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Market Note 6 May 
2021 

US dollar outlook—moving from 
strength to weakness  
The U.S. dollar (USD), as referenced by the U.S. 
Dollar Index (DXY 1), climbed nearly 5% between 
early January and 31 March.2 We now believe that 
the DXY is poised to resume its long-term downward 
trend, particularly with reference to the euro (EUR).  

The USD is priced for perfection 

To a large extent, the speed at which the U.S. fiscal 
picture evolved after the Georgia Senate runoff 
caught market participants off guard and accounted 
for much of the USD’s strength in Q1. However, we 
believe the USD is unlikely to appreciate further in 
the near term because the market has already priced 
in expected U.S. economic outperformance, driven 
by the great reopening and the acceleration in the 
country’s vaccination program.  

From here, we expect growth and interest-rate 
differentials between the United States and 
developed-market economies to narrow as market 
participants look beyond the near-term U.S. fiscal 
outlook and incorporate their expectations for the 
medium-term cyclical picture.  

Challenges to the U.S. growth outlook include a 
fading of the fiscal impulse—driven in part by the 
anticipated changes to tax policies—and the 
possibility of a short growth cycle. In other words, we 
believe the USD is priced to perfection. Indeed, the 
bar to upside surprises in the United States is 

 
1The U.S. Dollar Index is a measure of the value of the U.S. dollar relative 
to the value of a basket of currencies of the majority of the United States’ 
most significant trading partners. It is not possible to invest directly in an 
index.  

exceedingly high, whereas expectations for Europe, 
Canada, and others have far more scope for positive 
shocks as we get closer to the second half of the 
year.   

DXY correlations and valuation 

Investors have historically relied on interest-rate 
differentials, also known as bond spreads, to assess 
the fair value of the exchange rate between two 
currencies, focusing on spreads at the shorter end of 
the yield curve (e.g., 2-year) to capture the outlook 
for relative central bank policy.  

That said, market participants have begun to pay 
more attention to interest-rate differentials at the 
slightly longer end of the yield curve (10-year) in their 
analysis because they better capture the evolution in 
monetary policy in recent years where central bank 
asset purchases have become increasingly (perhaps 
permanently) prominent.  

DXY fair value using weighted 2-year spread

Source: Bloomberg, Macrobond, Manulife Investment Management, as of 13 
April 2021. 

 
2 Bloomberg, Macrobond, as of 13 April 2021.  
 

In early February, we noted that the U.S. dollar could be poised for a short-lived countertrend 

recovery, driven by U.S. political developments and their implications on fiscal policy and growth. Eric 

Theoret, Global Macro Strategist from Macroeconomic and Strategy Team, now believes that moment 

has passed and that the greenback is ready to enter a period of weakness. 
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And this is where it gets interesting: Using the DXY 
as a proxy for the USD, we compared the spot price 
for the DXY and calculated fair value for the DXY 
based on the 2-year spread (interest-rate 
differential)—by this measure, the USD is 
overvalued. However, a similar calculation based on 
the 10-year spread suggests the USD is undervalued 
(although it’s closer to the estimated fair value 
relative to the first method).3 

Of these, which is the better measure to use? Our 
analysis shows that the DXY’s correlations with the 
2-year and 10-year spread are roughly equivalent on 
a longer-term basis. We also noticed that shorter-
term dynamics are much more variable as the DXY’s 
correlations to bond spreads varied in intensity while 
also alternating between fundamentals (proxied 
through spreads) and market sentiment.  

 
DXY fair value using weighted 10-year spread 

 

Source: Bloomberg, Macrobond, Manulife Investment Management, as of 
April 13, 2021. 

Interestingly, at this moment in time, correlation 
studies revealed a relatively stronger relationship 
between the DXY and longer-term spreads; 
conversely, the correlation between the DXY and 
short-term spreads barely registered.3  

Here’s our interpretation: USD strength that we saw 
in Q1 had been driven by changes in the U.S. 10-
year yield, as markets began to price in monetary 
policy normalization (i.e., tapering as the U.S. 

 
3 Bloomberg, Macrobond, Manulife Investment Management, as of 13 
April 2021. 

Federal Reserve (Fed) scales back its various 
emergency programs)—but that’s now changed.  

In our view, the Fed’s narrative will be a critical 
catalyst for the renewed weakening in the USD as 
market participants’ focus migrates from the back 
end of the yield curve and the tapering discussion 
toward the outlook for conventional policy and 
interest rates. The sequencing of Fed policy 
normalization—and its reflection in market pricing—
is critical and explains some of the discrepancies 
we’ve observed in terms of the USD’s relationship to 
its fair value estimates. 

Sentiment, positioning, and seasonal factors 

Outside of fundamentals and sentiment, 
derivatives/options positioning and seasonal factors 
are also key considerations in regard to how the USD 
might perform in the coming weeks and they appear 
set to complement (or at least not hinder) our 
expectations for a resumption of a weaker USD.  

On sentiment, we note the recent developments in 
the options market: Risk reversals, which refer to the 
difference between the implied volatility between call 
options and put options, are threatening to head back 
into negative territory, thereby signaling that more 
investors are expecting the USD to depreciate than 
those expecting it to rise in value.  

Weekly speculative futures positioning data from the 
Commodities Futures Trading Commission also 
reveal a significant liquidation of bearish bets against 
the USD in Q1. Current positioning also suggests 
that investors remain somewhat bearish about the 
USD.2 
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DXY seasonal trading patterns 

 

Source: Bloomberg, Macrobond, Manulife Investment Management, as of 12 
April 2021. LHS refers to left-hand side; RHS refers to right-hand 
side. Rebased to 100, where 100=first trading day of the year.  

Of the nonfundamental considerations, seasonal 
factors appear to offer the most compelling argument 
for a resumption of broad-based USD weakness. 
The USD tends to follow well-defined seasonal 
trends with a historically strong start to the year 
followed by weakness through Q2 and Q3 and 
renewed strength around the start of Q4. The DXY 
has delivered a near-textbook performance so far in 
2021, suggesting that we could see weakness in the 
USD in the next couple of quarters. 

Risks to our views 

The primary risk to our bearish USD outlook relates 
to sentiment. The USD’s role as a safe-haven 
currency means that our views will be vulnerable to 
a surge in geopolitical tensions since such events are 
likely to encourage investors to seek shelter in the 
currency. Similarly, any development that points to a 
meaningful disappointment in global economic 
fundamentals could also spark flows into safe-haven 
assets, including the greenback.  
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Disclaimer 

A widespread health crisis such as a global pandemic could cause 
substantial market volatility, exchange-trading suspensions and 
closures, and affect portfolio performance. For example, the novel 
coronavirus disease (COVID-19) has resulted in significant disruptions 
to global business activity. The impact of a health crisis and other 
epidemics and pandemics that may arise in the future, could affect the 
global economy in ways that cannot necessarily be foreseen at the 
present time. A health crisis may exacerbate other pre-existing political, 
social and economic risks. Any such impact could adversely affect the 
portfolio’s performance, resulting in losses to your investment 
Investing involves risks, including the potential loss of principal. Financial 
markets are volatile and can fluctuate significantly in response to 
company, industry, political, regulatory, market, or economic 
developments.  These risks are magnified for investments made in 
emerging markets. Currency risk is the risk that fluctuations in exchange 
rates may adversely affect the value of a portfolio’s investments.  
The information provided does not take into account the suitability, 
investment objectives, financial situation, or particular needs of any 
specific person. You should consider the suitability of any type of 
investment for your circumstances and, if necessary, seek professional 
advice. 
This material is intended for the exclusive use of recipients in jurisdictions 
who are allowed to receive the material under their applicable law. The 
opinions expressed are those of the author(s) and are subject to change 
without notice. Our investment teams may hold different views and make 
different investment decisions. These opinions may not necessarily 
reflect the views of Manulife Investment Management or its affiliates. The 
information and/or analysis contained in this material has been compiled 
or arrived at from sources believed to be reliable, but Manulife 
Investment Management does not make any representation as to their 
accuracy, correctness, usefulness, or completeness and does not accept 
liability for any loss arising from the use of the information and/or analysis 
contained. The information in this material may contain projections or 
other forward-looking statements regarding future events, targets, 
management discipline, or other expectations, and is only current as of 
the date indicated. The information in this document, including 
statements concerning financial market trends, are based on current 
market conditions, which will fluctuate and may be superseded by 
subsequent market events or for other reasons. Manulife Investment 
Management disclaims any responsibility to update such information. 
Neither Manulife Investment Management or its affiliates, nor any of their 
directors, officers or employees shall assume any liability or 
responsibility for any direct or indirect loss or damage or any other 
consequence of any person acting or not acting in reliance on the 
information contained here.  All overviews and commentary are intended 
to be general in nature and for current interest. While helpful, these 
overviews are no substitute for professional tax, investment or legal 
advice. Clients should seek professional advice for their particular 
situation. Neither Manulife, Manulife Investment Management, nor any 
of their affiliates or representatives is providing tax, investment or legal 
advice.  This material was prepared solely for informational purposes, 
does not constitute a recommendation, professional advice, an offer or 
an invitation by or on behalf of Manulife Investment Management to any 
person to buy or sell any security or adopt any investment strategy, and 
is no indication of trading intent in any fund or account managed by 
Manulife Investment Management. No investment strategy or risk 
management technique can guarantee returns or eliminate risk in any 
market environment. Diversification or asset allocation does not 
guarantee a profit or protect against the risk of loss in any market. Unless 
otherwise specified, all data is sourced from Manulife Investment 
Management. Past performance does not guarantee future results.  
 
Manulife Investment Management 
 
Manulife Investment Management is the global wealth and asset 
management segment of Manulife Financial Corporation. We draw on 
more than a century of financial stewardship to partner with clients across 
our institutional, retail, and retirement businesses globally. Our specialist 
approach to money management includes the highly differentiated 
strategies of our fixed-income, specialized equity, multi-asset solutions, 
and private markets teams—along with access to specialized, 

unaffiliated asset managers from around the world through our 
multimanager model. 
  
This material has not been reviewed by, is not registered with any 
securities or other regulatory authority, and may, where appropriate, be 
distributed by the following Manulife entities in their respective 
jurisdictions. Additional information about Manulife Investment 
Management may be found at manulifeim.com/institutional 
Australia: Hancock Natural Resource Group Australasia Pty Limited., 
Manulife Investment Management (Hong Kong) Limited. Brazil: 
Hancock Asset Management Brasil Ltda. Canada: Manulife Investment 
Management Limited, Manulife Investment Management Distributors 
Inc., Manulife Investment Management (North America) Limited, 
Manulife Investment Management Private Markets (Canada) Corp. 
China: Manulife Overseas Investment Fund Management (Shanghai) 
Limited Company. European Economic Area Manulife Investment 
Management (Ireland) Ltd. which is authorised and regulated by the 
Central Bank of Ireland Hong Kong: Manulife Investment Management 
(Hong Kong) Limited. Indonesia: PT Manulife Aset Manajemen 
Indonesia. Japan: Manulife Investment Management (Japan) Limited. 
Malaysia: Manulife Investment Management (M) Berhad 200801033087 
(834424-U) Philippines: Manulife Asset Management and Trust 
Corporation. Singapore: Manulife Investment Management (Singapore) 
Pte. Ltd. (Company Registration No. 200709952G) South Korea: 
Manulife Investment Management (Hong Kong) Limited. Switzerland: 
Manulife IM (Switzerland) LLC. Taiwan: Manulife Investment 
Management (Taiwan) Co. Ltd. United Kingdom: Manulife Investment 
Management (Europe) Ltd. which is authorised and regulated by the 
Financial Conduct Authority United States: John Hancock Investment 
Management LLC, Manulife Investment Management (US) LLC, 
Manulife Investment Management Private Markets (US) LLC and 
Hancock Natural Resource Group, Inc. Vietnam: Manulife Investment 
Fund Management (Vietnam) Company Limited.  
  
Manulife, Manulife Investment Management, Stylized M Design, and 
Manulife Investment Management & Stylized M Design are trademarks 
of The Manufacturers Life Insurance Company and are used by it, and 
by its affiliates under license. 
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