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Perspectives

As vaccine distribution continues in full force and the 
global economy’s recovery from the COVID pandemic gains 
momentum, investors are concerned about depreciation of 
the U.S. dollar and how this phenomenon might affect the 
various asset classes within a portfolio. In this paper, we 
will examine the mechanics of dollar depreciation and its 
subsequent impact on traditional asset classes. 

INTRODUCTION: THE MACROECONOMIC FACTORS AND MECHANICS OF 
CURRENCY DEPRECIATION
There are three key factors that drive dollar strength or weakness: 

1. Flows into and out of U.S. Treasury bonds as safe haven investments; 

2. The interest rate differential between U.S. bonds relative to other developed 
economy sovereign bonds;1  

3. The U.S.’s “twin deficit” in its government balance and current account. 

We will investigate each of these factors in the following.

Flows into and out of U.S. Treasury bonds as safe haven investments. In general, 
caution and concern strengthen the U.S. dollar as U.S. investors repatriate flows 
back to the U.S. and non-U.S. investors buy U.S. Treasury bonds as safe haven 
investments. However, as the vaccines roll out and pandemic recovery ensues, we 
should expect to see a reversal, i.e., dollar weakening as risk appetite increases. 
We may in fact be seeing that already, as shown in Exhibit 1 on the following page, 
with the weakening of the USD index2 (in the solid teal) since the March panic of 
2020, at the far top right of the chart. 
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Exhibit 1:  U.S. vs. German & Japanese 10-Year Interest Rate Differential Leading the USD Index

But as with all recoveries, there will be continued uncertainty. In this case, there may be periods of risk 
aversion that could strengthen the dollar at various points along the way, which may attenuate a potentially 
weakening dollar’s trajectory.

The interest rate differential between U.S. bonds relative to other developed economy sovereign 
bonds. Relative economic relationships are ultimately reflected in economic growth, bond yields, asset 
performance, and currencies. As a case in point, the USD index appreciated versus the euro and yen 
in 2018 due to higher and rising U.S. Treasury bond yields relative to German and Japanese sovereign 
bond yields, as shown in Exhibit 1. Since 2018, however, this yield differential has been declining, with the 
gap between the 10-year U.S. Treasury bond yield (blue dotted line) tightening against both the 10-year 
German sovereign bond yield (orange dotted line) and the 10-year Japanese sovereign bond yield (green 
dotted line). The purple solid line shows this yield differential as the yield of the 10-year U.S. Treasury bond 
minus the average of the yields of the 10-year German and 10-year Japanese sovereign bonds. As we can 
see, this yield differential has been declining in earnest for roughly the last two years. 

In Exhibit 1 we could see this differential leading the USD index over time, with the differential rising in the 
early to mid-1990s before the USD index rose in the mid to late 1990s, the differential declining in the early 
2000s before the USD index declined in the mid-2000s, and the differential rising in the early 2010s before 
the USD index rose in the mid to late 2010s. The differential’s precipitous decline over the last two years 
has led many economists to believe that the USD index may follow suit over the next few years.

The perpetual near-zero short-term interest rates within the U.S. kept by the Fed may put a lid on rates 
across the U.S. yield curve. Moreover, the Fed has recently announced that it intends to keep rates lower for 
longer to boost inflation. Thus, the Fed’s higher inflation tolerance means that rates within the U.S. should 
remain close to zero for longer, potentially leading to a further withering away of the yield differential, and 
thus a potentially further weakening of the dollar. Ultimately, the improving global economy plus negative 
real rates in the U.S. may strengthen this trend as both domestic and foreign investors look outside the U.S. 
to put their money to work, thereby potentially devaluing the dollar relative to other currencies. The dollar 
typically depreciates when there is stronger economic growth outside the United States. Because Asia 
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and Europe encountered the spread of the virus before the U.S., they may have nationwide infrastructures 
set up for an economic rebound more rapid than the U.S. as they reach a level of vaccine distribution and 
adoption and herd immunity. This may cause stronger economic growth in Europe and Asia throughout 
the recovery, which may weaken the dollar and strengthen other currencies.3 As a related dynamic, the 
outperformance of U.S. assets versus non-U.S. assets has been a significant driver of dollar strength in 
the last 10 years, but a reversal of this pattern as a result of the growing global trade imbalance, Biden’s 
economic agenda, and the U.S. losing its interest rate advantage over developed country peers could 
mean dollar depreciation in future years. This economic growth and asset outperformance are typically 
reflected in the steepness of yield curves and overall bond yields,4 however, so this overall effect is often 
viewed as one and the same and captured within the yield differential.

The U.S.’s “twin deficit” in its government balance and current account. Each successive pandemic 
relief package increases the fiscal deficit. There is currently a “twin deficit” that is at its worst in 10 years. 
A twin deficit means that the U.S. has a current account deficit — importing more than exporting — and 
a budget deficit —spending more than generating. The Biden win creates an impetus for further dollar 
depreciation because of more potential spending. So, while Biden’s platform of greater spending points in 
the direction of bringing about a weaker dollar as a byproduct, the narrow majority in Congress may limit 
the ultimate level of spending and amount of dollar depreciation.

In summary, the two key leading indicators of U.S. dollar-strengthening or weakening are interest rate 
differentials, as shown above, and the twin deficit. Exhibit 2 shows this twin deficit and how it leads the 
USD index. The blue dotted line shows the current account as a percentage of GDP and the orange dotted 
line shows the fiscal deficit also as a percentage of GDP. Both of these metrics have been largely negative 
since the 1970s. The green solid line signifying this twin deficit is the sum of the blue dotted current 
account and the orange dotted fiscal deficit. Lastly, the purple solid line shows the same USD index that 
was in solid teal from Exhibit 1.
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Exhibit 2:  U.S. Twin Deficit (Government Balance & Current Account) Leading the USD Index – 
Recent High U.S. Treasury Issuance Recently Increased the Twin Deficit and May Mean 
More Dollar Depreciation
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Similar to the abovementioned yield differential leading the USD index, the twin deficit line also leads 
the USD index over time. The twin deficit fell in the early 1980s before the USD index declined in the late 
1980s, the twin deficit rose in the early to mid-1990s before the USD index rose in the late 1990s, and the 
twin deficit fell in the early 2000’s before the USD index fell in step fashion. The one exception was in 2008 
when the twin deficit was pricing in a lower U.S. dollar, but demand supported the dollar relative to other 
currencies because the dollar has always been viewed as a safe currency and demand for it remained high 
going into and coming out of the Global Financial Crisis. The recent sharp decline in the solid green twin 
deficit line due to record U.S. Treasury issuance — in order to fund the pandemic relief stimulus packages 
— may be a leading indicator of more dollar depreciation to come.

The geopolitical ramifications of a weaker dollar may be concerning depending on the magnitude, as a 
weakened dollar’s position as the dominant world reserve currency may cast doubts on U.S. economic 
growth and finances. However, there are some benefits to a weaker currency. These same benefits are 
important to Europe and Japan as they aim to keep their currencies weak. First, a weaker dollar could be 
a tailwind for greater exports from U.S. producers as they sell products overseas — the overseas buyers 
could buy more U.S. goods due to the exchange rate. This enables U.S.-based exporters to benefit from 
higher profits due to the weaker dollar versus a stronger foreign currency. This may serve as a tailwind 
for U.S. credit and equity investment holdings within U.S.-based investment portfolios. Second, a weaker 
dollar helps non-U.S. bond issuers more easily service their dollar-denominated debt. This helps foreign 
government and corporate issuers that have dollar-denominated bonds outstanding and may serve as a 
tailwind for non-U.S. fixed income and equity investment holdings within U.S.-based investment portfolios.

Lastly, considering all of the above, before we delve into the impact of dollar depreciation on each asset 
class, it behooves us to examine what it will take for the dollar to weaken a little, weaken a lot, or rebound:

 � Case for Dollar Weakening a Little: The world still depends on the U.S. dollar for commerce and 
trade. For example, oil is denominated in dollars. As the pandemic ends, oil is expected to rebound 
due to the expected increasing demand for travel. This dependence on the U.S. dollar for trading 
oil will help support the dollar as counterparties will need to continue to maintain dollar holdings as 
reserves, and the potentially growing demand for oil would go hand-in-hand with a strengthening 
dollar as buyers of oil have to buy dollars first in order to buy the oil. In addition, Europe’s central 
bank, the European Central Bank (“ECB”), and Japan’s central bank, the Bank of Japan (“BOJ”), are 
not yet ready to let their currencies appreciate, as both Europe as a whole and Japan still want to 
keep their currencies weak in order to boost exports. As such, the ECB and BOJ are expected to 
intervene and not let the dollar weaken too much versus the euro and the yen.

 � Case for Dollar Weakening a Lot: The ballooning U.S. fiscal deficit, less risk-aversion that drives 
investors away from safe haven U.S. Treasury bonds and thereby weakening the dollar, and near-zero 
yields kept by the Fed resulting in the tightening yield differential versus the bonds of other developed 
currencies as shown above — all of these are the potential key drivers of a greater magnitude in the 
dollar’s weakening. Smaller effects come from a growing share of global trade being settled in the 
euro or renminbi, and global banks and asset managers diversifying their currency holdings away 
from the dollar.

 � Case for Dollar Rebound: Key drivers of a potentially pronounced dollar rebound include a more 
positive post-pandemic outlook of the U.S. economy relative to the rest of the developed world that 
may lead to continued U.S. asset outperformance relative to non-U.S. assets, hand-in-hand with the 
U.S. yield curve rising and steepening. However, going the other direction, a reversal of risk appetite 
driving investors to safe haven U.S. Treasury bonds could also strengthen the dollar. These two 
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dynamics are commonly at odds with each other with respect to currency movements. Furthermore, 
higher volatility in the markets due to an uncertain COVID recovery or a return of the U.S.-China trade 
war may also cause risk aversion and dollar-buying. In addition, a smaller U.S. deficit or the Fed raising 
rates sooner than expected could also strengthen the dollar. With these in mind, the notion that U.S. 
real yields may have found a bottom and may rise in coming months may not be far off. While each 
successive pandemic relief package is expected to weaken the dollar, once they stop, the dollar will 
be expected to rebound. Finally, as touched on above, the ECB and BOJ are not expected to let 
their currencies appreciate too much and would be expected to intervene. The ECB and BOJ are not 
expected to allow the euro and yen, respectively, to appreciate substantially against the dollar, so 
we may not be able to forecast a much weaker dollar. In fact, their intervention may potentially lead 
to a dollar-strengthening. Both Europe’s and Japan’s monetary policies right now are to maintain 
somewhat relatively weaker currencies in order to keep exports high and elevate inflation.

Ultimately, there is a lot of uncertainty in predicting dollar depreciation, as much of it will be driven by a 
recovery from the pandemic in this new economic environment that we are in — one that is very different 
from and may react more quickly than the economy that recovered from the 1918 Spanish influenza 
pandemic. In addition, there is substantial geopolitics at play, with the ECB and BOJ aiming to keep 
their currencies weak relative to the dollar coupled with the Biden administration aiming to enact more 
generous spending policies. Ultimately, predicting currency movements is not unlike predicting equity 
markets: participants are wrong more often than they are right, and significant bets one way or the other 
are not likely to pay off.  

In the following sections, we will discuss the impact of dollar depreciation on the fixed income, U.S. 
equities, and non-U.S. equities asset classes.

IMPACT ON FIXED INCOME ASSET CLASSES
In this section we examine the effect that dollar depreciation may have on the key fixed income asset classes: 
core bonds, sub-investment grade credit such as bank loans and high yield bonds, non-U.S. developed 
market bonds, and non-U.S. emerging market bonds. We will then assess the historical performance of 
these asset classes in periods of dollar strengthening and weakening.

Exhibit 3 on the following page juxtaposes the USD index with the cumulative growth of the key bond 
indices to gauge any correlation between bond returns against periods of dollar strength or weakness.
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As we can see, despite the USD index’s decline from 2001 to 2008, the various bond indices shown continued 
to rise throughout that decline in the dollar. There appear to be no outsized correlations between the 
dollar and bond returns. We will take a close, more systematic, numerical approach in the following.

Core bond portfolios are typically comprised of three broad types of U.S. investment grade bonds: 
U.S. Treasury bonds, investment grade corporate bonds, and investment grade securitized bonds that 
include mortgage-backed and asset-backed securities. Since U.S. Treasuries represent safe havens, while 
investment grade corporate bonds and securitized bonds represent corporate and consumer risk assets, 
they cancel each other out and would typically have no meaningful impact derived from the dollar’s 
strengthening or weakening. This is evidenced by Exhibit 4, which shows the annualized return of each 
of the major fixed income asset classes during the three major dollar-rising and falling periods over the 
last 25 years. Whether the dollar strengthened from 1995 to 2001, fell from 2001 to 2008, or strengthened 
again from 2008 to 2020, it appeared to have little effect on the performance of the U.S. Agg index, due 
to the fact that the safe haven U.S. Treasuries in core bond portfolios cancel out the risk assets in the form 
of corporate and securitized bonds in the same core bond portfolios. One evident trend is the gradual 
decline of the Agg’s annualized return across the three periods — a sign that the persistent fall in interest 
rates since the 1970s has a much greater effect on core bonds’ total return than the dollar’s strengthening 
or weakening.

Source: eVestment

Exhibit 4:  Annualized Returns of Bond Indices in Strengthening & Weakening Dollar Periods

Annualized Returns (%) USD Rose  
6/95–6/01

USD Fell  
6/01–3/08

USD Rose  
3/08–3/20

Bloomberg Barclays US Aggregate 7.1 5.8 4.1

CS Leveraged Loan 6.2 3.9 3.8

Bloomberg Barclays US Corporate High Yield 5.3 6.9 6.6

Bloomberg Barclays Global Aggregate ex-USD 0.5 10.6 1.5

JPM EMBI Global Diversified 15.5 11.3 5.5

JPM GBI-EM Global Diversified --- --- 1.8
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U.S. sub-investment grade credit such as bank loans and high yield bonds, however, represent pure credit 
risk. We would expect them to do well in growth/risk appetite environments with low haven-seeking by 
the broader markets. By extension, a growth/risk appetite environment that has low haven-seeking would 
be one wherein the market sells safe haven U.S. Treasuries, thereby driving the dollar down. However, a 
related effect is the rise and steepening of the yield curve in a growth/risk appetite environment, and, if the 
yield differential that we noted in the introduction above were to expand between higher U.S. yields versus 
lower non-U.S. developed country yields, then we would see a dollar-strengthening. As shown in Exhibit 
4, both the bank loan and high yield indices performed well across all three periods, with no particular 
trend correlated with a rising or falling dollar. This tells us that U.S. sub-investment grade credit such as 
bank loans and high yield bonds receive a breakeven effect from dollar strengthening/weakening, similar 
to core bonds. A continuing trend that is evident is the CS Leveraged Loan index’s declining annualized 
return trend across the three periods, a further reinforcement that the persistent fall in interest rates since 
the 1970s has a much greater effect on both core bonds’ and bank loans’ total return than the dollar’s 
strengthening or weakening.

Exhibit 4 shows that non-U.S. developed markets debt, as represented by the Bloomberg Barclays Global 
Aggregate ex-USD index, outperformed in the middle period corresponding to the dollar’s fall, but 
produced low returns in the surrounding periods corresponding to the dollar’s rise. This makes sense 
as non-U.S. issuers find it easier with a weakening dollar to service their dollar-denominated debt, which 
comprises much of the Global Agg index. We would also expect a larger variation to non-U.S. fixed income 
returns because currency exchange is a bigger factor as many of the smaller countries that do not benefit 
from the ECB have smaller central banks with less of a means of intervention. That middle period, 2001–
2008, also corresponded with two other dynamics: (1) A decline in the yield differential between higher 
U.S. rates versus lower German and Japanese rates. This would make sense, as such a declining yield 
differential would mean more fund flows out of U.S. bonds and into non-U.S. bonds, thereby driving non-
U.S. bond prices up, as reflected in the stronger return of the Global Agg ex-USD here. (2) Growth in the 
twin deficit, which would make sense again, as global investors grew wary of the U.S.’s stability with its 
growing twin deficit, and allocated assets more to the Global Agg ex-USD. Despite all this, however, a 
key consideration continues to be the extremely low and negative rates in much of the Global Agg ex-
USD, coming in the form of negative rates across much of the respective sovereign yield curves of Japan, 
Germany, and other Northern European countries. 

Emerging markets debt could be broken down into hard currency bonds, which are largely dollar-
denominated and represented by the JPM EMBI Global Diversified index, and local currency bonds, 
which are denominated in currencies local to the issuer such as the Brazilian real or South African rand 
and represented by the JPM GBI-EM Global Diversified Index. Hard currency EMD would be expected 
to benefit in weak dollar environments as these non-U.S. emerging markets issuers service their dollar-
denominated debt more easily. Exhibit 4 shows the EMBI index doing better in the first period of a rising 
dollar as well as the second period of a falling dollar, much better than the third period, so the currency 
effect, similar to U.S. bonds, does not have much correlation with returns. The GBI index unfortunately 
does not go as far back to show variation across the three periods. We would expect that emerging 
markets bonds denominated in non-U.S. currencies such as reals or rands would perform better in declining 
dollar environments, however, as that would mean a strengthening of these other currencies relative to the 
dollar, which should serve as a tailwind to local currency EMD. In addition, a weakening dollar would imply 
stronger growth in non-U.S. economies versus the U.S. economy. Here, we would also expect a larger 
variation to performance because currency exchange is a bigger factor as many of these smaller countries 
have smaller central banks with less of a means of intervention.
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Ultimately, however, blended EMD strategies that hold hard currency and local currency EMD would aim 
to overweight their hard currency versus local currency allocations according to expectations of a stronger 
or weaker dollar, thereby focusing the asset allocator’s attention to the fact that growth continues to be 
stronger for emerging economies versus developed economies, and lower debt-to-GDP positions remain 
for EM vs DM. We therefore recommend maintaining strategic allocations to EMD to take advantage of 
the real yield for U.S. investors and the favorable economic dynamics as well as diversification benefits of 
the asset class.

To conclude this fixed income section, in light of the above, Marquette recommends maintaining strategic 
fixed income allocations within the broad framework of core bonds and the satellite plus sectors ranging 
from sub-investment grade credit such as bank loans and high yield bonds to emerging markets debt on 
a blended basis. As we have seen from the above, currencies pose a smaller effect on U.S. fixed income 
such as core bonds, bank loans, and high yield. Corporate earnings, consumer earnings, and interest 
rates play a bigger part in the total return of those asset classes. Currencies may have a larger effect on 
non-U.S. developed markets debt, but we recommend minimizing allocations to non-U.S. DMD due to 
negative real yields to U.S. investors. We continue to recommend blended EMD as a plus sector satellite 
within a diversified fixed income portfolio based on its stronger expected growth and lower debt-to-GDP 
versus developed markets, as well as its stronger yield versus core bonds. A weaker dollar trajectory may 
be a tailwind for EMD as EMD managers would have less of a need to hedge and buy protection from 
dollar spikes. Lastly, blended EMD strategies that hold hard currency and local currency EMD would aim 
to overweight their hard currency versus local currency allocations according to expectations of a stronger 
or weaker dollar. This enables the allocator to focus on EMD allocations from a longer-term perspective.

IMPACT ON U.S. EQUITIES
Determining the impact of the dollar’s trajectory on U.S. equity prices in general is difficult due to its varying 
effects on businesses across the economic activity spectrum. More specifically, the extent to which a 
company’s operations (and stock price) are impacted by the greenback largely depends on that company’s 
exposure to foreign currencies, and different companies have very different exposures. For example, 
a weakening dollar could serve to benefit multinationals and other companies that derive a significant 
portion of their revenues via exports. This is due to the fact that foreign currencies are more valuable in 
a weak dollar environment, and American goods become more price-competitive when the greenback 
depreciates. On the other hand, a decline in the dollar is detrimental to capital-intensive companies that 
rely on imported materials as part of their production process, as these inputs become relatively more 
expensive when the greenback declines. With that in mind, it should not come as a surprise that the series 
of weekly returns for the broad-based S&P 500 index has exhibited a vague relationship with U.S. Dollar 
index weekly returns since 1995. The correlation coefficient (a measure of the strength of the relationship 
between two variables ranging from -1 to +1) of -0.12 between the two return series during that time 
indicates a weak negative association, but underscores the notion that movements in the dollar have had a 
largely indeterminant effect on the overall U.S. equity market in recent decades. It is worth mentioning that 
the weekly returns of the S&P 500 and U.S. Dollar indices displayed a positive correlation from 1995–2007, 
but have diverged since the Global Financial Crisis, a phenomenon clearly visible in Exhibit 5 (next page). 
From 2008–2020, the correlation coefficient for the two return series was -0.31, however the extent to 
which the last decade demonstrates the true relationship between the dollar and equity prices remains in 
question. The U.S. economy experienced a historic, 11-year expansion after the Global Financial Crisis, in 
part fueled by a low interest environment and quantitative easing by the Federal Reserve. The coronavirus 
pandemic has resulted in even more monetary stimulus and close-to-zero interest rates, which the Fed 
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has pledged to maintain until economic growth rebounds. These extreme alterations to the monetary 
landscape, in theory, have opposing effects on the dollar and equity prices. On one hand, low rates fuel 
equity multiples and have helped spur stock prices to new highs in recent years. At the same time, an 
expansion of the money supply creates downward pressure on the dollar, all else equal. So, when investors 
look to the recent past to examine the relationship between the greenback and U.S. equity index levels, 
unprecedented monetary stimulus and low rates should be considered as possible confounding variables.
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Exhibit 5:  Movements of the S&P 500 and U.S. Dollar Indices Over Time

Similar remarks can be made about the relationship between the dollar and equity market indices across 
the size and style spectrums. Since the mid-1990s, returns for the Russell 2000 index, which tracks U.S. 
small-capitalization stocks, exhibited a negative relationship with those of the U.S. dollar larger than that 
of the Russell 1000 index. Based on these data points, a case can be made that in general, a falling dollar 
benefits small companies more so than large ones. This fits with intuition, since smaller firms are more 
likely to produce and source materials for their goods within the United States. Another explanation for 
this relationship could be that when the dollar drops, international investors are more likely to trim back 
their U.S. equity exposure, of which large-cap holdings make up a more significant percentage. Within the 
large-cap space itself, returns of the Russell 1000 Value index displayed a negative correlation with those 
of the U.S. dollar in recent decades, which was larger in magnitude than that of the Russell 1000 Growth 
index (which was also negative). These findings indicate that cyclical stocks have tended to do better in 
falling greenback environments than their growth-oriented peers, which follows from the fact that many 
dollar-sensitive industries fall squarely within the value space (a point which will be expanded upon in the 
following paragraph). Still, it is important to point out that none of the correlations described above were 
strong from a statistical standpoint, and potential confounding variables abound. The differences between 
growth and value returns in recent decades, for instance, were likely more driven by market sentiment and 
interest rate levels than movements in the greenback. Investors should remind themselves that correlation 
does not imply causation, especially in cases where many factors are at play. 
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While the relationship between the dollar and broad market indices may be unclear, a somewhat different 
story emerges when the impact of the dollar on U.S. equities is examined at the economic sector level. 
Since 1995, the weekly returns of the Energy and Materials sectors of the S&P 500 have exhibited the 
strongest associations with the U.S. Dollar Index, with correlations of -0.24 and -0.23, respectively. Unlike 
the S&P 500, the return series for these two value-oriented sectors exhibited negative correlations with the 
greenback both before and after the Global Financial Crisis, indicating an inverse relationship regardless 
of the monetary environment. Such an association between the value of the dollar and returns for Energy 
and Materials should not come as a surprise to investors. The Energy sector includes companies dedicated 
to the exploration, refinement, and transportation of commodities including oil and gas. These natural 
resource-oriented businesses, which rely on exports for a substantial portion of their revenue streams, will 
likely suffer in a strong greenback environment since commodities are dollar-denominated, and overseas 
demand for U.S. resources is impaired when the dollar is more valuable than other world currencies. 
Conversely, when the greenback weakens, commodities become cheaper to the international community, 
creating demand tailwinds for energy companies domiciled in the United States. A similar story can be 
told about the Materials sector, which includes businesses that are primarily engaged in manufacturing 
chemical and construction products, as well as those in the mining industry. Like those in the Energy 
sector, many of these companies are exporters, and a weakening dollar causes their goods to be more 
competitive in the global marketplace. One area of the U.S. equity market that has maintained a positive 
return relationship with the U.S. Dollar Index since the 1990s is the Consumer Discretionary sector, which 
includes retail and consumer services companies. Again, this positive correlation is logical, as a stronger 
dollar leads to cheaper imports across the board. In environments where imports are cheap, consumers 
are left with more disposable income, which is often then spent on discretionary goods and services. 
When the dollar weakens, however, Americans have less disposable income to spend on luxury items. It 
follows that the cost to import goods for companies in this sector rises when the dollar is weak as well, 
which can lead to pressure on margins. So, while movements in the greenback may have muted effects 
on the market as a whole, there are certain economic sectors that clearly benefit or struggle based on the 
dollar’s trajectory, all else equal.

Given the myriad factors at play in financial markets and the global economy, it is difficult to assess the 
direct impact of the dollar on stock prices in the aggregate. The greenback has displayed a weak negative 
association with the broad U.S. equity market in the past few decades, but recent actions by monetary 
policymakers may have served to obfuscate the true relationship between the variables in question. Still, 
it is clear that certain subsets of the market are more dollar-sensitive than others, posing risks to investors 
with respect to currency fluctuation. When it comes to U.S. equity portfolio sleeves, allocators would be 

Exhibit 6:  Annualized Returns for US Equity Asset Classes in Various Dollar Environments

Value Core Growth

Large 17% 16% 15%

Mid 16% 16% 15%

Small 15% 13% 9%

Value Core Growth

Large 5% 3% 1%

Mid 9% 8% 5%

Small 9% 6% 3%

Value Core Growth

Large 5% 8% 10%

Mid 6% 7% 9%

Small 4% 6% 7%

Sources: eVestment; Russell Indices 

USD Rose 6/95–6/01 USD Fell 6/01–3/08 USD Rose 3/08–3/20
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wise to stress diversification across the size, style, and economic activity spectrums to curtail the impact of 
global reflation and hedge against movements in the dollar in either direction.

IMPACT ON NON-U.S. EQUITIES
For U.S. based investors, a non-U.S. equity investment requires conversion of dollars to the local country 
currency. Performance calculations require a conversion back to U.S. dollars; therefore, currency movements 
will directly impact the investors’ returns. There are two components of return in non-U.S. equities:  
(1) Stock performance (price and dividend) and (2) currency. The estimate for the total return is the stock 
performance plus the currency return.5 For example, if a U.S. investor owns a stock based in the United 
Kingdom and that stock is up 10% in the year but the currency (British pound) is down 5% in the year 
(relative to the dollar), the total return is roughly 5%.6 In contrast, performance of domestic equities is not 
directly impacted by currency movements. The stock price and dividend are the components of return.

Over short-term time periods, currencies can have a large impact on returns. As an example, in 2014 
currencies subtracted roughly 10.8% from the MSCI EAFE. In contrast, currencies added 7.0% to the MSCI 
EAFE in 2020. Over the long term, however, currencies have a smaller impact on total returns, particularly 
for the less volatile developed markets. For the MSCI EAFE over the trailing 30 years, currencies accounted 
for only a 40bps difference on an annualized basis. In comparison, the more volatile emerging markets 
have had a 97bps difference on an annualized basis over the trailing 20 years.7  

Source: Bloomberg

Exhibit 7:  Annualized Currency Impact on Returns

 MSCI EAFE 
USD (%)

MSCI EAFE 
Local (%) Difference

1 Year 7.8 0.8 7.0

3 Year 4.3 3.0 1.3

5 Year 7.4 5.8 1.6

10 Year 5.5 6.8 -1.3

15 Year 4.5 4.1 0.4

20 Year 4.5 3.4 1.0

30 Year 5.8 5.4 0.4

 MSCI EM 
USD

MSCI EM 
Local Difference

1 Year 18.3 19.1 -0.8

3 Year 6.2 8.1 -2.0

5 Year 12.8 12.6 0.2

10 Year 3.6 6.6 -3.0

15 Year 6.6 8.2 -1.6

20 Year 9.6 10.6 -1.0

Developed Markets Emerging Markets

As stated earlier, over shorter time periods currencies can have a larger impact on total returns. There 
are periods when currencies are additive and periods when they are detrimental. Exhibits 8 and 9 on the 
following page reflect the seesaw nature using rolling ten-year periods of performance. Over these time 
periods, the average difference for developed markets was +125bps and -104bps for emerging markets. 
While currencies have fluctuated between additive and detrimental, for the MSCI EAFE Index, currencies 
have added value on average over the history of the index. In contrast, currencies have on average 
detracted value from the Emerging Markets Equity Index. 
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Based on what we have discussed so far, we know that U.S.-based investors will benefit directly from 
a depreciated dollar via foreign currency appreciation. However, is there also an indirect impact on 
foreign stocks? To answer that question, we will look at the correlation between the DXY — an index that 
measures the value of the U.S. dollar relative to the value of a basket of currencies from the U.S.’s largest 
trade partners  — and the MSCI EAFE and MSCI EM Indices. Since 1980 the correlation of monthly returns 
between the dollar index and the developed equity index is -0.02. This essentially means over the last 
forty years the two are uncorrelated. Since 2000,8 the correlation of monthly returns between the dollar 
index and the emerging markets equity index is -0.40. Here there is a negative correlation, meaning that 
they generally move in opposite directions. 

As shown in Exhibit 10 on the following page, over time the correlations between DXY and the MSCI EAFE 
have fluctuated so we cannot confidently say that dollar weakness will have an indirect impact on the stock 
performance of the MSCI EAFE Index. For the emerging markets, however, the negative correlation has 
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Exhibit 8:  Rolling Ten-Year Currency Performance for MSCI EAFE 
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Exhibit 9:  Rolling Ten-Year Currency Performance for MSCI EM 
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been consistent, so we would argue that dollar weakness is a positive for local emerging markets stock 
performance. There are several reasons why a weak dollar is supportive of EM equities. Firstly, a lower 
dollar is generally a positive for economic growth and emerging economies benefit from strong global 
growth. Secondly, many developing economies are reliant on dollar issued debt therefore a weaker dollar 
lowers the cost of borrowing. So, while a weak dollar may not have an indirect impact on other developed 
stocks, it will likely be a positive for emerging market stocks. 
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Exhibit 10:  Rolling Ten-Year Correlation Between DXY and MSCI EAFE and MSCI EM 

We have covered the more immediate direct and the indirect impacts of dollar weakness on foreign stocks. 
Next, we will discuss how a weak dollar can serve as a headwind over the longer term. A weak dollar 
means a strong local currency for foreign countries. A strong local currency can have a negative impact 
on exports. For example, Japanese goods become more expensive for U.S. consumers when the dollar 
depreciates. This can lead to lower earnings for those firms if their foreign sales decline as a result of the 
higher costs. This dynamic has a larger impact on companies that rely more heavily on exports to the U.S., 
typically larger market-cap companies. Additionally, those companies that focus on non-U.S. business are 
less likely to be impacted by this phenomenon. Therefore, the impact of a weak dollar will have varying 
longer-term implications for companies based on how much of their revenues are generated from the U.S. 
and how these companies navigate the environment. 

Overall, dollar weakness will have a direct positive impact on non-U.S. equities for U.S.-based investors. 
This is because currency exposure is inherent in holding foreign stocks. Based on historical correlations, 
we expect dollar weakness to have a positive impact on emerging stocks. However, we are not confident 
that it will have an indirect impact on developed stocks. More longer-term, those companies that have 
greater revenue exposures to the U.S. could see their sales decline due to higher costs for U.S. consumers.
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CONCLUSION
Based on the analysis in this article, the impacts of dollar movements are mostly ambiguous for fixed 
income and U.S. equities. For international equities, the analysis is a bit clearer since returns must be 
translated from foreign currencies to dollars. Overall, trying to predict the movements of the dollar versus 
other currencies is notoriously difficult to do consistently, and therefore we recommend investors instead 
rely on the tried and true tenets of portfolio diversification and long-term focus. Given the events of 
the last 12 months coupled with future-looking economic and geopolitical developments, it is likely that 
the dollar will see further fluctuations in value. While it is important for investors to be mindful of such 
movements, we do not recommend tactical movements to take advantage of such dynamics and instead 
encourage investors to adhere to their long-term strategic asset allocations.

NOTES
1 Related to this is the relative growth between the U.S. and non-U.S. economies and as an extension, the relative performance 
between U.S. assets versus non-U.S. assets.

2 The U.S. Dollar Index is a measure of the strength of the U.S. dollar relative to a basket of U.S. trade partner currencies. The index 
appreciates when the U.S. dollar strengthens versus this basket of other currencies, which includes, in descending weight, the euro, 
Japanese yen, Pound sterling, Canadian dollar, Swedish krona and Swiss franc. The index is maintained by the Intercontinental 
Exchange (ICE).

3 As further examined in following sections, we expect a larger impact on performance for non-U.S. asset classes because currency 
exchange is a bigger factor as many of the smaller countries that do not benefit from large, strong central banks have smaller central 
banks with less of a means for intervention.

4  A steep yield curve represents an optimistic market that expects growth to bring about higher future interest rates. Higher interest 
rates represent an optimistic market because U.S. Treasury bonds are sold to buy higher-risk credit and equities, thereby driving 
credit and equity outperformance. The selling of U.S. Treasury bonds depresses their prices and increases their yields. 

5 This is an estimate calculation. The more accurate calculation would be: 
 (1 + stock performance) × (1 + currency performance) − 1
6 The actual return using the above formula is 4.5%
7 The MSCI Emerging Markets Index has a shorter history
8 The MSCI EM Index has a shorter history than the MSCI EAFE Index and DXY Index
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