe fully joined 
with the US in freezing its assets.  
 
Euro flaws impede case for diversification 
 
An ailing monetary regime bedevils the euro. 
 
Far from defying US inflationary policies through the last quarter 
century, the ECB has imported the Fed's 2 per cent inflation regime 
in its entirety. Worse than that, there is no easy route for this 
institution to ever return its monetary base to "normal levels", with 
the ECB turning into a bad bank, its balance sheet filled up with 
loans and investments of weak sovereigns and banks. 
 
Potential and actual holders of the euro must worry about" 
disintegration risk" – the possibility that Germany may take the lead 
in breaking away from the present euro system, possibly founding 
a new narrower union. 
 
Even though disintegration may seem implausible under the current 
Red-Green-Yellow coalition in Berlin, history suggests that political 
change can arrive abruptly, especially given the catalyst of a severe 
financial crisis and extended recession, a scenario well within the 
mainstream. 
 
Diversification into the yen? 
 
In contrast to the euro, the Japanese yen does not suffer from such 
existential risk. And we could even say that for some reason (not 
the excellence of the monetary regime!), the yen stands out as 
having a superior inflation performance to the US. 
 
There are apparent negatives, however, for the yen in terms of 
gaining an important place in international monetary portfolios. 
 
Top of the list is a total distrust in the Japanese monetary 
authorities. 
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This wariness was built during the past decade of headlong 
pursuance (without "success" until this year) of the 2 per cent 
inflation target (as under Abe economics), which has gone along 
with massive "monetisation" of Japanese government debt, which 
on its gross measure towers at around 265 per cent of domestic 
GDP (net government debt at 170 per cent). 
 
The superior inflation performance of Japan to the US during the 
pandemic (CPI 3% since early 2021 versus 11 per cent in the US) 
is not a reflection of the superiority of the Japanese monetary 
regime but the innate lack of spending propensity in Japan even 
when monetary and fiscal conditions are highly stimulatory. 
 
Nonetheless, Japan's superior inflation performance (compared to 
the US and Europe, especially during the pandemic) translates into 
a plus for its currency, whose real internal purchasing power has 
declined substantially less than the euro or US dollar. 
 
Whether the yen can regain some international role as a long-term 
vehicle of currency diversification will depend crucially on two 
things: i) the long-run monetary path that the Kishida Administration 
now chooses to pursue and ii) how forcefully it pushes the BoJ 
during Governor Kuroda's remaining months at his post to make 
some adjustments as part of a yen defence strategy. We should 
also note the importance of the new BoJ team (Governor and Vice-
Governor), which the Government is expected to announce in 
December (to take office in April).  
 
Day of reckoning for the yen bears? 
 
Critics could say there is much-exaggerated pessimism in the 
present situation of the yen. 
 
Yes, the trade balance is in a large deficit, but the income surplus 
has become giant (as the income stream from Japan's vast net 
creditor position rises in yen terms as the yen falls). 
 
In any case, some of the critical factors now weakening the 
Japanese trade balance (China Covid-related shutdowns, 
suspension of foreign tourism into Japan, sky-high energy import 
prices) can all be viewed as transitory from a longer-term 
standpoint. 
 
More important than these trade balance forecasts for the yen is the 
prospect of capital flows into and out of Japan. 
 
Japanese investors can take advantage of a super-cheap yen to 
realise currency profits which could offset some of those significant 
losses in dollar and euro terms, whether in bonds or equities. There 
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is evidence that the super-cheap yen is drawing capital into Japan 
– not just the "Taiwanese" buying cheap properties in Tokyo, but 
also the prospect of repatriation flows back into Japan, and from a 
longer-term perspective, Japanese businesses onshoring activities 
which had long been offshored.  
 
Japanese government likes a cheap yen? 
 
On the other hand, there are negatives (for the yen). 
 
The Japanese government sees considerable advantage in a weak 
yen though perhaps not as soft as at present.  
 
The cheap yen and the related interest rate suppression policy have 
meant significant savings on servicing the massive government 
debt. Foreign exchange reserves at over 40 per cent of GDP rise in 
value as an offset to that debt. And the cheap yen could help 
revitalise the Japanese economy, not least by stimulating an 
onshoring of capital investment (this all takes a long time!).  
 
There are anxieties shared at the level of government about Japan's 
loss of competitiveness vis-à-vis East Asian economies, and a 
permanently cheap yen could be part of the solution from the 
government's perspective.  
 
Scenario: BoJ abandons negative rates and squeezes the bond 
bears 
 
Even as soon as this week, the BoJ could abandon negative rates 
and raise its key policy rate to just above zero. 
 
Why stick with negative, other than total rigidity of thought and 
obduracy of policy-makers at the BoJ on their way out?  
 
True, there is the question of how to abandon the related absurdity 
of yield curve control.  
 
But we could imagine short-term solutions whereby the BoJ raises 
the target band for 10-year JGBs to say 0.15 to 0.45% (present 
ceiling 0.25%) and simultaneously seeks to punish the masses of 
foreign bears, particularly on the JGB market.  
 
The BoJ could do this by joining the MoF in making no new sales of 
10-year JGBs, focusing new paper issuance on short maturities for 
the next few months.   The shorts would have to buy paper in tight 
supply to close their positions. 
 
Once the new leadership is in place at the BoJ, we could consider 
a joint operation with the MoF to sell masses of short-maturity bonds 
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into the market to mop up excess reserves – a similar procedure but 
much more significant than what occurred back in 2004. 
 
US intervention in Japan's monetary affairs? 
 
And what about foreign exchange market intervention?  
 
That is possible – though we must imagine that Tokyo would want 
to do this in conjunction with Washington; failing that, it might join 
the intervention with the BoJ abandoning negative rates. 
 
There are grounds for Washington to intervene in Japanese 
monetary and currency policies. 
 
After all, the plunge of the yen increases the likelihood of an 
almighty financial crisis erupting in Asia. The cheap yen brought on 
the 1997 Asian debt crisis.  
 
The problem here: Treasury Secretary Yellen has absolutely no 
inclination to think about global financial issues, and the position of 
Under-Secretary (no. 1 for international affairs) is still unfilled.  
 
How Russian war prospects influence case for currency 
diversification 
 
We have touched on the above issues of financial crisis and sky-
high energy prices stemming from the Russian War. 
 
Let's develop these a little more, primarily related to the prospects 
for the European currencies. 
 
Everything else the same, the more extended and complex the 
Russian war, the weaker the euro and the British pound should be. 
 
The obvious fact here is the price of natural gas and the possibility 
of disruption in the supplies of this. 
 
Along with the gas supply crisis, there are the efforts of European 
governments to hold down the price of gas to some or all 
consumers, implying more significant budget deficits and the risk 
that these will be monetised to some degree. Such monetisation 
could occur via central bank policies that rein back the climb of 
interest rates which otherwise would occur in response to the 
increased borrowing.  
 
The extent to which Ukraine has improved its military position 
through its counter-offensives in the North and South makes an 
early ceasefire less likely. 
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Yes, China and India's recent negative comments on war may 
persuade President Putin to issue a peace note, perhaps via the 
intermediation of President Erdogan or Macron, declaring a 
readiness to enter into negotiations with Kyiv. 
 
Maybe Kyiv would accept the invitation, and Vietnam-style peace 
negotiations could get underway with no prospect of early resolution 
– but at least they keep talking. That might give a little fillip to the 
euro because continued talking will increase the chances of a 
division opening – with France/Germany taking the position that 
Kyiv should make some territorial concessions, whilst the Biden 
Administration refusing to pressure Kyiv in that direction. 
 
Maybe after the mid-terms, though, that could change. Knowing all 
this, Kyiv, with US backing, might not hurry to agree to a proposal 
from Moscow to open peace talks (meaning the euro falls back 
again – the most likely scenario). 
 
Note that peace talks regarding the military conflict are far from 
resolving the economic war. 
 
Quite bluntly, Russia will want its foreign exchange reserves in 
European banks unfrozen as a condition of resuming gas supplies. 
 
That could be a long and complex negotiation, getting caught up 
with the issue of Russian reparations for war damage in Ukraine. 
 
On that limited but essential issue, some European disunion is more 
likely; Italy and perhaps (unlikely!) Switzerland might unfreeze some 
Russian deposits once the military conflict ends, even if the 
reparations issue is unsettled.  
 
Swiss franc strong because it is strong? 
 
The Swiss franc's strength through the war and more generally (as 
measured vs the euro and yen and pound – flat against the dollar) 
is somewhat perplexing. We are in a situation where the Swiss franc 
is strong because it is strong.    
 
The super-strength of the franc – which pre-dates the war crisis – 
has contributed to Swiss inflation much lower than in the eurozone 
(3.5% year on year to August). 
 
But why has the franc been so strong?  
 
The strength here is certainly not due to monetary exceptionalism. 
It is not due anymore to Switzerland standing out as a neutral 
country – given its collaboration with the EU and US in the economic 
war against Russia and its earlier abdication of banking secrecy and 
compliance with EU, US, and OECD international tax compliance. 
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The SNB follows the same inflation-targeting policies as the Fed 
and the ECB (albeit its formulation is somewhat less aggressive).  
 
Yes, the franc may gain from not being burdened like the euro by a 
monetary balance sheet full of bad debts. Still, we should not 
imagine that in a financial crisis, Switzerland would escape easily, 
given the known fragilities of its two largest banks and their 
exposure to the bubble areas of the global financial marketplace. 
 
Currencies in the looming financial crisis 
 
In a global financial crisis, whatever its source, the eurozone, the 
UK, Switzerland and Japan all have evident vulnerabilities likely 
looming more prominent than the US.  
 
US vulnerabilities include its commanding role at the centre of the 
global private equity industry. Still, in the case of the US, the risks 
of growing bankruptcies amongst firms owned by private equity 
groups might essentially bypass the banking system. The same 
comment (outside the banking system) applies to losses in the 
venture capital space related to the digitalisation boom and bubble. 
 
Japanese banks took on massive exposures to US, European, and 
emerging market risky loan assets and funded these in ways which 
make them vulnerable to a foreign run.  
 
At least we can say that Japanese and Swiss banks are relatively 
safe in this environment due to their national central banks' vast 
foreign exchange reserves. 
 
Also, in crisis, Switzerland and Japan can count on significant 
repatriation of domestic investors' short-term capital hitherto placed 
abroad for higher yields.  
 
The case for diversification out of the dollar – some 
conclusions 
 
So back to the beginning: what is the case for diversifying out of the 
dollar into these alternative currencies? 
 
As stated, there is no overall argument for diversification based on 
the inferiority of the US monetary regime as in the late 1960s and 
1970s. 
 
The case for diversification now is sometimes based on regional 
factors – especially relevant in Asia (where currencies are 
correlated with the yen) – or on specific and firm views about 
currency trends ahead. 
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The gist of our arguments is that such a case could now be made 
for including the Japanese yen in a monetary portfolio, even though 
there are serious two-way risks (including further yen depreciation). 
We hesitate to make such a case for the euro.   For the pound, it is 
too early to say. The new UK government has engaged in a vast 
domestic borrowing program to pay giant energy premium prices to 
US and Middle East producers – the nearest counterpart being the 
government's financing of reparations payments in the early years 
1920-2 of the Weimar Republic.   Optimists say the Bank of England 
will increase interest rates sufficiently to attract foreign capital and 
reduce domestic spending. The program's overall impact does not 
anticipate further currency collapse. We shall have to see. 
 
Finally, the discussion in this Viewpoint has been about fiat money 
diversification. 
 
The argument for diversification from fiat money (principally US 
dollars) into gold remains even more potent.   The 2 per cent 
inflation standard has collapsed. There is no basis for confidence 
that the Fed will be achieving 2 per cent inflation on a long-term 
basis. There will be a succession of further "inflation shocks" in the 
future, even if as is likely we first get a disinflationary crisis. And 
inflation or no inflation (as measured by the CPI), real interest rates 
will be falling back from the present level in the TIPS market of 
around 1 per cent or even higher to negative territory, consistent 
with conditions of economic sclerosis which the pandemic boom 
and its aftermath briefly camouflaged. 
          
 
 
 
 
 


