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The apparent results of the US elections are that Congress is divided and, as of the time of 
writing, the president will be a Democrat. The “blue wave” that many were anticipating would 
lead to huge US fiscal deficits and weaken the US dollar has not materialised. However, we 
believe a structurally growing fiscal deficit, coupled with other historically significant factors, 
will still lead to a high probability of a weaker US dollar for some time. 

Movement in the US dollar has long been seen as a key structural driver for returns on emerging 
market (EM) assets. Broadly, the data shows there is some correlation between periods of dollar 
weakness and robust EM returns. However, history also shows long-term dollar trends are hard 
to spot as they occur. This is because the greenback can see periods of retracement while the 
broad trend remains intact. Dollar trends can also potentially be derailed by meaningful shifts in 
policy or macro dynamics.  

Nevertheless, we identify some signs suggesting hope for the emergence of a cycle that is 
positive for EM assets: 

‒ The emergence of large and growing twin deficits in the US along with an extended period of 
abundant dollar liquidity will, we believe, enhance the probability of a weaker dollar trend in 
the coming quarters and years. Especially in the absence of interest rate differentials 
between the US and the rest of the world. It is important to note, we believe this move will 
be a cyclical downturn in the dollar, not a structural decline associated with a change in 
reserve currency status. 

‒ There have been two clear periods in the past 20 years of a trending US dollar, and they 
seem to impact EM debt (EMD) returns in consistent ways, although other factors are always 
at play. 

‒ Starting points matter and, if we are entering a multi-year weak dollar regime, EMD returns 
are unlikely to be as strong as earlier given lower yields both in US dollar and local currency 
debt. Nevertheless, currency appreciation could easily help to deliver impressive returns for 
local debt within this framework, and dollar yields would almost certainly do better than most 
of the rest of global fixed income. 

Long dollar cycles 
We can think of dollar cycles for EM a bit like putting a finger on the scales of probability—a weakening dollar cycle can 
tilt the odds in your favour even as other market drivers play out. We identify two periods in what we might call the 
modern era of EMD investing where the dollar has exhibited a clear trend in the past 20 years. Chart 1- below makes the 
point—and also demonstrates the numerous periods within the broad trend when the dollar will reverse itself 
temporarily—making it difficult to pronounce unambiguous conclusions rather than make broad observations: 
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Chart 1- US dollar index 
(DXY Index) 

 
Source: Schroders, Bloomberg – 30 October 2020. 

The 2002-2007 period marked a golden era when indices tracking sovereign, corporate and local debt were just getting 
off the ground, investor interest was moving up strongly from a low base, a commodity super-cycle in conjunction with 
dollar weakness was providing as strong a tailwind as the asset class could have hoped for: 

Chart 2- Bloomberg Commodity Index 
(Bloomberg’s index of commodity price performance) 

 
Source: Schroders, Bloomberg – 30 October 2020. 

With those drivers in place, EMD gains were robust—even in 2005 when the dollar retraced a large portion of its losses. 

Exhibit 1- Broad dollar weakening cycle 
(Annual % return by asset class) 

 
Source: Schroders, Bloomberg – October 2020. 

Following that period, we identify a period of reversal for the dollar—excluding the period of the global financial crisis 
and its aftermath when that episode clearly drove the dollar and other asset prices until uncertainty surrounding the 
potential lasting nature of the fallout became clearer. 
How should we think about the gains below? First, EM dollar bond prices were aided by the continued historical decline 
in US Treasury yields. 
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Chart 3- 30-year US Treasury yield 
(%) 

 
Source: Schroders, Bloomberg – 30 October 2020.  

Despite this, the average returns were more modest than the dollar weakening cycle. For local debt, average returns 
were barely positive even though rates were also declining broadly over the period. 

Exhibit 2- Broad dollar strengthening cycle 
(Annual % return by asset class) 

 
Source: Schroders, Bloomberg – October 2020. 

The dollar going forward 
The dollar’s role as the world’s reserve currency makes confident assessments about what may drive its future trends 
problematic. With that status, other traditional drivers of currency movements like interest rate differentials, external 
account movements, fiscal trends, monetary policy cycles, broad equity prospects, and politics tend to have a lesser 
impact than for virtually any other currency. This is partially based on a view that there will always exist a “safe haven” 
bid for the dollar due to its liquidity and bullet-proof fundamentals. 

Nevertheless, we are clearly entering an era where some of these factors will stretch historical norms. Firstly, interest 
rate differentials have shrunk considerably as global rates have moved towards zero, and they are unlikely for the 
foreseeable future to change much. As pointed out earlier, the correlation between these differentials has been 
problematic historically, but recently it is clear the dollar appears to have been influenced by this narrower trend. 
The intersection of inflation and nominal rates is the real interest rate. This too, should be declining as a measure of 
central bank credibility won over the last decade of lower and more stable inflation. And that has been the case for EM 
as seen in the chart 4- overleaf. 
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Chart 4- DXY performance and relative yield spreads 
US DXY constituent yield spread, 10-year weighted DXY spot price 

 
Source: Schroders, Bloomberg – 30 October 2020. 

In addition to the relative rates, US dollar liquidity has soared. This has historically been closely correlated with broad 
dollar movements: 

Chart 5- US bank reserves vs US dollar 

 
Source: Schroders, Bloomberg – 30 October 2020. 

Even when compared to the provision of liquidity by the European Central Bank, total asset growth for the respective 
central banks has been more aggressive for the Federal Reserve (Fed): 

Chart 6- Fed vs ECB total asset growth differential (year-on-year) vs. euro exchange rate 

 
Source: Schroders, Bloomberg – 30 October 2020. 
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There is evidence that a strong trend in the US external balance can also affect the dollar. The dollar’s fall from 2002 to 
the second quarter of 2008 was accompanied by a sharp drop in the US current account balance, driven at least partially 
by the commodity super-cycle: 

Chart 7- US current account balaace: oil and non-oil 
(Q4 rolling, % of GDP) 

 
Source: Schroders, Bloomberg, Haver – June 2020. 

Most recently, trade data suggests we may be entering another period of a strong negative external account trend 
capable of influencing the dollar: 

Chart 8- US goods and services balance 
(Billions, US$ seasonally-adjusted) 

 
Source: Schroders, Haver – 30 September 2020. 

One factor that influences trade and current account balances directly is of course domestic demand relative to the rest 
of the world, a key factor of which can be the size of the country’s fiscal stimulus. 
The US is also seemingly entering a new era when fiscal deficits matter less and the willingness and ability to take on 
large fiscal deficits could affect the dollar both directly by inducing caution for US based assets and indirectly by adding 
fuel to external imbalances. Chart 9- below through to Q1 2020 does not incorporate fully the post-pandemic stimulus, 
yet already demonstrates the deterioration: 

Chart 9- US fiscal balance 
(Billions, US$, quarterly) 

 
Source: Schroders, Haver – 30 September 2020. 
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While the 2005 surge in the current account deficit was primarily driven by the commodity super-cycle and soaring oil 
prices, the fiscal deficit was still relatively well-behaved. In the past 20 years we have not seen both deficits rising sharply 
in tandem until now. If we add together the “twin deficits” and graph them against the dollar over a long timeframe, the 
higher probability for a weaker dollar becomes clear: 

Chart 10- US economy accumulating imbalances – trade weighted US dollar vs US twin deficit 

 
Source: Schroders, Bloomberg – 30 October 2020. 

All of the dollar drivers above have already led to some modest dollar weakness this year. Nevertheless our currency 
valuation analysis suggests there is ample room to weaken further and the greenback is still overvalued: 

Chart 11- US dollar – Schroder currency valuation score 

 
Source: Schroders, Bloomberg – 30 October 2020. 

Starting points 

With Treasury yields and overnight rates at all-time lows, even a weaker dollar is unlikely to produce multiple years of 
double-digit returns as happened in the last weak dollar cycle. Even with absolute return expectations realistically 
muted, there is ample reason to believe EMD would significantly outperform other global fixed income in a weak dollar 
scenario. Chart 12- below shows sovereign spreads to Treasuries—note the collapse in the weakening dollar cycle. 
Although the starting point today is not nearly as attractive yet, it is also well off previous lows. 
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Chart 12- EM sovereign spreads 
(EMBI-GD sovereign spread, basis points) 

 
Source: Schroders, Bloomberg – 30 October 2020. 

For local currency the return potential within dollar regimes is stark: from the start of the local currency index to the end 
of 2007, average annual returns topped 15%, while those returns were less than 1% for the calendar years when the 
dollar has been in a strengthening trend: 

Chart 13- GBI-EM local currency returns by dollar regime 
(GBI-EM returns, indexed 2003 = 100) 

 
Source: Schroders, Bloomberg – 30 October 2020. 
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Important Information: 
Marketing material for Professional Investors and their advisors only. It is not to be provided to Retail Clients. 
Investment involves risk. This information is not an offer, solicitation, recommendation or advice to buy or sell any 
financial instrument/securities or adopt any investment strategy. The material is not intended to provide, and should not 
be relied on for, accounting, legal or tax advice, or investment recommendations. Reliance should not be placed on any 
views or information in the material when taking individual investment and/or strategic decisions. Past Performance is 
not a guide to future performance and may not be repeated. The value of investments and the income from them 
may go down as well as up and investors may not get back the amounts originally invested. Exchange rate changes may 
cause the value of investments to fall as well as rise. Schroders has expressed its own views and opinions in this 
document and these may change. Information herein is believed to be reliable but Schroders does not warrant its 
completeness or accuracy. Insofar as liability under relevant laws cannot be excluded, no Schroders entity accepts any 
liability for any error or omission in this material or for any resulting loss or damage (whether direct, indirect, 
consequential or otherwise). This document may contain “forward-looking” information, such as forecasts or projections. 
Please note that any such information is not a guarantee of any future performance and there is no assurance that any 
forecast or projection will be realised. This material has not been reviewed by any regulator. Not all strategies are 
available in all jurisdictions. Schroders may record and monitor telephone calls for security, training and compliance 
purposes. 
For readers/viewers in Argentina: Schroder Investment Management S.A., Ing. Enrique Butty 220, Piso 12, C1001AFB - 
Buenos Aires, Argentina. Registered/Company Number 15. Registered as Distributor of Investment Funds with the CNV 
(Comisión Nacional de Valores). Nota para los lectores en Argentina: Schroder Investment Management S.A., Ing. 
Enrique Butty 220, Piso 12, C1001AFB - Buenos Aires, Argentina. Inscripto en el Registro de Agentes de Colocación y 
Distribución de PIC de FCI de la Comisión Nacional de Valores con el número 15. 
For readers/viewers in Brazil: Schroder Investment Management Brasil Ltda., Rua Joaquim Floriano, 100 – cj. 142 Itaim 
Bibi, São Paulo, 04534-000 Brasil. Registered/Company Number 92.886.662/0001-29. Authorised as an asset manager by 
the Securities and Exchange Commission of Brazil/Comissão de Valores Mobiliários (“CVM”) according to the Declaratory 
Act number 6816. 

For readers/viewers in Canada: Schroder Investment Management North America Inc., 7 Bryant Park, New York, NY 
10018-3706. NRD Number 12130. Registered as a Portfolio Manager with the Ontario Securities Commission, Alberta 
Securities Commission, the British Columbia Securities Commission, the Manitoba Securities Commission, the Nova 
Scotia Securities Commission, the Saskatchewan Securities Commission and the (Quebec) Autorité des marchés 
financiers. 
For readers/viewers in Switzerland: Issued by Schroder Investment Management (Switzerland) AG, Central 2, CH-8001 
Zürich, Postfach 1820, CH-8021 Zürich, Switzerland. Enterprise identification number (UID) CHE-101.447.114. Authorised 
and regulated by the Swiss Financial Market Supervisory Authority (FINMA) 

For readers/viewers in the European Union/European Economic Area: Schroders will be a data controller in respect 
of your personal data. For information on how Schroders might process your personal data, please view our Privacy 
Policy available at www.schroders.com/en/privacy-policy or on request should you not have access to this webpage. 
Issued by Schroder Investment Management (Europe) S.A., 5, rue Höhenhof, L-1736 Senningerberg, Luxembourg. 
Registered No. B 37.799 
For readers/viewers in the People’s Republic of China: Issued by Schroder Investment Management (Shanghai) Co., 
Ltd. Unit 33T52A, 33F Shanghai World Financial Center, 100 Century Avenue, Pudong New Area, Shanghai, China, AMAC 
registration NO. P1066560. Regulated by Asset Management Association of China (“AMAC”) This material has not been 
reviewed by the AMAC 
For readers/viewers in the United Arab Emirates: Schroder Investment Management Limited, located on 1st Floor, 
Gate Village Six, Dubai International Financial Centre, PO Box 506612 Dubai, United Arab Emirates. Regulated by the 
Dubai Financial Services Authority. This document is not subject to any form of regulation or approval by the DFSA. The 
DFSA has no responsibility for reviewing or verifying any Prospectus or other documents in connection with this Fund. 
Accordingly, the DFSA has not approved any associated documents nor taken any steps to verify the information set out 
in the Prospectus for the fund, and has no responsibility for it. This document is intended to be for information purposes 
only and it is not intended as promotional material in any respect. This document is intended for professional investors 
only as defined by the DFSA rules which can be accessed from their website www.dfsa.ae 
For readers/viewers in the United Kingdom: Schroders will be a data controller in respect of your personal data. For 
information on how Schroders might process your personal data, please view our Privacy Policy available at 
www.schroders.com/en/privacy-policy or on request should you not have access to this webpage. Issued by Schroder 
Investment Management Limited, 1 London Wall Place, London EC2Y 5AU. Registered Number 1893220 England. 
Authorised and regulated by the Financial Conduct Authority. 
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