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Observations About Jackson Hole 2019: Part 1—the Basis “Tell” For The USD 

While much of the market was focused on Powell’s speech at the Jackson Hole, I focused instead on the presentations from 
the symposium looking for potential themes and other insights into my current and future set of trades.  After going through 
the presentations, I thought there were two themes that resonated with me. One theme is about the general level of interest 
rates in advanced economies. Further, they argue that nominal interest rates are a powerful predictor of future nominal GDP. 
I have talked about this link a few times, but I will outline their conclusions on this theme in a future piece. The topic of this 
commentary is the theme from the “Financial Markets” section of the symposium. The key presentations were a paper by 
Krishnamurthy and Lustig (KL), and the subsequent discussion by DU.  Their papers focus on the growing dominance of the 
dollar in the post-GFC world and the factors that will drive the dollar, against a backdrop of constraints on risk taking.  
Accordingly, I can use this theme as a framework for USD positioning by using the “tells” that identify timing for the 
position.  In particularly, their conclusions are as follows:  

• US dollar equates the demand and supply of USD risk free assets. In the post-GFC world, movements in the dollar 
reflect more the impact of changes in the demand and supply of safe USD assets rather than interest rate 
differentials.  

• In the post-GFC world, arbitrage free asset pricing no longer holds in many markets. Most importantly for the USD 
is that covered interest parity (CIP) systematically diverges from zero. This is evident in other markets as well such 
as CDS/Corporate bonds. The breakdown in arbitrage free pricing is driven by post-GFC capital constraints on 
banks and subsequently for their clients. These capital constraints prevent banks and their clients from “arbing” the 
difference and driving the arb to zero. 

• In the post-GFC world, USD is the cheapest source of funding for non-US borrowers despite higher USD yields. 
This reflects the power of the demand for USD risk free assets and the divergence of CIP from zero. More 
importantly, this has made the dollar a risk factor for non-currency hedged financial institutions, particular in EM. 
As the USD strengthens, EM banks that fund with USD liabilities reduce credit creation, slowing their economies.  
They reduce lending because their leverage has gone up as the value of the USD based liabilities have appreciated as 
the USD strengthens. This becomes even more of an issue if their currency depreciates as well driving down the 
value of their assets versus their dollar liabilities.  

 
The main takeaway for me is that the changes in the basis (the divergence of CIP from zero) is a “tell” that the next move in 
the dollar. Changes in the basis reflect changes in demand and supply of safe USD assets. Larger negative deviations from 
zero imply a stronger dollar. In pre-GFC world, this “tell” was not useful in revealing changes in the demand and supply of 
USD safe assets. CIP was always about zero so did not change as demand and supply of changed.    

The Breakdown of Arbitrage Free Pricings Post-GFC 

Historically, the core framework for asset pricing was the no-arbitrage condition.   Covered interest parity (CIP) was one 
example of this framework.   Parity means that an actual US Treasury should have the same yield as a synthetic Treasury that 
was constructed from an equivalent foreign bond using currency swaps. The difference is called the “basis”. If parity was 
violated, the basis was non-zero--arbitragers would sell the lower yielding asset and buy the higher yielding one, locking in a 
risk-free profit. Arbitragers would keep doing this trade until the basis went back to zero. However, this arbitrage free pricing 
model has broken down in the post-GFC world. As shown Figure 1 below, the basis is systematically negative since the GFC. 
Further this breakdown in other basis was driven by the same factor, here represented by the first principal component. The 
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basis has been negatives pretty consistently since 2008. A negative basis means that the yield on an actual US Treasury is 
lower than a synthetic Treasury created by swapping a foreign bond into US dollar.  

Figure 1. The 5-year USD Libor Basis vs Other G10 FX, And The Common PC of All Basis1 

 

Bank risk-based capital and leverage rules put in place since the GFC is clearly the chief culprit. As shown in Figure 2 below, 
bank have substantially reduced their risk since 2008. Further, their constraint on deploying risk capital also constrains them 
from proving risk capital to their clients, which prevents hedge funds from “arb” the difference.  

Figure 2. Aggregate Capital Flows (% of GDP) 2 
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Putting It All Together  

The graphs Figure 3A-C below walks you through this underlying theme linking the USD and the basis. The x axis is the 
quantity of safe USD assets while the y axis is the negative of the deviation of CIP, e.g. the Libor basis.  Figure A illustrates 
the dynamics in the pre-GFC world. In this example, the demand for safe dollar assets increases, which would strengthen the 
dollar.  However, this increase in demand has no impact on the basis because supply is completely elastic. If there is a 
constraint on one type USD asset, the market can create another equivalent position.  Consequently, any deviation in CIP get 
pushed back to zero. Figure B and C show the post-GFC world. Here, the supply curve is upward sloping reflecting the 
constraints on supply of USD assets. Figure B shows the impact on the basis from an increase in demand for safe USD assets. 
As before, the increase in demand would strengthen the dollar but this time the basis is pushed wider to clear the market.  
Figure C shows the impact from Fed QE. The supply shifts left reflecting the reduction in supply of USD risk free asset.  This 
is also associated with a stronger USD and a wider basis.   

Figure 3: The Impact of Changes in Demand and Supply On The Basis In the Pre- and Post-GFC World1 

 

The Funding in USD is the Cheapest Source of Funding For Non-US Borrowers 

The presences of a negative Libor basis non-US institutions to fund in dollars and swap back into their local currencies. For 
example, as shown in Figure 4 below, a Euro based borrower can issue a higher yielding USD debt, swap it back into Euro 
and achieve a funding cost below what it would cost them to issue directly in Euros. The difference is the magnitude of the 
negative basis. Not surprisingly, this make the USD the funding currency of choice. In addition, this also means that lower 
yielding foreign denominated assets swapped into dollars provides a higher yield than actual USD denominated debt. A 
recent Forbes piece points out this dynamic for US and Non-US clients for both assets and liabilities and is given in Figure 5.  
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Figure 4. USD Denominated Debt is The Cheapest Source of Funding For Non-US Borrowers3 

 

Figure 5. Currency Swapped Asset and Liabilities Yield By Investor Residence4
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 The Basis “Tell” And The USD 

So, what about trades?  As I see it this all boils down to playing the USD and using changes in the basis to “tell” you the 
direction of the next move in the USD.  As shown in Figure 6 below, the basis had no relationship to the USD prior to the 
GFC, as it held at zero prior the GFC even with large systematic moves by the dollar. However, all of that has changed since 
GFC, and it changed in a systemic way. The changes in the basis—the tell-- has become highly correlated with the changes in 
the dollar.  

Figure 6. The Libor Basis and The USD 1 

 

What Happens When Fed Does QE? 
Based on this analysis and counter to most thinking, the Fed could strengthen the dollar if they ramped up QE by buying 
Treasuries, reducing the supply of safe dollar assets.  This is counter to most thinking that argues that a more accommodative 
Fed should weaken the dollar. However, the next conclusion that the stronger USD would then start the dollar financial cycle 
up, which is nasty event for EM. The increasing risk in EM pushout the demand for USD safe assets and widens the basis 
more and further strengthens the dollar.  In Figure 7, the (AK) looks at specific Fed QE events 2008-2013 and plots the basis 
(in this case the Treasury basis) and the USD vs G10 FX.  
 
Figure 7. QE Events, The Treasury Basis And USD5 
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So, What Does This Mean For My Current Set of Trades? 

 
• Slightly negative for my yield curve trade should still work, but I need the Fed to cut rates substantially to offset the 

increase demand for USD assets. 
• Strongly positive for my longer USD vs CNH and Euro 
• Slightly positive for my long CDS trade as both the basis could widen vs cash, as well as global risks could increase 
• Strongly negative for my EM Debt trade, so I will add a SA short against the trade to hedge the stronger dollar vs 

EM factor.  
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