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We are living in a dollar-dominated
world, a fact most famously captured by
John Connally, President Nixon's Treasury
Secretary, who once told a group of global
finance ministers “the dollaris our currency,
but it's your problem”. Students of economic
history will be aware of the disruption that
a strong US dollar can cause, however,
at times such as this it is important to
remember that the global economy is
cyclical, and such periods eventually do
pass.

To appreciate this fact, cast your mind back
to the early 1980s. The Federal Reserve was
sharply increasing interest rates to combat
high inflation, which triggered a prolonged
dollar rally. The dollar’s rise came despite
the US government running a large deficit,
and the strength relative fo its major
trading partners caused prolonged pain for
exporters. Furthermore, all this was going
on at a time of geopolitical uncertainty
as tensions between the US and Russia
were escalating, culminating in Reagan’s
infamous “evil empire” speech. During this
time, the US dollarindex ultimately reached
a peak of 164 in 1985, much higher than the
current level of 110.

The parallels between the early 1980s
and today should hopefully be obvious
to readers, as Putin’s war confinues in
Ukraine, and we are living through the
most hawkish Fed Reserve policy since
the Volker era. Given this similarity, many
speculators believe that the dollar can
still go much higher from here, and many
hedge funds are heavily leveraged in long
dollar contracts.

As the dollar is the global reserve currency,
such periods of strength create a liquidity
squeeze across the entfire economy, which
can then generate inflation in countries that
import goods priced in dollars. An example
of the supremacy of the US dollar can
be seen from the fact that 60% of global
reserves are held in dollars’, with countries
such as Japan and China being big buyers
of US financial assets in recent years.

The other negative impact of a stronger
dollar is on US exporters who find it more
difficult to sell their products o international
buyers. This has a restrictive impact on
growth, but also creates political tensions as
domestic industries come under pressure,
and corporates are incentivised to offshore
production to cheaper overseas markets.
If we go back in fime to the 1980s, these
issues were of paramount importance.

After political pressure and lobbying from
large industrial companies in Congress,
finance ministers met in the Plaza Hotel in
New York to agree on the famous “Plaza
Accord” whereby global centfral banks
agreed fo act in concert o weaken the
dollar.

The effect on the US dollar index was
dramatic; from a peak of 164, the index
fell to 85 by the end of 1987. This sharp
move was driven by a mix of fundamental
weakness, an abrupt change in central
bank policy, interest rates falling sharply
from their highs, and the technical buying
power of speculators who were betting on
a weaker dollar.

Are there grounds for a “Plaza Accord”
moment today? At first glance, the current
political environment seems the biggest
obstacle to this. The 1985 agreement
was a triumph in international relations
between some of the most powerful
finance ministers in the world from the US,
Japan, Germany, France, and the UK. That
level of coordination seems more difficult
to achieve today as world powers have
become more inward-looking. There is also
the complication of China’s importance on
the world stage today, and the backdrop of
geopolitical tensions over Taiwan.

On the other hand, we have already seen
Japan and China take action in recent
weeks fo strengthen their currencies; the
Bank of Japan has been directly buying yen
in the foreign exchange markets, while the
People’s Bank of China has been issuing
statements warning of pain to come for
speculators shorting renminbi. In a more
recent example, in 2016 the US and China
came to an informal agreement to keep
the yuan from depreciating after the shock
of the devaluation in 2015.

It is always difficult to predict currency
movements over the short term, but many
factors are aligning which suggests that
the recent bout of dollar strength may
eventually run out of steam. Much still
depends on the level of inflation and
the pace of inferest rate rises in the US,
however, we believe that we are near
the peak, and we expect that the biggest
portion of inferest rate rises are behind
us in the current cycle. If the dollar rally
unwinds to the same extent as it did affer
1985, it could well spark a sharp relief rally
across global markets.

Sources: 'International Monetary Fund



Global
Matters
WWEELYY

31 October 2022

Belvest it &

For more information, please contact your adviser or alternatively contact:

Belvest Investment Services Limited
MERERBERAE

9th Floor, Centre Mark Il

305-313 Queen’s Road Central
Sheung Wan, Hong Kong

Important notes

This communication is issued by Belvest
Investment  Services  Limited and/or
Belvest related companies (collectively,
and individually Belvest) solely to its
clients, qualified prospective clients or
institutional and professional investors.
Unless stated otherwise, any opinions or
views expressed in this communication do
not represent those of Belvest. Opinions or
views of any Belvest company expressed
in this communication may differ from
those of other departments or companies
within Belvest, including any opinions or
views expressed in any research issued by
Belvest. Belvest may deal as Distributor or
Agent, or have interests, in any financial
product referred fo in this email. Belvest
has policies designed to negate conflicts of
interest. Unless otherwise stated, this e-mail
is solely for information purposes.

This message may contain confidential
information.  Any use, dissemination,
distribution or reproduction of this
information outside the original recipients
of this message is strictly prohibited. If
you receive this message by mistake,
please notify the sender by reply email
immediately.

Unless specifically stated, neither the
information nor any opinion contained
herein constitutes as an advertisement, an
invitation, a solicitation, a recommendation
or advise fo buy or sell any products,
services, securities, futures, options, other
financial instruments or provide any
investment advice or service by Belvest.
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No representation or warranty is given as
to the accuracy, likelihood of achievement
or reasonableness of any figures, forecasts,
prospects or return (if any) contained in the
message. Such figures, forecasts, prospects
or returns are by their nature subject to
significant uncertainties and contingencies.
The assumptions and parameters used
by Belvest are not the only ones that
might reasonably have been selected
and therefor Belvest does not guarantee
the sequence, accuracy, completeness
or timeliness of the information provided
herein. None of Belvest, its group members
or any of their employees or directors shall
be held liable, in any way, for any claims,
mistakes, errors or otherwise arising out
of or in connection with the content of this
e-mail.

This  e-mail and any accompanying
attachments are not encrypted and cannot
be guaranteed to be secure, complete or
error-free as electronic communications
may be intercepted, corrupted, lost,
destroyed, delayed or incomplete, and/
or may contain viruses. Belvest therefore
does not accept any liability for any
interception, corruption, loss, destruction,
incompleteness, viruses, errors, omissions
or delays in relation fo this electronic
communication. If verification is required
please request a hard-copy version.
Electronic communication carried within
the Belvest system may be monitored.



