The Impact of Trade Policy Uncertainty on Forex Herding: Evidence from the Trump Tariff Announcements
This study investigates whether heightened political attention surrounding former U.S. President Donald Trump's trade-related rhetoric, particularly on tariffs, is associated with herding in international foreign exchange markets. While existing literature has observed stock market reactions to such speeches—often in the form of significant intraday or daily declines—this research explores whether foreign exchange markets respond similarly, potentially reinforcing the United States dollar's role as a global "flight to safety" currency. The broader question posed is whether political messaging that induces global financial uncertainty may, intentionally or otherwise, serve U.S. interests via safe-haven capital flows.
To assess this, the paper employs a hierarchical Bayesian regression model (also known as a multilevel model), using daily exchange rate data grouped by country classification: high-income, upper-middle-income, lower-middle-income economies, and pegged currency economies. The dependent variable is the cross-sectional absolute deviation in returns (CSAD), a standard proxy for herding behavior in financial markets. Key explanatory variables include the absolute value and squared value of market returns, a scaled measure of Google search interest in Donald Trump as a proxy for political attention, and interaction terms including return volatility with political interest, and Google search trends with the VIX index, capturing how political and economic uncertainty jointly influence currency behavior.
The model structure allows each income group to have its own intercept and slope coefficients through random effects, thereby capturing cross-group heterogeneity in responses to political signals. The Bayesian framework further enables robust uncertainty quantification through credible intervals and posterior distributions. This hierarchical design reflects the assumption that while countries may share similar exposure to U.S. political narratives, their financial systems may not react identically due to differing levels of market development, capital mobility, and investor behavior.
This work contributes to a nuanced understanding of the intersection between political communication, media-driven attention, and herding market microstructure in global currency markets, without presuming a uniform international reaction to U.S. policy discourse.
