Perspective

The dance of the Dollar

ederal Reserve Chairman Ben S.

Bernanke continues to claim that the

Fed’s monetary policies had virtually

nothing to do with setting off the

Panic of 2008. The financial press
and public have bought into the Fed’s denials of
culpability.

This is par for the course. To understand why
the Fed’s fantastic claims are rarely subjected to
the indignity of empirical verification, we have
to look no further than the late Nobelist Milton
Friedman. In a 1975 book of essays in honor of
Prof. Milton Friedman, Capitalism and Freedom:
Problems and Prospects, Prof. Gordon Tullock
wrote:

“...it should be pointed out that a very
large part of the information available on
most government issues originates within
the government. On several occasions in
my hearing (I don’t know whether it is in his
writing or not but I have heard him say this
a number of times) Milton Friedman has
pointed out that one of the basic reasons for
the good press the Federal Reserve Board has
had for many years has been that the Federal
Reserve Board is the source of 98 percent of all
writing on the Federal Reserve Board. Most
government agencies have this characteristic...”
Prof. Friedman's assertion has subsequently

been supported by Prof. Larry White’s research.
In 2002, 74% of the articles on monetary policy
published by U.S. economists in U.S.-edited
journals appeared in Fed-sponsored publications,
or were authored (or co-authored) by Fed staft
economists.

Not all economists have been willing to turn
ablind eye towards the Fed's role in triggering the
Panic of 2008, however. Nobelist Robert Mundell
concludes that, during the second half of 2008,
U.S. monetary policy was ultra-tight and that this
forced Lehman Brothers and others to go to the
wall. Prof. Mundell observes that after July 2008
the dollar soared against the euro and commodity
prices collapsed. According to him, both signaled
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that the Fed’s monetary policy was too tight. Contrary to the Fed’s claims,
the dance of the dollar and related movements in commodity prices indicate
whether monetary policy is too tight or too loose.
The linkage between the dollar-euro exchange rate and commodity prices
is depicted in the accompanying chart. The dance of the dollar counts — and
it counts a lot. With few exceptions, when the dollar weakens against the
euro, commodity prices soar, and when the dollar soars against the euro,
commodity prices plunge. Every commodity trader knows the importance
of the dance of the dollar. Indeed, commodity traders know that, when the
value of the dollar falls, the nominal dollar prices of internationally traded
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by Steve Hanke

commodities - like gold, rice, corn and oil - must increase because more
dollars are required to purchase the same quantity of any commodity.

To examine the linkage between the greenback and commodity
prices, a counterfactual — a what if, thought experiment — is well suited.
Counterfactuals are often employed to examine alternatives to actual history.
For example, what would have happened if, contrary to fact, some present
condition were changed?

The use of counterfactuals has a rich, if not controversial, history. Perhaps
the most famous counterfactual was employed by Professor Robert Fogel
of the University of Chicago in Railroads and American Economic Growth.

Phase I - Weak Dollar (28 December 2001 - 11 July 2008)

Every commodity trader
knows the importance of the
dance of the dollar. Indeed,
commodity traders know that,
when the value of the dollar
falls, the nominal dollar prices
of internationally traded
commodities must increase

Counterfactual: The Contribution of the Value of the Dollar to Commodity Prices

Price
if exchange rate
Commodity 28-Dec 2001 11-Jul 2008 remained at .89
Coffee (cents/pound) 46.20 142.25 79.03
Copper (cents/pound) 67.75 374.00 207.79
Corn (cents/bushel) 209.75 709.25 394.05
Lean Hogs (cents/pound) 56.30 71.25 39.59
Live Cattle (cents/pound) 70.85 101.20 56.23
Oats (cents/bushel) 192.25 467.50 259.74
Orange Juice (cents/pound) 91.15 123.05 68.37
Rough Rice (USD/cwt.) 3.91 17.90 9.95
Sugar #11 (cents/pound) 7.39 13.99 7.77
Wheat (cents/bushel) 290.25 830.75 461.56
Silver (cents/troy o0z.) 449.80 1882.00 1045.62
Soybeans (cents/bushel) 425.75 1596.00 886.72
Cocoa (USD/mt.) 1310.00 2912.00 1617.88
Gold (USD/troy oz.) 276.80 960.60 533.70
Crude Oil (USD/barrel) 20.41 145.66 80.93
USD/Euro 0.89 1.59

Exchange-rate contribution  Direction of real
to the total change in supply-demand
commodity price fundamentals

65.82% +
54.27% +
63.10% +
211.80%
148.19%
75.48% +
171.43%
56.86%
94.20%
68.31%
58.40%
60.61%
80.78%

+ + 4+ + + |+

62.43%
51.68% +
-44.44%*

s

*Note: The negative percentage represents a U.S. dollar depreciation from 28 December 2001 to 11 July 2008.
Sources: Commodity Systems Inc.; Bloomberg and Author’s Calculations.

The following is the computation for the dollar
contribution to the price increase of crude oil:

Price of Crude Oil on 11 July 2008 if the USD/Euro exchange rate
remained at .89 (28 December 2001)

= 145.66 x 0.89/1.59
= 81.53

Total Change on Crude Oil Price from 28 December 2001 to 11 July 2008
= 145.66-20.41
= 12525

Exchange-rate Contribution to the Change in the Commodity Price
= 145.66 -80.93
= 6473

Exchange-rate Contribution as a Percentage of the Total Change in Price
= 64.73/125.25
= 51.68%

In that book, Prof. Fogel calculated what the
transportation system of the United States in 1890
would have looked like without railroads. His
calculations created a great controversy. But, they
were robust and helped him win the 1993 Nobel
Prize in Economics.

The following tables contain the results of
counterfactual calculations during the five phases
of the dance of the dollar since December 2001.
The first table represents Phase I (28 December
2001 - 11 July 2008). During Phase I, the dollar
was becoming weaker, contributing to a boom in
commodity prices. By computing what the prices
of various commodities would have been on 11
July 2008 - if the dollar-euro exchange rate would
have remained the same as it was on 28 December
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2001 - we can determine (on a counterfactual basis) what the exchange-rate
(weak dollar) contribution to the total change in various commodity prices
was in the period under study. For example, rough rice prices increased by
358% and the weak dollar contributed 56.86% to the price increase of rough
rice. Because the counterfactual price on 11 July 2008 (9.95 USD per cwt.)
shows an increase from 28 December 2001 (3.91 USD per cwt.), we note that
real factors (supply and demand fundamentals) also contributed to the price
increase in the period under study. This is signified by a “+” sign in the last
column for rough rice in the Phase I table.

Lean hogs are at the other end of the
spectrum. If the dollar-euro exchange rate would
have remained at its 28 December 2001 level,
the price of lean hogs would have declined from
56.30 cents per pound to 39.59 cents per pound
during the 28 December 2001 - 11 July 2008
period. In fact, the price of lean hogs was 71.25
cents per pound on 11 July 2008. Accordingly,
the exchange-rate contribution to the change in

Phase II - Strong Dollar (11 July 2008 - 20 November 2008)

Counterfactual: The Contribution of the Value of the Dollar to Commodity Prices

Price if exchange rate

Exchange-rate contribution
to the total change in

Direction of real
supply-demand

Commodity 11-Jul-2008 20-Nov-2008 remained at 1.59 commodity price fundamentals
Coffee (cents/pound) 142.25 111.35 142.51 100.85% +
Copper (cents/pound) 374.00 158.00 202.22 20.47% -

Corn (cents/bushel) 709.25 380.00 486.34 32.30% -
Lean Hogs (cents/pound) 71.25 64.68 82.78 275.51%
Live Cattle (cents/pound) 101.20 86.53 110.75 165.07%

Oats (cents/bushel) 467.50 222.00 284.13 2531% -

Orange Juice (cents/pound) 123.05 76.95 98.48 46.71% -

Rough Rice (USD/cwt.) 17.90 13.42 17.17 83.71% S

Sugar #11 (cents/pound) 13.99 11.51 14.73 129.88% +
Wheat (cents/bushel) 830.75 531.00 679.60 49.58% -
Silver (cents/troy oz.) 1882.00 902.50 1155.07 25.79% -
Soybeans (cents/bushel) 1596.00 856.00 1095.55 32.37% -
Cocoa (USD/mt.) 2912.00 2009.00 2571.22 62.26% -
Gold (USD/troy oz.) 960.60 748.70 958.23 98.88% =
Crude Oil (USD/barrel) 145.66 49.42 63.25 14.37% -
USD/Euro 1.59 1.25 27.99%

Sources: Commodity Systems Inc.; Bloomberg and Author’s Calculations.

Phase III - Weak Dollar (20 November 2008 - 25 November 2009)

Counterfactual: The Contribution of the Value of the Dollar to Commodity Prices

Price if exchange rate

Exchange-rate contribution

Direction of real

remained to the total change in supply-demand
Commodity 20-Nov-2008 25-Nov-2009 at 1.25 commodity price fundamentals
Coffee (cents/pound) 111.35 138.90 114.29 89.31% +
Copper (cents/pound) 158.00 319.70 263.06 35.02% +
Corn (cents/bushel) 380.00 408.00 335.72 258.13% -
Lean Hogs (cents/pound) 64.68 67.65 55.67 403.51%
Live Cattle (cents/pound) 86.53 85.75 70.56 -1947.52% -
Oats (cents/bushel) 222.00 271.50 223.40 97.16% +
Orange Juice (cents/pound) 76.95 114.25 94.01 54.26% +
Rough Rice (USD/cwt.) 13.42 15.49 12.75 132.24% -
Sugar #11 (cents/pound) 11.51 22.32 18.37 36.58% +
Wheat (cents/bushel) 531.00 571.50 470.26 249.98% -
Silver (cents/troy oz.) 902.50 1880.00 1546.96 34.07% +
Soybeans (cents/bushel) 856.00 1054.50 867.69 94.11% +
Cocoa (USD/mt.) 2009.00 3320.00 2731.86 44.86% +
Gold (USD/troy oz.) 748.70 1188.60 978.04 47.87% +
Crude Oil (USD/barrel) 49.42 77.96 64.15 48.39% +
USD/Euro 1.25 1.51 -17.72%

Sources: Commodity Systems Inc.; Bloomberg and Author’s Calculations.
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Phase IV - Strong Dollar (25 November 2009 - 7 June 2010)

Counterfactual: The Contribution of the Value of the Dollar to Commodity Prices

Commodity
Coffee
Copper

Corn
Lean Hogs
Live Cattle

Oats

Orange Juice
Rough Rice
Sugar #11
Wheat

Silver
Soybeans

Cocoa

Gold
Crude Oil
USD/Euro

(cents/pound)
(cents/pound)
(cents/bushel)
(cents/pound)
(cents/pound)
(cents/bushel)
(cents/pound)
(USD/cwt.)
(cents/pound)
(cents/bushel)
(cents/troy o0z.)
(cents/bushel)
(USD/mt.)

(USD/troy oz.)
(USD/barrel)

25-Nov-2009
138.90
319.70
408.00
67.65
85.75
271.50
114.25
15.49
22.32
571.50
1880.00
1054.50
3320.00

1188.60
77.96

1.51

7-Jun-2010

133.10
276.60
335.75
78.03
87.73
194.00
136.75
10.97
14.33
432.25
1816.20
935.00
2944.00

1240.80
71.44
1.19

Sources: Commodity Systems Inc.; Bloomberg and Author’s Calculations.

Price if exchange rate
remained at 1.51

168.95
351.09
426.17
99.04
111.36
246.25
173.58
13.92
18.19
548.66
2305.32
1186.81
3736.85

1574.96
90.68

Phase V - Weak Dollar (7 June 2010 - 8 November 2010)

Counterfactual: The Contribution of the Value of the Dollar to Commodity Prices

Exchange-rate contribution Direction of real

to the total change in supply-demand
commodity price fundamentals

618.02% +
172.83%
125.15%
-202.45%
-1193.27%
67.41% =
-163.68% +
65.26% =
48.30% =
83.60% -
766.65%
210.72%
210.87%

+ + o+ |+

-640.16%
295.09%
26.93%

Commodity

Coffee
Copper
Corn
Lean Hogs
Live Cattle
Oats
Orange Juice
Rough Rice
Sugar #11
Wheat
Silver
Soybeans
Cocoa

Gold
Crude Oil
USD/Euro

(cents/pound)
(cents/pound)
(cents/bushel)
(cents/pound)
(cents/pound)
(cents/bushel)
(cents/pound)
(USD/cwt.)
(cents/pound)
(cents/bushel)
(cents/troy oz.)
(cents/bushel)
(USD/mt.)

(USD/troy o0z.)
(USD/barrel)

7-Jun-2010

133.10
276.60
335.75
78.03
87.73
194.00
136.75
10.97
14.33
432.25
1816.20
935.00
2944.00

1240.80
71.44
1.19

8-Nov-2010

208.10
395.65
599.25
67.15
98.40
389.00
155.25
15.25
31.88
736.25
2743.20
1274.75
2828.00

1403.20
87.06
1.39

Sources: Commodity Systems Inc.; Bloomberg and Author’s Calculations.

Price if exchange rate
remained at 1.19
178.25
338.89
513.28
57.52
84.28
333.19
132.98
13.06
27.31
630.63
2349.65
1091.87
2422.29

1201.89
74.57

the price of lean hogs in the period under study was 211.80%. Because the
counterfactual price of lean hogs on 11 July 2008 (39.59 cents per pound)
shows a decrease from the original price on 28 December 2001 (56.30 cents

per pound), we conclude that real factors were working to depress the price of

lean hogs, and that is why a “-” sign is entered in the last column for lean hogs.

« »

By embracing inflation targeting — aiming monetary policy to hit an

annual inflation rate of zero to two percent — the Fed has ignored the dance

of the dollar and related commodity prices. This resulted in one of the
most unstable periods in U.S. monetary history and the Panic of 2008. It

Exchange-rate contribution Direction of real

to the total change in supply-demand
commodity price fundamentals

39.81% +
47.68% +
32.63% +
-88.54% =
132.30% =
28.62% +
120.39% -
51.06% +
26.06% +
34.74% +
42.45% +
53.83% +
-349.75% =

123.96% -
79.96% +
-14.35%

is time for the Fed to put a halt to the dance of
the dollar. This will require the Fed to dump
inflation targeting and to start paying attention
to the value of the dollar and commodity prices
- like gold.

Steve H. Hanke is a Professor of Applied Economics at
The Johns Hopkins University in Baltimore and a Senior
Fellow at the Cato Institute in Washington, D.C.
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