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US Dollar:

The Impacts of a Strong Dollar
By Kevin Chambers
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exchange rates. Exchange rates are an indicator
of economic health, a country’s foreign trade
policy, and political or social issues. As a
currency value increases, it makes a country’s
exports more expensive and makes imports
cheaper. Higher currency prices tip the balance
of trade (the ratio of imports to exports) toward
importing more goods than are exported. A lot
of factors can influence exchange rates. We will
review a few of the most powerful reasons for
exchange rate changes. Again, these are all
relative between two countries, but usually can
be generalized to the entire global economy.
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1) Inflation Differentials:

If a country’s relative inflation is constantly lower, it will tend to have a higher
relative currency value. This is because the higher inflation decreases the

purchasing power of a currency.

2) Interest Rate Differentials:

Since bonds are denominated in local currencies, the purchasing of bonds is a
driver of exchange rate changes. As interest rates increase , more investors are
likely to demand more of the local currency to buy those bonds to get the
higher yield. Thus, pushing the exchange rate to increase.
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r3’) Political and Economic Stability:

will fall.
\

The relative health of an economy will lead investors to favor one country over
another. When a country is relatively healthy, investment funds are drawn into
that country, driving the price of the currency up. Political or economic
troubles would make investors less likely to invest in a country (Van Bergen,
2014). If there are problems, less people demand this currency and the value
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How Currency Effects the Economy

Currency changes, either up and down effects a
countries international trade directly. It changes
the value of imports versus exports. A strong
dollar makes imports cheaper and exports more
expensive. A weak dollar is the opposite. When
the dollar is strong, a country with a weaker
currency can make products less expensively.
With a very strong currency, consumers will find
foreign products cheaper than comparative
domestic products. It is also harder for exporters
to compete in foreign markets, because their
products will be more expensive. For individual
companies that rely on exporting out of the
United States, having a strong currency hurts
them.

In terms of overall economic health and growth,
we need to review basic macroeconomic theory.
GDP is the value of all goods and services
created in an economy. It is the benchmark by
which most people judge the economic health
of an economy. The basic formula for GDP is
the sum of consumer spending, government
spending, capital investment, and the trade
balance. The trade balance is all exports
minus total imports. As we mentioned, when
the dollar is strong it helps imports and hurts
exports. Therefore, it pushes the trade balance
negative and drags down GDP.

The Current Situation

Since currency lows in 2011, the dollar has
appreciated 40% and 3% since November 8th.
This is against a basket of major currencies. We
will break down the analysis by the three major
influences of exchange rate changes.

Looking at our basic reasons for exchange rate
changes, inflation has been a contributing factor.
Inflation in the United States has been very low.
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One of the main drivers of low inflation has been
low oil prices that started in 2014. Gas prices
have remained low and inflation has been
almost nonexistent. Especially compared to many
emerging markets, low inflation in the US has
helped push the dollar higher.

Interest rates have also been a little higher in the
US, especially when compared to Europe and
Japan. Japan, Germany, and a few other
countries have had negative interest rates, even
out on the vyield curve. For much of the last
couple years, even German 10 year yields were in
below zero territory. Through November and ear-
ly December, vyields in the US have been
inching higher, which going forward would trend
toward a continued strong dollar.

Looking at the final basic currency fluctuation
factor: economic health. The US is the strongest
economy in the world. Europe and Japan have
been stagnant. China is going through a
transition period and has slower growth.
Emerging markets have struggled with low
commodity prices. US companies have been
growing and innovating. Overall, the economy in
the US is pretty strong. The housing and labor
markets have almost fully recovered from the
2008 collapse. Going forward, the new
administration has more uncertainty in our
political spectrum. It will be interesting to see
how new policies will affect the national
economy and the financial systems.
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Euro vs US Dollar

The Dollar in the World

Even with the strength of the dollar, the share of
the world export market made up by the US has
been shrinking. The number of countries for
which the US is their largest export market has
dropped from 44 to 32 over the last 25 years.
The pure economic theory would indicate the
dollar’s value would have followed this trend and
fallen. However, it has maintained its value and
even gained (The Economist, 2016). This is
because the US is still the world’s reserve
currency. Many major foreign transactions are
conducted in US dollars. Most oil transaction, for
example, are US dollar denominated.

Because of the ubiquity of the dollar, it effects
the movement of other currencies as well. About
60% of the world’s GDP is in a currency that is de
facto tied to the US dollar movement. This
means they are highly correlated and move as
the dollar moves. That is a massive amount of
power bestowed to one currency and one nation
(The Economist, 2016).
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There are some problems associated with the
strong dollar. One problem, is that it has hurt
debt-burdened emerging nations. As many
emerging countries have looked to advance, they
have financed their infrastructure and domestic
industry through debt. Most of this debt is US
dollar denominated. Financiers in the US and
Europe, tired of low yields, have searched for
higher vyields in the developing world. To
facilitate this transaction, it was easier for most
of these bonds to be priced in dollars, as most of
the investors are foreigners. However, the host
country is required to pay the debt payments
with local currency. As the dollar continues to
strengthen, each debt payment has gotten more
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and more expensive. This exacerbates the
original problem: as more of a nation’s budget is
required to make debt re-payments, the health
of the government finances is weakened, and the
value of the currency falls more (The
Economist, 2016).

Looking Ahead

The dominance of the US dollar, therefore, is not
helping the global growth problem. An expensive
dollar makes it more difficult for international
trade, investment, and economic coordination to
occur. Because the US is the most stable
economy, for now, there is not a good alternative
for a second reserve currency. Although the
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Euro was discussed at length in the early 2000s,
the current weakness projected by the EU has
made it fall out of favor. After the news of the
Brexit vote, the Pound lost significant value,
indicating a lack of confidence in the UK by
linvestors. Finally, China’s government is not
trusted by most investors after their continued
manipulation of their currency for domestic gain.
It seems like the dollar dominance is here to stay,
at least in the foreseeable future. If for some
unexpected reason the US economy stumbles
while the rest of the world is gaining strength, we
could see a reverse in this trend. That being said,
the US dollar as the reserve currency are
probably here to stay.
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