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When Alan Greenspan openly speculated on the fate of the dollar before banking and finance officials in Frankfurt nearly two weeks ago he was accused by many financial writers of stepping into “No-No” land.  Central Bank Governors are not supposed to pontificate (openly, anyway) on the value of their currency.  The “usual suspects” among public officials who are allowed such latitude are Treasury secretaries.  In this regard, the most famous, was Governor John B. Connally, who served as Secretary under President Nixon.  Then, as now, the dollar was a problem, not to us, but to others.  
When we last wrote about the Greenspan intrusion, we noted that our “take” seemed at variance with many other commentators.  EU officials, however, were no doubt quite testy over the perilous state of their own economies and their own fears that as the dollar declined, one of few supports for economic growth in the EU had been materially weakened.
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At the same time, economic growth in the U.S. was proceeding merrily (the “preliminary” estimate is now 3.9% for QIII, up from the ‘advanced’ number of 3.7%).  As usual, the American consumer’s reluctance to save coupled with the profligate habits of both Administration and Congressional leaders has produced both solid economic growth and a burgeoning Current Account deficit.  ‘How much longer can this go on?’ was the theme of the Greenspan lament.  Telling his audience that predicting currency values was like predicting the outcome of a coin toss only made these officials more testy.   

Greenspan is on the last leg of a very lengthy tour as the world’s premier central banker, and perhaps he is beyond the scope of contemporary criticism, but the news today suggests that both the Europeans and the Japanese are not about to let their major clients (exporters) go into the rain without an umbrella.  The threat is now of a Euro-Japanese coordination to prevent the adjustment of the U.S. Current Account deficit to be assisted by stronger, non-dollar currencies.  As we have said many times, the U.S. cannot cure its current account deficit unless other nations are willing to allow their surpluses to decline, and that has to mean either bigger government deficits abroad or more consumption at home (less savings).  Perish the thought!

What’s Next? 
The better news on U.S. growth (and employment) suggests to us that the course of Fed action on interest rates going forward has to include “more of the same,” at regular intervals.  The recently released data on the core CPE (at 2.4% annualized up from 2.0%) may have shown some “leakage” of higher petroleum prices into other goods and services.  Still, the Fed cannot be complacent on any signs of inflation in the U.S.---precisely because of the ‘bargain’ that the Fed implicitly makes with other surplus countries.  They will hold ‘dollars’ provided the Fed does not allow inflation.  But, how can they be sure?  Only if the Fed acts quickly and deliberately when faced with signs of incipient inflation.  And, that sign, plus the anecdotal information in the latest Beige Book suggests a somewhat different course on monetary policy.  Again, we had felt a bit uncomfortable suggesting that earlier this week, but both the WSJ and the FT got the drift today in their lead financial commentary.

One could speculate that there may be some plumbing issues at the Eccles building, but it is not uncommon for Fed officials to try to influence market expectations.  The issue now is whether the Bond Market “gets it?”  Frequently, we have argued that the Bond Market gets it before the Equity Market, but in this well appreciated equity rally, the Bond Market has been strangely quiescent.  The Currency Market got it early (as from August), but the TIP spreads have not yet blown out---which one might have expected if the Bond Market thought that more than a whiff of inflation or of Fed tightening (beyond the projected “measured” pace) was in the offing.

If tomorrow’s employment report is another large increase in jobs, the Bond Market is going to yet, “get it!”
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A “blow out” that doesn’t take out the July 2004 peak might raise a few thoughts about how far up the TIPS have come.  But, perhaps the Bond Vigilantes will start to ride a bit harder as we move through the FOMC meeting on December 14th?









‘The dollar’s our currency, but it is your problem!’














�After receiving our earlier version of this Ecomentary, a learned observer remarked, “TIPS haven’t blown out?  50 bp in 2 months? And how about 20 b on the UST-Bunds in 2 weeks?”  Clearly, “blown out” is in the eye of the beholder.
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