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Soros’ Currency Arrows

At any moment of time there are myriads of feedback loops at work, some of which are
positive, others negative. They interact with each other, producing the irreqular price patterns
that prevail most of the time; but on the rare occasions that bubbles develop to their full
potential, they tend to overshadow all other influences. ~ Soros

Markets, like much of nature, are composed of infinite feedback loops.

Understanding these feedback loops was one of Soros’ big analytical edges back in his prime.
They’re a critical component of his theory on Reflexivity and also formed the foundation of his
framework for analyzing currencies.

In this note, we’re going to explore the primary feedback loops at work in the US dollar. We'll do this
using Soros’ “currency equation”. And in doing so, we’ll see how the long-term USD bull trend is
near the end of an unsustainable Core Domination paradigm. One that is ripe for reversion to
the mean...

Let’s start with a review of the basics.

Like all markets, exchange rates are driven by supply and demand. Currency supply and demand
can be separated into two broad categories: fundamental and speculative.

Fundamentals are things like the trade and balance sheet of the currency issuer and its fiscal and
monetary policies, such as its budget deficits and its control of the money supply.

Speculative demand is centered around expectations of the relative and future value of the currency.
Think exchange rate trends, interest rate differentials, and relative market opportunities.

To simplify even further. Currency supply and demand is comprised of three things:

1. Trade
2. Non-speculative capital transactions
3. Speculative capital flows

Trade affects exchange rates through the balance of trade. Countries sell goods in their home
currency. For other countries to buy those goods, they have to exchange their currency for the
seller’s (exporter’s) currency. And vice-versa for when the country wants to import goods. This
differential is referred to as the balance of trade. A trade surplus is an appreciating force on a
currency and a deficit is a depreciating one.
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Speculative capital flows are the buying and selling of currencies with no attached underlying asset.

Speculative capital moves in search of the highest total return. The total return is made up of:

1. Exchange rate differentials
2. Interest rate differentials,
3. Local currency capital appreciation.

Of the three, exchange rates are the most important because they tend to fluctuate more than
interest rates or relative market returns. It doesn’t take much of an exchange rate decline/increase to
completely overshadow the return on interest rates or capital appreciation.

In the short-term (months to a few years) exchange rates are driven by speculative flows. In the long
term, economic fundamentals (trade + non-speculative capital transactions) dominate exchange rate
movements. It's the dynamic tension between these two that comprise the trends and fluctuations of
currency markets.

Soros broke these factors down so he could turn them into simple logic statements (the below
example is taken from his book The Alchemy of Finance). He did this in an effort to gain a better
understanding of the drivers of a trend and the sustainability of that trend.

Soros’ Currency Equation:

e = nominal exchange rate (number of foreign currency units for one domestic
currency unit; fe= strengthening

i = nominal interest rate s

v = domestic versus foreign price level (ﬂ p =increase in domestic prices faster than
in foreign prices and vice versa)

V = level of economic activity 1 = increased outflow

= increased inflow
N = nonspeculative capital flow J

T = trade balance { = surplus

[l = deficit

B = government budget

Alex Barrow@MacroOps
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The importance of these drivers shifts over time, from regime to regime. This is one of the reasons
why the FX markets are notably hard to forecast. Players are often keying off the thing that
worked during the last cycle while unaware of what'’s driving the current one.

The most recent USD bull market that kicked off in 11’ was driven by an equation that looked
something like this.

DXY =US V > RoW V (rest-of-world) = 1(i+e+m) —» s| — e?

Where US growth was stronger on a relative basis (accounting for the US safety premium) than
growth in the RoW (US V > RoW V). This led to positive interest rate differentials for the dollar which
drove exchange rate appreciation and brought in speculative flows (s) into US assets (stocks +
bonds). This drove relative US market outperformance (m).

As a result, the dollar benefited from numerous positive feedback loops that boosted its Total Return
Equation, which again, is the most important factor in driving speculative flows.

US relative growth and the dollar
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But here’s the thing... A number of these factors are no longer supportive of the positive USD

feedback loop; such as relative growth, yield spreads, and recently, the trend in the exchange rate
itself.

In addition, there are a number of longer-term fundamental factors, such as a deteriorating trade
balance (T]) and widening budget deficit (B|) that are actively working against it.

Figure 11: US government debt and budget deficit
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So now the DXY equation looks something a little more like this:
DXY = {(i+e)+1(m)— s] — e
Where the now dollar only has relative market performance (m) working in its favor.

Reflexive processes tend to follow a certain pattern. In the early stages, the trend has to be
self-reinforcing, otherwise, the process aborts. As the trend extends, it becomes
increasingly vulnerable because the fundamentals such as trade and interest payments
move against the trend, in accordance with the precepts of classical analysis, and the
trend becomes increasingly dependent on the prevailing bias. Eventually, a turning
point is reached and, in a full-fledged sequence, a self-reinforcing process starts
operating in the opposite direction. ~ Soros

And as we can see in the chart below, this sole-remaining USD bull pillar of relative market
performance is historically stretched.

(Note: Benign Circles in the US are characterized by low inflation, an easy Fed, a strong dollar, and

US outperformance. While US Vicious Circles are marked by above-trend inflation, a weak dollar,
and US underperformance.)
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Total Market Capitalization:
US versus Rest of World
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This is one of those things that means little in the short-term but a lot in the long-term.

The fact is that capital concentration is likely near its zenith here in the US. The valuation
premium placed on US financial assets is over 1.5std above its long-term average. And it now no
longer has the supportive tailwinds of positive growth, yield, or exchange rate differentials.

Chart 140: US vs. World ex-US price-earnings ratio since 1969
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So at this point, the primary thing preventing the dollar from completely tipping over is relative
US asset outperformance, or rather the bullish trend in tech. And this speculative trend that has
driven Domination by the Core is itself being driven by stimulus-funded trend followers.
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Core Domination

:./' N = Feedback Loop: 1(e+i+m) — 5| — &7
e=exchange rate, i=rate differential, m=capital

appreciation, s=speculative capital flows The longer a benign circle lasts, the niore attractive it is to

hold financial assets in the appreciating currency and the
more important the exchange rate becomes in calculating
total return. Those who are inclined to fight the trend are
progressively eliminated and in the end only trend followers
survive as active participants. As speculation gains in
importance, other factors lose their influence. There is
nothing to guide speculators but the market itself, and the
market is dominated by trend followers.

~ George Soros
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Understanding this, we’ll know the time is ripe for the real start of the USD bear market when the
trend in US tech begins to bend — which | suspect will come sooner rather than later. That will
mark the extinguishment of the final bullish USD supportive leg and the start of a new regime. One
balanced by capital flows back to the periphery (RoW) and a Vicious Circle for the US.

Core vs Periphery Paradigm
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This new regime will be led by commodities, emerging markets, cyclical, value, etc... And it will
kickstart a number of monster cyclical trends.

Finally, | should note that this will just be a standard cyclical turn in the dollar. And in no way does it
reflect the greenback’s status as the world’s reserve currency. I'll write in a follow-up note about why
that’s not a serious risk.

In the meantime, DXY is nearing significant support. We should see a bounce soon — failure to do
so would be an important signal. Newton’s 1st Law reigns though and a chart in consolidation tends
to stay in consolidation. So we need to wait for a range breakout to confirm that a new regime has
arrived.
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Stay safe out there and keep your head on a swivel.
Your Macro Operator,

Alex
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