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King Dollar | Ryan Craft, CFA
Over the past few months, one market has dominated all others… currencies.  The value of global currencies has 
been in a state of flux as the major economies around the world have stumbled for most of 2014.  However, the 
US Dollar has been the big winner thus far, appreciating over 10% since September against a basket of developed 
world currencies.  Why is this happening and, more importantly, what affect will this have on the economy and 
markets?

Currencies are a zero sum game.  For one currency to appreciate, another must depreciate by an equal and opposite 
amount.  These movements are supply and demand driven.  Supply is created by central banks who control the 
money supply.  Demand is determined by economic activity denominated in a certain currency.  For example, the 
more transactions that are priced in dollars, the more demand for dollars in order to complete those transactions.  
This is why a strong currency is typically associated with a robust economy and vice versa.

Throughout 2014, the Federal Reserve has steadily low-
ered its quantitative easing program with the final pur-
chases being made in October.  The Fed has begun to 
talk about raising short term interest rates sometime in 
2015.  This points to a tighter US Dollar (USD) supply 
going forward.  Contrast this to the other major central 
banks of the world.  The European Central Bank (ECB) 
has shown no signs of raising rates.  In fact, Mario 
Draghi, its chairman, has been gathering support to be-
gin its own version of a QE bond buying program next 
year.  The Bank of Japan (BOJ) has put every other cen-
tral banker to shame with its aggressive monetary policy 
actions that openly try to devalue the Yen.  All in all, the 
USD is looking strong from a supply standpoint relative 
to its competitors.

At the same time, the US economy has been a welcome surprise over the second half of the year; posting stronger 
than expected GDP growth rates the past two quarters.  The economy is still not operating at full capacity and holes 
remain in the employment picture, but the economy is moving in the right direction compared to the country’s 
main trading partners.  The US is currently the proverbial “least dirty shirt.”  The European Union remains on the 
brink of depression and Japan is… well… Japan.  Despite 20 years of monetary stimulus, Japan’s economy remains 
as weak and fragile as ever.  While the true data is still a mystery, China appears to be experiencing an economic 
slowdown and has its own growing debt problems to deal with.

Is a strong USD good or bad for the US economy and markets?  A strong currency is typically correlated to a strong 
economy, but the currency is normally strong as a result of the economy, not the economy strong because of the 
currency.  How a currency’s value influences an economy depends on the make-up of the economy.  An economy 
that is export driven will suffer due to a strong currency.  This is why BOJ continues to put pressure on the Yen… as 
a weaker Yen makes Japanese products more attractive on the global market.  However, an economy that imports 
more than it exports (also known as a negative trade balance) can benefit from a strong currency.  The US is in this 
situation.  A strong USD allows US consumers to purchase more goods with less dollars.  This can have an effect 
on financial markets as well. 
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Cheaper goods will result in lower inflation, which put downward pressure on long term interest rates.  In addition 
to lower interest rates, a strong dollar brings lower prices on commodities such as oil, copper, iron ore, and pre-
cious medals.  These commodities trade in the global market place denominated in USD.  The nearby chart shows 
this connection.  As the dollar has strengthened this year, commodity prices have fallen.

As for the broad US economy, it should benefit from a 
stronger currency.  Interest rates and commodities rep-
resent costs to US businesses.  With those costs falling, 
businesses should benefit.  There is a caveat, though.  
The benefit of a strong currency was magnified in years 
past when manufacturing dominated the US economy.  
Now, the service sector is the largest part of the econo-
my as well as the economy’s biggest export.  Services do 
not benefit from the decline in raw material prices like 
manufacturing does, so the impact may be less than in 
the past.  Additionally, the biggest growth sector in the 
US economy has been energy.  The US now produces as 
much crude oil as Saudi Arabia.  Therefore, the precipi-
tous fall in oil prices will hurt US growth while at the 
same time helping much of the economy.  In the past, 

lower oil was viewed as a tax cut with universal benefits.  Even today, many economists are touting lower gas prices 
as a bump in disposable income equivalent to a raise for many households.  That is true, but it also has the potential 
to hurt a large sector of the economy… a sector that currently provides many well-paying jobs.

The value of the dollar effects interest rates through inflation expectations.  Falling prices from a strong currency 
lower the market’s expectation for inflation in the future.  Compensation for expected inflation is a large com-
ponent in determining the yield of a bond, so yields fall as inflation expectations fall.  This is illustrated by the 
behavior of the yield curve this past year.  Yields on the long end of the yield curve are primarily influenced by 
inflation expectations, while the short end of the curve is more influenced by Fed policy since the Fed controls the 
overnight rate.

This year, the yield curve has flattened.  Short term rates 
have moved up slightly as the market anticipates the Fed 
raising short term rates sometime in 2015.  The long 
end of the curve, though, has fallen rather dramatically.  
30yr Treasuries have a year-to-date total return of more 
than 24% with yields falling over 100 basis points.  10yr 
Treasuries have fallen from 3.00% at the beginning of 
the year to 2.18% at the time of this writing.  This is due 
to falling inflation expectations.

The Five Year Forward Breakeven is a statistic that is fol-
lowed very closely by the Federal Reserve.  The five year 
breakeven is the difference in yield between five year 
nominal Treasuries and five year inflation-protected
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Treasuries.  This difference between the nominal rate and the real rate is roughly the market’s expectation for infla-
tion.  The nearby chart looks at the difference in forward interest rate curves to extrapolate the market’s expecta-
tions for inflation five years from now.  It is highly theoretical (and often wrong), but the Fed believes that it pro-
vides insight into inflation expectations.  If the Fed watches it, so must the market, because it can give the market 
insight into what the Fed may do next.

Looking at this chart, one can see that inflation expec-
tations have plummeted throughout the second half of 
2014.  The orange lines on the chart represent the begin-
ning of each of the four QE programs by the FOMC.  
Each QE was implemented because the Fed was con-
cerned about deflation, or at least slowing inflation, and 
falling inflation expectations played a significant role in 
those decisions.  The Fed has clearly stated its desire to 
have inflation hover around 2%, and would be comfort-
able with it even higher than that for some period of 
time.  All of this begs the question:  With inflation ex-
pectations falling to their lowest level since 2008, will 
the Fed still be inclined to begin tightening monetary 
policy in the near future?
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Finally, A Regulation You Can Opt-Out Of | Cliff Reynolds, CFA

In the December 2012 issue of ALM Insights, I wrote an article titled Basel III’s AFS Provision. At the time of the 
article, the provision detailing the effects of Accumulated Other Comprehensive Income (AOCI) on regulatory 
capital had been delayed due to a “wide range of views”, and the final outcome was still very much up in the air. 
Few in the banking industry thought that forcing banks of all sizes to account for AOCI in regulatory capital was 
the best option, but proposals for changes were wide ranging.

The final rule is out, and it includes a one-time option for banks to choose to either include or exclude AOCI from 
regulatory capital. The final ruling came through more than a year ago, but banks are required to make the decision 
on whether to opt in when they submit their call report for the fourth quarter of 2014, so I thought this would be 
an appropriate time to consider the implications one last time.

I think it’s pretty safe to assume that opting-out is just about everyone’s plan. While opting out will keep the price 
volatility of the securities portfolio out of the calculation of regulatory capital, there should be no expectation that 
regulators are finished criticizing interest rate risk. Banks should still be prepared to justify projected performance 
of their bond portfolios in +300 and +400 basis point interest rate scenarios.

For some banks, reclassifying the most volatile parts of the securities portfolio to held-to-maturity (HTM) can 
help manage that risk. We have highlighted the pros and cons of that strategy before (see the March 2014 issue of 
ALM Insights), but while market conditions have certainly changed a lot this year the dynamics of the decision 
whether or not to reclassify are the same.
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In most cases doing so has gotten more attractive. Banks that held off on reclassifying this time last year because 
they were hesitant to lock in prices on bonds that were underwater, should revisit those parts of their portfolio 
before the end of the year. The case for hedging the risk is still valid and the market conditions have only improved.

If the effect of reclassifying the most volatile portion of the securities portfolio to HTM hurts the bank ability to 
rely on the portfolio as a source of liquidity then the current market may represent a good chance to reposition to 
a less risky part of the curve. Longer term yields have fallen almost 100 basis points since this time last year, while 
short-term yields have risen steadily in 2014. If the yield curve continues to flatten interest rate risk will become 
less and less attractive. But if the risk is determined to no longer be appropriate, take this as an opportunity to 
consider buying shorter term bonds at the highest yields since 2011.

In our opinion, the case for opting in and including AOCI in the calculation for regulatory capital is short sighted. 
For the cases where AOCI is meaningfully positive, the benefit of higher regulatory capital in the short-term is 
outweighed by the volatility and risk and that is added. HTM may be a good solution for banks with excess liquid-
ity and a priority for higher interest income from the portfolio, but there are also cases where a repositioning is 
more appropriate. Given the permanent nature of the decisions, the long-term overall strategy of the bank should 
be considered.
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Reading The Tea Leaves | Ryan Craft, CFA

Higher interest rates are right around the corner.  Financial media, major economists, every brokerage house… 
they all say that rates are going up.  I know that we have heard this siren call of higher rates for five years now, but 
this time is the real thing.  The Federal Reserve has even told us that they will likely raise short term rates in 2015.  
How should this affect our management of a bond portfolio and which risks we undertake?

The truth is, despite this “common knowledge” that rates are going up, interest rate forecasting is extremely diffi-
cult.  Interest rates must take one of three paths:  they can rise, they can fall, or they can stay the same.  To correctly 
predict the path of rates, an investor must predict the direction as well as the timing of any change.

If interest rates were predictable, one would expect that those in the best position to predict them correctly would 
be the bond mutual fund managers.  This is a group whose career and livelihood are tied to performance.  This 
group has both the resources as well as a huge incentive to figure out the path of interest rates.  If these managers 
can in fact predict interest rates, one would expect 
that their fund performance would be significantly 
better than the general market performance.

There was a study performed earlier this year that 
tracked the performance of all fixed income mutual 
funds for recent one, five, and ten year periods.  At 
the beginning of the ten year period in 2003, there 
were 882 bond funds.  At the end of 2013, nearly 
half of the funds were not even in existence any-
more.  Looking further, most of those funds that did 
survive the whole 10 year period performed worse
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than their passive index for the same period.  All in, only 15% of the funds both survived and outperformed their 
benchmark over the entire 10 year period.

What this tells me is that out of this group of 882 professional manager, 85% of them could not accurately predict 
interest rates.  Out of those 15%, some may have, but some is surely due to luck. The shorter time horizon periods 
did not perform much better as less than a third of the funds outperformed their benchmark during either the one 
or five year periods.  The point is that calling interest rates correctly is very difficult… even for the professionals.

Another group who makes a living out of forecasts is economists.  Surely, these economists with their PhD’s and 
complex models should be able to read the tea leaves correctly, right?  In the summer of 2009 when the 10yr Trea-
sury was about 3.8%, the Wall Street Journal surveyed 50 economists, asking them what the yield will be on the 
10yr Treasury the following year.  43 of them expected the 10yr Note to move higher over the next year.
Two of the economists went out on a limb and said that the 10yr would fall below 3%.  Five economists thought 
rates would be relatively unchanged.

One year later, on June 30, 2010, the 10yr Treasury 
closed at 2.95%.  Only 4% of the economists were cor-
rect, showing that the economists can be much worse 
than the fund managers.

One popular market-based indicator is Forward Interest 
Rate curves.  This is intuitive as these are determined by 
real market participants with real world consequences.  
This graph shows the forward curves today.  Each line 
represents an expected yield curve at some point in the 
future.  For example, the 1yr line is the market’s expecta-
tion for the US Treasury yield curve next year.  As you 
can see, the market is expecting the Fed to raise short 
term interest rates slowly and steadily over the next few 
years.  However, there is not much expectation for long term rates to move significantly.  These curves look very 
similar to the past few tightening cycles where we experienced a bear flattener yield environment.

In order to check the accuracy of forward curves, com-
pare how forward curves have compared to the same 
time frame as the economists just discussed.  In June of 
2009, the current yield curve is represented by the dot-
ted line in the chart below.  The blue line is the projected 
curve for June 2010 according to the forward curves in 
2009.  The Red line is what the yield curve actually was 
on 6/30/2010.  The forward curves projected a rate on 
the 10yr Note on 6/30/2010 of 3.95%.  The wisdom of 
the market was still off by 100 bps.

Even if Forward Curves are not great predictors of fu-
ture interest rates, there is evidence that the market is 
the best indicator of future bond performance.
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In all of our research, the best predictor we have found is the current yield curve.  This chart takes a Constant 
Maturity Index of 10yr Treasury bonds and follows the annualized performance of that index for the subsequent 
10 years and plots it against the initial yield of the index at the beginning of each 10 year period.  This data covers 
1926 through 2013, so it provides a good historic record 
to observe.

If the current yield is a good estimate of future returns, 
then these numbers should move in tandem.  As you 
can see with this red regression line, there is strong rela-
tionship between these two variables.  In fact, from the 
regression line, we find that they have a correlation of 
almost 92% over this time.

This graph really supports the case for efficient markets 
– that is, the principle that in a well-functioning market, 
securities prices reflect all available information.  To-
day’s bond values reflect everything the market knows 
about current economic conditions, growth expecta-
tions, inflation, Fed monetary policy and the like.  The 
market knows all of the same things that we know.  So, according to this principle, the possibility of rising interest 
rates is already factored into current bond prices.  Rather than trying to predict macroeconomic forces that are 
difficult to foresee, investors can look to the market to set prices and focus on the variables within their control.
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The Acropolis Value Proposition

Independent Voice – Acropolis provides independent insight to the Asset Liability Management of financial organizations through effec-

tive portfolio management in the context of the entire balance sheet and liquidity needs.

Unbiased – Advice on portfolio management is completely unbiased without influence from outside factors such as trading commissions 

or dealer inventory.  As a fee-only advisor, we are solely beholden to our clients’ best interests.

Best Execution – Acropolis offers years of Fixed Income trading expertise and an expansive network of dealers from which to execute 

trades.  This results in buying and selling the most appropriate bonds at the best prices, with no mark-up to our clients.

Specialized Reporting – Our proprietary securities portfolio reports provide detailed data on individual positions with scenario analysis 

and allocation breakdown.

Fiduciary Duty – As a Registered Investment Advisor, Acropolis is bound to puts its clients’ interests first.  Acropolis takes pride in serving 

as a fiduciary and took deliberate efforts to become one of fewer than 100 investment advisory firms in the country that are certified as 

fiduciaries by the Centre for Fiduciary Excellence (CEFEX)  (http://www.cefex.org).

Notice to Clients: Please remember to contact ACROPOLIS® Investment Management, LLC if there are any material changes to your financial situation or investment objectives or if you wish to impose, add or 
modify any reasonable restrictions to our investment management services. A copy of our current written disclosure statement as set forth on Part 2 of Form ADV continues to remain available for your review 
upon request.

Legal Disclaimer: This publication is provided as a service to clients and friends of ACROPOLIS® Investment Management, LLC solely for their own use and information. The information in this publication 
is not intended to constitute individual investment advice and is not designed to meet your particular financial situation. You should contact an investment professional before deciding to buy, sell, hold or 
otherwise consider a particular security or investment strategy based on this publication. Information in this publication has been obtained from sources believed to be reliable, but the accuracy, completeness and 
interpretation are not guaranteed and have not been independently verified. The information in this publication may become outdated and we are not obligated to update any information or opinions contained in 
this publication. 
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