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Summary and Major Conclusions: 

 
▪ The US dollar (USD) tends to rise and fall in very long cycles measured in years. The 

history of the dollar since 1960 reveals a distinct alternating trend between strength 

and weakness. 

 

▪ From its low in 2008, the USD appreciated by 40% through the early months of this 

year. From its recent peak in March, the USD has depreciated by 10%. My analysis 

strongly suggests that the USD will be in a gradual weakening trend over the next 

several years. 

 

▪ I have long argued that the USD is a countercyclical financial indicator. US assets 

are perceived as the safest and most liquid assets in the world. Investors purchase 

dollars aggressively during periods of uncertainty and high risk. 

 

▪ Movements in the USD can also be explained by political factors, interest rate 

differentials, relative rates of inflation, central bank policies, trends pertaining to net 

domestic savings, and trends in the US current account deficit.  

 

▪ Real interest rates in the US have declined in comparison with those in other 

countries. The real rate on two-year Treasury notes was more than 200 basis points 

higher than those of comparable securities in the eurozone 18 months ago. 

Currently, euro area real rates are higher than those in the US. 

 

▪ A surge in the US federal budget deficit would further reduce domestic savings and 

increase domestic demand relative to domestic production, with implications for 

domestic inflation. The increase in US imports relative to exports should exert 

downward pressure on the dollar.  

 

▪ To the extent that Democratic administrations tend to adopt less friendly business 

policies, the election of Joe Biden could be a negative for the USD. At the same 

time, political developments within Europe have improved significantly in recent 

months as leaders agreed to establish a €750 billion economic recovery fund. 

 

▪ Creation of a European recovery fund would facilitate fiscal transfers between 

member nations in the form of loans and grants, based upon need. This initiative 

would bolster the economic, financial, and legal strength of the eurozone, thereby 

increasing investor demand for euros.  

 

 

 

 

 

Sustained periods of dollar 

weakness are consistent with 

market preference for risk-on 

investment strategies. 

Because of its direct 

stimulus to world economic 

growth, a declining dollar 

tends to encourage a more 

aggressive risk appetite 

among global investors. 

Safe-haven assets such as 

US large- capitalization 

blue-chip stocks and 

government bonds become 

relatively less attractive as 

international fund flows 

migrate into riskier assets, 

such as non-US stocks, 

small-cap stocks, cyclically 

sensitive stocks, crude oil, 

commodities, and precious 

metals.  
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▪ Market perceptions of more aggressive monetary ease by the Federal Reserve relative 

to other central banks are dollar negative. The Fed has promised to keep its policy 

rate pinned at zero for many years.  

 

▪ The world will continue to migrate away from a sole reserve currency to a basket 

approach. The recent trend in currency diversification by world central banks has 

accelerated over the past year, as US dollar reserves continue to be replaced by 

euros, yen, and gold. Similar actions can be seen among institutional investors. 

 

▪ The most important consequence of a weak US dollar is a strengthening in world 

liquidity conditions, a precursor of more rapid global economic growth. A weak dollar 

reduces the cost of servicing the large US debt held by foreign institutions, which in 

turn helps to ease global credit conditions. 

 

▪ In theory, a sustained period of dollar weakness exerts upward pressure on domestic 

inflation. A falling dollar provides domestic firms with a price umbrella: As firms 

become more competitive versus foreign imports, selling price increases are easier to 

implement, pushing up US inflation. 

 

▪ A sustained reversal in the US dollar generally triggers a shift in global investment 

policy from risk-off to risk-on strategies. Global equities benefit at the expense of 

global bonds, non-US stocks outperform domestic equities, and economically 

sensitive stocks outperform defensive stock groups.    
 

 

 

 

Following years of strength, the US dollar (USD) appears to be entering a new 

phase. The USD peaked in March and has declined by more than 10% through 

the end of November, and further weakness lies ahead. Movements in the foreign 

exchange market are generally underestimated as influential factors with respect 

to the economy and financial markets. This week’s Economic Perspective 

provides an analysis of the factors that influence the direction of the dollar along 

with the most significant economic and investment ramifications of dollar 

weakness.    

 

WHAT IS THE OUTLOOK FOR THE US DOLLAR? 

 

The US dollar (USD) tends to move up and down in cycles that average five to 

seven years. The history of the dollar since 1960 reveals a distinct alternating 

trend between strength and weakness. From 1995 to 2001, the USD appreciated 
by more than 40%. From 2001 to 2008, the USD declined by 40%. From its low 

in 2008, the USD appreciated by another 40% through the early months of this 

year. From its recent peak on March 23, the USD has declined by 10%. My 

analysis strongly suggests that the USD will be in a gradual weakening trend over 

the next several years (see chart 1). 
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WAS THERE A CATALYST FOR THE DOLLAR’S RECENT 10% DECLINE? 
 

The peak in the USD on March 23 was not a coincidence. A wide range of 

financial market indicators confirm that March 23 was the point of maximum 

investor pessimism and uncertainty regarding both the COVID-19 pandemic and 

the economic outlook. The S&P 500, industrial commodity prices, government 

bond yields, crude oil, and gold all touched bottom on that day, and risk spreads 

in the high-yield corporate bond market spiked to a cyclical peak of 11%. Since 

that date, the equity market, industrial commodity prices, and gold have risen by 

60%, 28%, and 20%, respectively. Risk spreads on junk bonds have declined by 

more than 50% from 11% to only 4% (see chart 2).   
 

WHAT EXPLAINS THE DOLLAR’S BEHAVIOR? 
 

I have long argued that the USD is a countercyclical economic indicator. US 

assets are perceived as the safest and most liquid in the world, and are the 

investment of choice during crises. Investors purchase dollars aggressively during 

periods of uncertainty and high risk; conversely, during periods of prosperity and 

low perceived risk, investors feel emboldened to sell dollars in exchange for other 

(riskier) currencies. Markets were at their maximum pessimism on March 23 and 

have steadily improved since then. 
 

 

Chart 1: An Alternating Long-Term Pattern of Rise and Fall 

The US Dollar: Foreign Exchange Value 

Source: The Federal Reserve 
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Chart 2: A Cyclical Peak in the Dollar Early in the Pandemic 

The US Dollar: Foreign Exchange Value 

Source: The Federal Reserve 
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ARE THERE OTHER CATALYSTS FOR A WEAKENING DOLLAR? 

 

Yes, there are several textbook factors that should be considered. Movements in 

the USD can also be explained by political factors, interest rate differentials, 

central bank policies, and trends in the US current account deficit.  

 

▪ Interest Rate Differentials: Real interest rates in the US have declined in 

comparison with those in other countries. For example, the real rate on 

two-year Treasury notes was more than 200 basis points higher than those 

of comparable securities in the eurozone 18 months ago. Currently, euro 

area real rates are higher than those in the US. 
 

▪ US Current Account: A surge in the US federal budget deficit will reduce 

domestic savings and increase domestic demand relative to domestic 

production. The increase in US imports relative to exports will increase US 

borrowing from the rest of the world, thereby exerting downward pressure 

on the dollar (see chart 3).  
 

▪ US Budget Deficit: The federal budget deficit has spiked during 2020 to a 

level of more than $3 trillion, triple that of 2019. As a share of GDP, the 

deficit jumped from less than 5% in 2019 to greater than 15% in 2020. 

Increased borrowing by the US Treasury will exert downward pressure on 

the dollar (see chart 4). 
 

▪ Low National Savings Rate: The US national savings rate has been low for 

many years, but has actually turned negative in recent years. Compared 

with a rate of 4.5% in 2009, the US net national savings rate is currently a 

negative 1.5%. The growing need for foreign borrowing exerts downward 

pressure on the dollar.   

Chart 3: A Steadily Growing Current Account Deficit 

US Current Account Deficit, Percent of GDP 

Source: Bloomberg 
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▪ Political Factors: The election of Joe Biden could be a negative for the USD 

to the extent that his administration adopts less pro-business policies. At 

the same time, political developments within Europe have improved 

significantly in recent weeks as leaders agreed to establish a €750 billion 

economic recovery fund that could lead to a formal euro area fiscal union. 
 

▪ European Recovery Fund: A European recovery fund would make fiscal 

transfers between member nations in the form of loans and grants, based 

upon need. This initiative would bolster the economic and financial 

strength of the eurozone economy, thereby increasing investor demand for 

euros.  

 

▪ Central Bank Policy: Market perceptions of more aggressive monetary ease 

by the Federal Reserve relative to other central banks are dollar negative. 

Growth in the US money supply has exceeded that of virtually all major 

countries in 2020. The Fed has also promised to keep its policy rate 

pinned at zero for many years, implying increasing negative US short-term 

rates after adjustment for inflation.  

 

▪ Currency Diversification: The recent trend in currency diversification by 

world central banks has accelerated over the past year. It appears that 

central banks have been reducing US dollar reserves and replacing them 

with euros, yen, and gold. Currently at 60% and down from 70% in 2000, 

the share of foreign central bank reserves could trend lower in future years, 

although the dollar will almost certainly remain the world’s reserve 

currency.  
 

 

Chart 4: US Federal Budget Deficit at an All-Time High 

US Budget Deficit, Percent of GDP 

Source: US Treasury 
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WHAT IS THE PRIMARY IMPLICATION OF A WEAKENING DOLLAR? 
 

The most important consequence of a weak US dollar is a strengthening in world 

liquidity conditions, ultimately manifested in more rapid global economic growth. 

The world economy benefits from dollar weakness in two respects:  

 

▪ Reserve Currency: The US dollar is the world’s primary reserve currency, 

which means that a declining foreign exchange value of the USD is 

expansionary for world financial markets and liquidity conditions. 

 

▪ US Dollar Debt: Foreign governments and private entities hold more than 

$12 trillion in US dollar-denominated debt. A weak dollar reduces the cost 

of servicing this debt, which in turn helps to ease global credit conditions. 

 

The key point is that sustained dollar weakness should reinforce the recovery in the 

world economy. Although the US economy will benefit, major non-US economies 

should benefit disproportionately.  

 
 

ARE THERE OTHER SIGNIFICANT RAMIFICATIONS OF A WEAK DOLLAR? 

 

Another important fundamental impact pertains to the nonfinancial business 

sector. US multinational companies benefit from a weak dollar in terms of 

increased competitiveness with foreign producers. A declining dollar translates into 

lower selling prices for goods manufactured in the US in world export markets. 

Similarly, earnings of US multinational companies benefit from a weak USD when 

revenues and profits from foreign affiliates are translated into dollars for worldwide 

consolidated earnings.   

 

WHAT ARE THE NEGATIVE REPERCUSSIONS? 
  

In theory, a sustained period of dollar weakness is accompanied by rising 

commodity prices and an increase in the general price level. A falling dollar 

provides domestic firms with a price umbrella: As firms become more competitive 

versus foreign imports in a cheap dollar environment, selling price increases are 

easier to implement, pushing up US inflation. 

 

Similarly, a declining dollar tends to exert upward pressure on domestic interest 

rates, for two reasons: (1) Rising inflationary pressures compel the Federal Reserve 

to tighten monetary policy, all else equal; and (2) A declining dollar means that 

domestic interest rates must rise to be sufficiently competitive to attract 

international capital flows into US dollar assets.   
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WHAT ARE THE INVESTMENT IMPLICATIONS? 
 

As discussed previously, the US dollar is a countercyclical indicator. A sustained 

reversal in the US dollar generally triggers a shift in global investment strategy 

from risk-off to risk-on. Global equities benefit at the expense of global bonds, 

non-US stocks outperform domestic equities, and economically sensitive stocks 

outperform defensive stock groups.  

 

Because of its tendency to loosen world financial conditions, a weakening in the 

US dollar is a pro-growth force. And because of its salutary influence on world 

economic growth, a declining USD benefits pro-growth risk assets at the expense 

of defensive assets. The specific implications for the next two years are as follows: 

 

▪ World equity markets should outperform global bonds 

▪ Non-US equity markets should outperform US equities 

▪ Economically sensitive stocks should outperform defensive stocks 

▪ Small-cap and value stocks should outperform large-cap growth stocks 

▪ Commodities and precious metals should generate positive returns 

 

INVESTMENT CONCLUSIONS 
 

History clearly shows that a declining US dollar provides a pro-growth impulse to 

the world economy. Because of their greater exposure to manufacturing and other 

cyclical industries, the economies of Europe, Japan, and emerging Asia should 

benefit disproportionately relative to the US economy from a durable rebound in 

world GDP. A sustained shift in the upward direction of the dollar also leads to a 

shift in investor preference from safe-haven assets to risk assets.  

 

As a generalization, risk-on investment strategies are consistent with dollar 

weakness. Because of its direct stimulus to world economic growth, a declining 

dollar tends to encourage a more aggressive risk appetite among global investors. 

Safe-haven assets such as US large-capitalization blue-chip stocks and government 

bonds become relatively less attractive as international investment flows migrate 

into non-US stocks, small-cap stocks, cyclically sensitive stocks, crude oil, 

commodities, and precious metals.  
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This material is intended to provide information only. This material is not intended as advice or recommendation about investing or managing your retirement 
savings. By sharing this information, Prudential Retirement® is not acting as your fiduciary as defined by the Department of Labor or otherwise. If you need 
investment advice, please consult with a qualified professional. 
 
The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as 
recommendations of particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made regarding 
the suitability of any securities, financial instruments or strategies for particular clients or prospects. For any securities or financial instruments mentioned 
herein, the recipient(s) of this report must make its own independent decisions. 
 
Certain information contained herein may constitute “forward-looking statements,” (including observations about markets and industry and regulatory 
trends as of the original date of this document). Due to various risks and uncertainties, actual events or results may differ materially from those reflected or 
contemplated in such forward-looking statements. As a result, you should not rely on such forward-looking statements in making any decisions. No 
representation or warranty is made as to future performance or such forward-looking statements. 
 
The financial indices referenced herein are provided for informational purposes only. You cannot invest directly in an index. The statistical data regarding 
such indices has been obtained from sources believed to be reliable but has not been independently verified. 
 
Dow Jones Industrial Average: is a stock market index that measures the stock performance of 30 large companies listed on stock exchanges in the 
United States. 
 
S&P 500® Index: Measures the performance of 500 widely held stocks in US equity market. Standard and Poor's chooses member companies for the index 
based on market size, liquidity and industry group representation. Included are the stocks of industrial, financial, utility, and transportation companies. Since 
mid-1989, this composition has been more flexible and the number of issues in each sector has varied. It is market capitalization-weighted. 
 
These materials are not intended as an offer or solicitation with respect to the purchase or sale of any security or other financial 
instrument or any investment management services and should not be used as the basis for any investment decision. Past performance is 
not a guarantee or reliable indicator of future results. 

The information provided is not intended to provide investment advice and should not be construed as an investment recommendation by Prudential 
Financial or any of its subsidiaries.         
 
©2020 Prudential Financial, Inc. and its related entities. Prudential, the Prudential logo, the Rock symbol and Bring Your Challenges are service marks of 
Prudential Financial, Inc., and its related entities, registered in many jurisdictions worldwide. 
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