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King Dollar: Network

Effects & Safe Havens
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Coronavirus Clogs “Global” Financial System
On its surface, the global economy often appears as a series of loosely interconnected systems operating simultaneously yet

largely independent of one another. However, underneath the hood this system is rather a disproportional network consisting of

several large hubs from which capital and commerce flow. Akin to the human circulatory system, the heart of the global financial

system lies in the hands of a seldom few whose decisions influence and, at times, dictate the flow of money and credit to the rest

of the system. At the risk of belaboring this analogy, COVID-19 has created a series of severe clots in the global financial

system, threatening the viability of its current construction.

Political responses to the coronavirus outbreak have exposed just how deeply-rooted today’s “Dollar Standard” is and the

potential consequences of such a dominant world reserve currency. The direction the dollar trades can have significant influence

far beyond the borders of the United States. Before COVID-19, the dollar sat at the heart of the shift from 2017’s “synchronized

global growth” narrative to last year’s “synchronized global slowdown” story; the global growth pick up in 2017 coincided with

the dollar’s worst annual decline in almost 15 years. Conversely, the dollar has gained more than 12% since its early 2018 bottom,

bringing with it growing concerns over slowing economic activity.

Source: Jackson Hole Symposium, Aug. 2019

“Huge network effects mean the dollar has

remained dominant in the IMFS despite the

transformation of the global

economy…Even a passing acquaintance

with monetary history suggests that this

centre won’t hold.”

Mark Carney, Former BOE President

“…as such instability in calculations in

dollars creates a desire of many global

economies to find alternative reserve

currencies and create settlement systems

independent of the dollar.”

Vladimir Putin, President of Russia

“Like gold, U.S. dollars have value only to

the extent that they are strictly limited in

supply. But the U.S. government has a

technology, called a printing press…that

allows it to produce as many U.S. dollars as

it wishes at essentially no cost.”

Source: National Economists Club,, Nov. 2002Source: Investment Forum, Nov. 2018

Ben Bernanke, Former Fed Chairman

https://www.bankofengland.co.uk/-/media/boe/files/speech/2019/the-growing-challenges-for-monetary-policy-speech-by-mark-carney.pdf
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The Dollar’s Network Effect
Global reserve currencies exhibit extremely strong network effects; some would even argue “money” is the OG social network

(sorry, Zuck). But what exactly backs the world’s global reserve currency? It’s quite simple: the global demand for dollars. And

today that demand is very strong. Not only is the dollar the most widely used transactional currency; the demand for dollar-based

assets is driven by foreign central banks, countries and companies reliant on dollar-denominated debt, large institutional

investors (pension funds, endowments, asset managers, etc.), and even the average US taxpayer.

Treasury bonds are among the world’s most liquid reserve assets. But the attractiveness of owning Treasury bonds is largely tied

to the relative value of the native currency they’re priced in, in this case the US dollar, which can fluctuate. Let’s say a Treasury

note offers 2% a year but the dollar weakens 4-5%, then your relative purchasing power declines since that 2% coupon is paid in

USD (assuming no bond price change); in order to foster strong demand for Treasuries, faith in the US dollar must not waiver.

Source: Bloomberg, IMF

USD % of Total World Reserves
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Confidence Game
If everyone suddenly lost confidence in the United States’ ability to manage its mounting debts, the value of Treasury bonds

would drop as investors fled for safer alternatives. The dollar would take a beating if those alternatives were foreign assets or safe

havens, comparable to the potential capital flight risk many developing nations face today. All in all, the value of fiat currencies

lies in the balance between their supply and demand, with the latter being a critical component to the dollar’s strength

and status as the global reserve currency. Crypto adversaries often leverage the “bitcoin isn’t backed by anything” argument as

the ultimate trump card to end any argument. However, we view this argument as narrow-minded and, quite frankly,

misinformed. Bitcoin’s value is backed by the demand for a non-sovereign, censorship-resistant, digitally native asset with a

predetermined hard-capped supply. Its current value is also backed by the demand for an apolitical speculative asset that

may or may not turn out to be one of the world’smost valuable safe havens.

Source: Federal Reserve

US Gold Reserves vs. US Monetary Base
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Risk-Off, Dollar-On
The US dollar sits at the heart of nearly every major macro trend right now. The great in(de)flation debate, commodity prices,

global growth, world exports & trade, the rebound in risk assets (both in the US and in emerging markets); the future of all these

trades is, at least in part, tethered to the direction of the US dollar. The US dollar’s recent pullback has largely been driven by

a combination of extreme monetary & fiscal intervention, waning coronavirus concerns, and increased risk appetite (evident in

the performance of risk assets and emerging market currencies). In the short-to-medium term, there are still several potential

tailwinds for the greenback, and the risk for further upside should not be taken lightly. However, looking out longer term, there

are significant secular and structural headwinds that point to a weaker USD, which provides its own set of consequences for

global markets and asset prices.

Daily % Change in Globally Confirmed COVID-19 Cases vs. US Dollar Index (Inverse)

Source: Bloomberg, Johns Hopkins, ICE
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Flight-to-Safety
For starters, the US dollar was already trending higher heading into 2020 as strong demand for US assets continued to drive both

equities and Treasuries to new heights. As the severity of the coronavirus outbreak became clearer, so too did investors’ demand

for safe haven assets, exacerbating a dollar funding squeeze that forced the Fed to open up temporary US dollar liquidity

arrangements with foreign central banks. After a modest sell-off, the US Dollar Index shot up 8% in just ten days, peaking

alongside the daily percent increase in global confirmed COVID-19 cases; volatility blew out across almost every asset class,

adding to heightened concerns.

Source: Bloomberg, Federal Reserve, Cboe

US Fed Trade Weighted Nominal Broad Dollar Index vs. VIX Index (12-Week Avg)
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Dollar Direction is Key
Since then, the dollar has experienced a dramatic reversal, falling against just about every major currency. In our view, the

catalyst for the move is multifold, driven in part by the relative size and speed of the US policy response coupled with waning

COVID concerns and revived risk appetite. As we can see, the dollar peak marked the bottom for risk assets both in the US and

abroad; the S&P 500, for example, has surged more than 40% since its March 23rd bottom while the MSCI All-Country World

Index ex-US has risen 34%. Notably, tighter rate spreads between the Euro Area and the US also imply a significantly stronger

euro relative to the dollar, but we’ll save that topic for another time.

Source: Bloomberg, BlackRock, ICE

iShares MSCI All-Country World ETF vs. US Dollar Index (Inverse)
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Emerging Market Concerns Wane
Conversely, emerging market currencies have rebounded considerably since late March, led by the Indonesian rupiah (IDR),

Mexican peso (MXN), Russian ruble (RUB), and the Colombian peso (COP), all of which have gained 12-16% against the USD since

its late March high. Interestingly, these were four of the six worst performing EM currencies this year through their March

bottom, led by 25% and 22% declines in the Mexican peso and Russian ruble, respectively. The latest spurt of USD weakness also

somewhat eased concerns over EM borrowers with excessive dollar-denominated debts as a weaker greenback decreases the

relative value of such obligations, thus alleviating some financial strain; option-adjusted spreads (OAS) on EM dollar-

denominated debt (both sovereign & corporate) have tightened recently following their March spike.

Source: Bloomberg, MSCI

Emerging Market USD Agg Bond OAS vs. EM Currency Index (Inverse)
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King Dollar Isn’t Dead Yet

As we’ve noted, few things are as destructive as a strong US dollar, especially when the world is in desperate need of

accommodative economic conditions; combating a global recession is hard enough as is. The risk in the short-to-medium term is

if we see a second wave of COVID-19 cases emerge, which would likely prompt another risk-off move as investors flock to safety.

On the flip side, a weaker dollar would alleviate pressure on foreign markets, notably emerging market countries and corporates

with material amounts of dollar-denominated debt obligations. Further declines in the buck may also provide relief for certain

emerging economies via higher commodity prices, sparking greater pricing pressure and a potential reflation trade.

Source: Bloomberg

Country Real GDP Forecasts (YoY%)

Beyond 2020, several structural shifts will place

pressure on the dollar with ballooning debt

burdens and the rest of the world’s desire for a

more neutral settlement currency chief among

them.

Similarly, if the US recovery lags global peers,

policymakers will have little choice but to continue

providing relief for individuals and businesses alike,

resulting in greater deficits and monetary

intervention; large-scale debt monetization is

here for the foreseeable future, posing a serious

threat to the long-term value of USD.

The Federal Reserve has added nearly $3 trillion to

its balance sheet in just four months (currently

totaling $7T) and very well may be on its way to $9-

10 trillion if economic fragility persists.
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Weaker Dollar Long-Term

Most of the time, it’s prudent to dismiss the day-to-day fluctuations in markets; unless something materially changes your

outlook, it’s often best to stay the course. However, as we recently noted, the latest bout of dollar volatility gave us an excuse to

step back and reevaluate the current landscape. In our view, it’s still far too early to call the dollar’s peak given the level of

uncertainty around the second half of the year. Many pundits are still on edge watching the number of confirmed COVID-19

cases rise as cities begin the early phases of the reopening process, and it likely won’t take a whole lot to spook the market once

again. Even if we manage to escape a second wave, there’s still substantial risk we see a cascade of household and corporate

insolvencies in the aftermath of worldwide lockdowns. The long run probability of a weaker dollar only seems to rise with each

dire data point as policymakers have all but handed over the keys to the printing press in their effort to stop the bleeding.

Interestingly, analyst forecasts also point to further USD weakness in the years ahead, according to composite estimates

compiled by Bloomberg.

Source: Bloomberg, ICE

US Dollar Index (DXY) Forecasts
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The “Dollar” Standard



12

The Dollar Wrecking Ball

Source: Bloomberg, Federal Reserve

The size and speed of US relief measures trumped any other country or region in the early months of the COVID-19 outbreak.

However, we’ve seen policymakers in other advanced and emerging economies forced to follow suit to combat their own

domestic crises. This poses a serious risk as further dollar strength would threaten a global economic recovery; a strong dollar

tightens financial conditions abroad as foreign sovereigns and corporates watch the value of their debt obligations rise relative to

the local currencies in which they tend to conduct their business. Larger liabilities put pressure on profitability and valuations,

which in turn reduces the attractiveness of foreign investment and increases currency risk. In addition, most of the world’s

commodity markets trade in US dollars. Oil, for example, touches almost every corner of the global economy, so fluctuations

in its price have significant impacts of global growth. Countries dependent on oil exports are especially vulnerable to any

material change in crude prices, so their fates are quite literally tethered to the greenback.

US Trade Weighted Dollar – Advanced vs. EmergingBloomberg Commodity Index
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Less Dollars to Go Around

Source: Bloomberg, IMF, MSCI

The shift away from globalization in favor of domestic production was well on its way before the virus outbreak, it’s just that

COVID-19 accelerated the trend. The New Normal is likely to feature far more domestic investment in industries like

manufacturing, pharmaceuticals, medical equipment, etc. because we’ve seen the risks first-hand of relying on other countries to

provide essential resources. The decline in global trade, which the IMF projects will contract by 11% this year, will exacerbate

the dollar shortage problem as the flow of USD to export-driven economies dries up. A strong dollar is not inherently negative

for emerging market economies as cheaper exports tend to drive demand during expansions. However, we are facing a sizable

contraction in global growth and world trade, which coupled with a strong dollar can cripple EM and developing economies as

USD flows into export-driven nations dries up.

The dollar’s position at the heart of the

global economy becomes a critical issue

in times of economic duress as the

dollar is somewhat countercyclical to

market conditions.

During economic expansions, favorable

opportunities in foreign markets attract

investors hungry for growth. However,

when conditions sour, the dollar’s safe

haven status propels its strength as

investors shed risk and flock to cash and

low-volatility securities, putting further

strain on emerging and developing

economies dependent on dollar

inflows.

Global Exports (YoY%) vs. MSCI EM Currency Index
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Sovereign Credit & Capital Flight

Source: Bloomberg

The default risk of sovereign debt is rising all over the world, worsening with each passing day global economic activity is stalled.

The IMF expects emergency financing demand to exceed $100 billion; the international organization has already received

requests from more than 100 countries in need of economic relief. Additionally, leaders of the IMF and World Bank called for

bilateral creditors to suspend debt service payments from some of the poorest countries, which was enacted by the G20 in mid-

April. Private borrowers are struggling to make payments on everything from rent and autos to commercial leases and

small business loans. The economic pressure of a stronger dollar and contracting growth also forces foreign governments to

ramp up monetary and fiscal stimulus efforts to combat the downturn, even though other countries don’t have the advantage of

issuing dollars; they only have control over their local currencies.

Sovereign CDS for Major EM Countries
If central banks in developing countries print

money, the risk of currency debasement rises with

it. As a result, investors who attribute higher

currency risk to these countries will likely sell or

shy away from sovereign debt being issued (and

subsequently monetized) to fund stimulus

efforts. Less demand for emerging market assets

would depress local currencies as capital seeks

more attractive risk-adjusted opportunities.

But where is that capital likely to land? Where

people feel it’s well protected and safe - with good

old Uncle Sam. This feedback loop could push the

global financial system to its breaking point as the

risk of a deflationary debt spiral takes hold;

Defaults and bankruptcies rise, recessions

ensue, and the world would be forced to face its

mounting debt burdens head-on.
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The Dollar Swings Back

Source: Bloomberg, Federal Reserve, US Treasury Department

This is one fight the U.S. won’t be able to watch from the sidelines either. The rise of globalization and the interconnected nature

of American businesses today will force the US to act in the best interest of global commerce, otherwise policymakers risk driving

international demand into the ground. Foreign suppliers will go belly-up, consumer bases abroad will evaporate, and the US will

be left to play by itself. Now, that’s an extreme and unlikely scenario, but it highlights the extent of how far this could go. The size

of the supply-demand imbalance for dollars will likely keep the Fed’s foot on the gas (or hand on the keyboard) as it attempts to

shore up any stresses that arise in the funding or credit markets. The global economy desperately needs a weaker dollar, but

increased demand for the greenback during periods of duress only makes conditions worse. Our base case has been that the Fed

(and other central banks) will extend its asset purchase program so long as lawmakers pass legislation for additional relief

spending; as of now, that’s still a big “if”.

Fed Total Assets vs. Total US Public Debt (Normalized)
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Disclosures

The Research Team may own the tokens represented in this report, and as such this should be seen as a disclosure of any potential conflict of interest. Anyone

can contact Delphi Digital for full token disclosures by team member at Team@DelphiDigital.io. This report belongs to Delphi Digital, and represents the

opinions of the Research Team.

Delphi Digital is not a FINRA registered broker-dealer or investment adviser and does not provide investment banking services. This report is not investment

advice, it is strictly informational. Do not trade or invest in any tokens, companies or entities based solely upon this information. Any investment involves

substantial risks, including, but not limited to, pricing volatility, inadequate liquidity, and the potential complete loss of principal. Investors should conduct

independent due diligence, with assistance from professional financial, legal and tax experts, on topics discussed in this document and develop a stand-alone

judgment of the relevant markets prior to making any investment decision.

Delphi Digital does not receive compensation from the companies, entities, or protocols they write about. The only fees Delphi Digital earns is through paying

subscribers. Compensation is not received on any basis contingent upon communicating a positive opinion in this report. The authors were not hired by the

covered entity to prepare this report. Delphi Digital did not receive compensation from the entities covered in this report for non-report services, such as

presenting at author sponsored investor conferences, distributing press releases or other ancillary services. The entities covered in this report have not

previously paid the author in cash or in stock for any research reports or other services. The covered entities in this report are not required to engage with

Delphi Digital.

The Research Team has obtained all information herein from sources they believe to be accurate and reliable. However, such information is presented “as is,”

without warranty of any kind – whether expressed or implied. All market prices, data and other information are not warranted as to completeness or accuracy,

are based upon selected public market data, reflect prevailing conditions, and the Research Team’s views as of this date, all of which are accordingly subject to

change without notice. Delphi Digital has no obligation to continue offering reports regarding this topic. Reports are prepared as of the date(s) indicated and

may become unreliable because of subsequent market or economic circumstances. The graphs, charts and other visual aids are provided for informational

purposes only. None of these graphs, charts or visual aids can and of themselves be used to make investment decisions. No representation is made that these

will assist any person in making investment decisions and no graph, chart or other visual aid can capture all factors and variables required in making such

decisions.

The information contained in this document may include, or incorporate by reference, forward-looking statements, which would include any statements that

are not statements of historical fact. No representations or warranties are made as to the accuracy of such forward-looking statements. Any projections,

forecasts and estimates contained in this document are necessarily speculative in nature and are based upon certain assumptions. These forward-looking

statements may turn out to be wrong and can be affected by inaccurate assumptions or by known or unknown risks, uncertainties and other factors, most of

which are beyond control. It can be expected that some or all of such forward-looking assumptions will not materialize or will vary significantly from actual

results.
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