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Key points

Though the US dollar remains the dominant currency in both
trade and FX transactions around the world, the Chinese yuan

has seen its share rise meaningfully since 2019 as the Trump
trade war with China came to a close.

More surprising, however, while the US dollar has seen its

share of global reserves fall from more than 70% to below 60%

since the turn of the century, adjusting for the broad-based

dollar strength since the Global Financial Crisis, the US dollar’s

share of valuation adjusted reserves has fallen much more

sharply highlighting a more pronounced allocation away from

the American currency by the world’s central banks.

These developments suggest that structural factors have

now joined cyclical factors which portend materially weaker

US dollar exchange rates in the coming years.
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The three previous US dollar bear markets since the 1960s
lasted between 10-15 years and saw weakening of 5-9% per
annum against other major currencies. Through the lens of
the potential end of its reserve currency status, since the
British pound de-pegged from gold in 1931, the former reserve
currency weakened by 1.3% per annum relative to the new
reserve currency, the US dollar.

For currency investors, we see opportunities to mitigate the
expected coming dollar weakness in EURUSD near 1.05 and
gold below USD 2,000/0ounce.

For equity investors, the prospect of a prolonged US dollar
weakening suggests that non-US investments which have
lagged US investments since 2011 should increasingly be
on investors’ radars.
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US Dollar - Cyclical and secular headwinds building

The cyclical US dollar weakening narrative began in late-2022 as
it became clear that the Fed tightening cycle would be joined by
the ECB and lead to the interest rate differential between USD
and Euro rates reversing the widening that drove dollar strength
through much of 2022.

Now, with a pause in hikes expected from the Federal Reserve
moving through the summer while the ECB is forecast to
continue its hikes, this gap should narrow further, providing an
impetus for further euro gains.

These interest rate headwinds that emerged for the US dollar
were reinforced by the large improvement in Euro area terms of
trade as the European winter proved warmer than expected and
allowed for the well supplied continental economies to benefit
from sharp falls in energy prices in late-2022.

As dollar headwinds built across the Atlantic, similar strains built
across the Pacific as the Bank of Japan adjusted its yield curve
cap from 0.25% to 0.50% for the first time, bringing about a
10% weakening in the US dollar since October, 2022.

With the new BodJ Governor Kazuo Ueda revisiting the yield
curve control policy as his tenure begins, we expect further
adjustments to allow for further weakening of the US dollar
across this trans-Pacific axis.

These developments suggest to us that the fourth long-cycle US
dollar bear market since the mid-1960s is now likely underway.

The fourth long-cycle US dollar bear market since the
mid-1960s has likely begun
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These cyclical headwinds to the US dollar have been
augmented by more structural forces as well. Beginning with
the Trump trade wars of 2018-2020, it became clear that a new
relationship was being forced upon the world’s second largest
economy, China, by the United States.

As a result, China has sought to reduce its reliance on the

US dollar. Indeed, since 2019, the Chinese yuan has raised its
share of daily foreign exchange market turnover from 4.3% to
nearly 7%. The yuan has overtaken both the Canadian dollar
and the Swiss franc in the process, according to the Bank of
International Settlements.

In 2023, alone, China has signed bi-lateral trade agreements
with Russia, Brazil and Saudi Arabia as further evidence of
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waning in the use of dollars as the preferred currency for
invoicing and transactions internationally.

More impressive has been the decline seen in the US dollar
as a share of central bank reserves. On a nominal basis, the
greenback has seen its share fall more than ten percentage
points, from more than 70% of reserves at the turn of the
century to below 60% by end-2022.

However, adjusting for relative currency movements and
underlying bond investments, we can see an even more
dramatic shift away from the US dollar in 2022 alone, favoring
the Euro, the Chinese yuan and gold.

We suspect the US and European sanctions imposed following
Russia’s 2022 invasion of Ukraine which included seizing

Russian central bank foreign exchange reserves were a catalyst
for the dramatic shift, especially among non-US aligned nations.

Adjusting for price changes, the US dollar has seen a
dramatic loss in share among central bank reserves
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These developments suggest that structural factors have now
joined cyclical forces which portend materially weaker US dollar
exchange rates in the coming years.

Investment implications of a weak US dollar regime

Previous US dollar bear markets have been protracted in nature,
lasting 9-15 years with US dollar bull markets modestly shorter
at 7-12 years. These long-cycle shifts in the global reserve
currency have had wide-ranging implications for investors
across global asset classes.

Indeed, in two of the three (1964-78 and 2002-2011) US
dollar bear markets since the mid-1960s, US equity investors
underperformed both inflation and US Treasuries. In both
episodes, gold outpaced both Treasuries and equities handily.

Gold has outpaced both Treasuries and US equities
in 2 of the 3 US dollar bear markets since the mid-1960s

US Trea-
USD Bear Duration S&P 500 suries TR Gold
Market (yrs) TR (CAGR) (CAGR) (CAGR)
1964-78* 14.3 0.9% 6.1% 13.1%
1985-95 10.3 11.3% 9.4% 1.7%
2002-11 9.3 1.7% 5.8% 20.0%

Sources: Standard & Poor’s, LBMA, Bloomberg Finance L.P, and UBP *
US Treasury performance data available only from 1973-78; comparable S&P
500 TR and gold returns from 1973-78 are 1.2% CAGR and 23.1% respectively
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The disinflationary 1985-95 US dollar bear market (instigated
by the Plaza Accords) was the exception, seeing US equity
investors outpace both their bond counterparts and gold.

The geography of investment opportunities also shifts markedly
amidst US dollar bear markets. Broadly, since the early-1990s,
a weak US dollar has coincided with outperformance of non-US
equity markets according to MSCI.

However, looking even further back, markets where we have
sufficient historical data suggest this non-US equity market
outperformance amidst protracted dollar weakness generally
holds going back to the 1960s.

A weak dollar has historically favored non-US equities
since 1992...
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Admittedly and unsurprisingly, country selection has been
important with UK and Hong Kong equities outpacing US
equities across all three long-cycle US dollar bear markets.
Interestingly Japanese equities in US dollar terms outpaced US
equities amidst the 1964-78 dollar bear market but kept pace
with US equities during both the 2002-11 and 1985-95 US bear
market, with the latter encompassing the bursting of the Japan
bubble in 1989.

...as well as looking as far back as the early-1960s

uUsD US Germany UK Japan HK
Bear

Market

1964-78 0.9% (3.3%) 3.9% 15.2% 12.1%
1985-95 11.3% 1.3% 13.4% 10.0% 22.6%
2002-11 1.7% (1.8%) 2.5% 1.8% 5.0%

Sources: Standard & Poor’s, DAX, Tokyo Stock Exchange, Hong Kong Stock
Exchange, Federal Reserve Bank of St. Louis, Bloomberg Finance L.P, and UBP

Note: figures are total returns CAGR

Sectorally, with data only for US equities starting in 1974, we
can see that the disinflationary US dollar bear markets of 1985-
95 unsurprisingly favored healthcare and consumer staples
stocks. In contrast, in both the 1964-78 and 2002-11 US
dollar bear markets saw energy and basic resources outpace
otherwise sluggish US equity returns.

Thus, looking through the lens of cyclical US dollar bear markets
since the 1960s investors who have benefited from focusing

on US equities since 2011 should widen their remit and seek
opportunities outside of the United States.
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Indeed, with non-US equities rising nearly 11% year-to-date
versus the 8% for the S&P 500, the coming weakening cycle
for the US dollar suggests this is only the beginning of the
outperformance of global equities versus their American
counterparts.

With the coming dollar bear market more likely to come amidst
a backdrop of higher global inflation rather than the global
disinflation that characterized the 1985-95 period, gold should
continue the outperformance it has delivered against both global
equities and global bonds since 2021.

A brief look back at the end of the British pound as global
reserve currency

The only example of a currency losing the ‘exorbitant privilege’
of reserve currency status over the past century has been the
fall of the British pound during the war years of 1914-1945,

with the US dollar formally assuming the role of global reserve
currency following the 1944 agreements at Bretton Woods, New
Hampshire.

As with the US dollar today, the position of the British pound
sterling as the global reserve currency was predicated on the
globalization of the period, centered around the British Empire.

World War | was a significant catalyst in disrupting the 19th
century structure of globalization according to Professor Nicolas
Crafts at Leeds University in the UK. In addition, driven by
wartime spending, debt-to-GDP rose from 25% to peak near
180% at the end of WWI. To assist in the funding the war, the
UK temporarily devalued pound sterling relative to gold before
restoring the backing at the end of the war.

The onset of the Great Depression and renewed hostilities on
the continent in the 1930s proved to be the final catalyst for the
UK currency, as debt to GDP rose once again, this time peaking
at 250% of GDP by the war’s end. In 1931, the UK suspended
the UK gold standard due to a run on Bank of England gold
stocks.

The devaluation against gold, this time proved durable, with the
British pound losing 50% of its purchasing power relative to gold
from 1930-1944 when reserve currency status was formally
transferred to the United States.

USD following the path of the British pound following
ending gold backing of their currencies
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data for Ounces of Gold per USD from 1915-1990 matched to end of gold
backing of USD in 1971
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Recall, the US was similarly forced out of guaranteeing the
convertibility of US dollars into gold at $35/ounce in 1971 as
central banks increasingly opted for the yellow metal rather
than maintaining their US dollar exposure as US wartime
spending in Vietham combined with domestic social spending
and accelerating inflation undermined the US currency.

Unlike the UK, however, when WWII brought the end of
reserve currency status 13 years later, nearly 50 years since
the US President Nixon removed the convertibility of the US
dollar into gold, the US has maintained its exorbitant privilege
of issuing the world’s reserve currency.

A series of factors have helped the US dollar maintain reserve
currency status despite the loss of gold as its anchor.

Many may forget that in the 1970s, Japan was expected
to eclipse the United States in the following decade on the
back of manufacturing and technological leadership. The
bursting Japanese asset bubble in 1989 brought an end
to the challenge that Japan posed to the United States
economically.

Though many of Japan’s missteps were self-inflicted the rise
of the US technology sector in the 1980 and 1990s combined
with the spread of globalization following the fall of the US’
primary military threat, the Soviet Union, maintained the US
dollar at the center of the global economy through the end of
the last century.

Investment implications from the end of the British pound
as global reserve currency

With China leading the coalition driving the secular pressure
for a dollar alternative in the global economy, expectations
are building that the era of the US dollar anchoring the global
financial system is in decline.

Drawing from the UK’s experience, even if true, investors
should expect that decline to take place over years and
potentially decades.

However, even in the event of a protracted demise of
the post-WWII system, investors can draw from the UK
experience.

First, like in the period between the UK ending gold
convertibility and Bretton Woods, increased cyclicality

and volatility in the US dollar like seen since 1971 should
continue (see Investment Implications of a Weak USD regime
section above).

Second, real interest rates during the intervening period
prior to the loss of reserve currency status were meaningfully
positive until WWII allowed them to revert to a negative real
yield regime.

This development is similar to the current backdrop facing
the US as it shifts from its pandemic-era negative real yield
policy regime to a more sustained, we expect, positive real
yield backdrop looking ahead.

This shift to a positive real yield environment made sense
given, in retrospect, sterling bond investors needed to be
compensated not only for the risks of inflation looking ahead,
but also for the prospect of a weakening of the currency and
the relative opportunities abroad (in assets of the new reserve
currency issuer).

During this transition period, gold nearly doubled in value in
the British pound terms from 1931-1944, rising nearly 5% per
annum.

Only following Bretton Woods, did real interest rates rise

sufficiently in the UK to mitigate the nearly 40% loss of its
purchasing power relative to gold from 1944-1969 or, on
average, 2.3% per annum.

UK equities underperformed US equities after the loss of
reserve currency status in 1944
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For British equity investors, the transition away from

reserve currency status provided some stability after the
underperformance of UK equities relative to US equities in
the early-1900s. However, once the world transitioned to a
US dollar regime, UK investors would have benefitted from
looking abroad to secure equity returns rather than at home.

On balance, the lessons from the UK experience in its loss of
reserve currency status are similar to the conclusions drawn
from cyclical US dollar bear markets:

1. Investors should increasingly look outside the US,
especially following its decade long outperformance, for
equity opportunities in a weak USD environment or even
the prospect for an end of the dollar’s global dominance

2. Gold, which has provided investors bond-like returns
over the past decade, has a role as an anchor to wealth
preservation should the foundation of the post-war dollar
leadership come under strain.
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