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SUMMARY

An overall 25 percent decline in the value of the U.S. dollar and a 4 percent
U.S. inflation rate are related concerns connected to global financial imbalances
associated with loose U.S. fiscal and monetary policy, rising commodity and
food prices throughout the world, and shifting demand by foreigners for U.S.
Treasuries. We are not soon likely to see a dollar as strong as it was in the early
part of this decade as the world’s financial markets take some time to adjust to
the current global imbalances. The effects could continue to be difficult in the
short to medium term and the outlook for financial markets is mixed.

THE DECLINING DOLLAR AND INFLATION: WHERE DO WE GO
FROM HERE?

Recently, the U.S. Dollar reached an all time low versus the Euro. Today, the
dollar hovers near 0.65 Euro, which means the Euro is worth about $1.55, nearly
double what it was a few years ago when foreigh goods seemed cheap. Similarly,
the British Pound is currently valued a little under $2.00 after a rapid rise in
2007. The dollar floats freely against these currencies, but even the government
controlled Chinese Yuan (renmimbi) has risen more than 15 percent against the
dollar in the last couple of years.
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To make matters worse, for the past several months the

U.S. Consumer Price Index (CPI) has been running at an
annualized rate over 4 percent, nearly double the rate of just
over a year ago and well above what most countries consider
to be an acceptable modest inflation rate.

This week we want to zero in on currency and inflation,
specifically:

The origins of a falling dollar and rising inflation;

The relationship between currency values and inflation;
and

What these trends mean for financial markets over the
long run.

The dollar and inflation rate are, in fact, related, since some
fundamental economic forces underlie both trends. First,
the prices of commodities — especially energy, metals,

and food — have risen in the last couple of years to all

time highs. On the demand side, robust economic growth,
especially in important developing countries (e.g., Brazil,
Russia, India, China, and others), raised worldwide demand
for these and other goods. On the supply side, production
of many basic goods did not keep pace with demand. For
example, world oil production has remained remarkably
steady even though prices have doubled in the past few
years. Second, during a time when the U.S. Federal Reserve
might have been raising interest rates in order to contain
rising prices, the Fed instead lowered rates and took other
emergency measures to combat the current liquidity crisis
in the financial markets. The Fed has apparently decided to
tolerate a somewhat higher inflation rate for the time being
in order to combat current weak economic growth.

While these measures may ease financial and economic
strains, they do little to hold down prices, and through a
weaker dollar, will likely exacerbate price rises. The following
chart shows the uptick in inflation in the U.S. and in several
other major economic markets around the world. Note that
China has experienced a significant rapid rise in prices.
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While these changes could easily account for rising prices
and inflation, what do they have to do with the value of

the dollar? Demand for dollars was high for many years as
foreigners sold goods and services to the U.S. and used the
dollars they received to purchase and hold vast amounts of
U.S. Treasuries and other financial assets. In addition, world
oil and other commodity sales are generally denominated

in dollars, so that even foreigners were required to buy
dollars in order to purchase these commodities. These

are major examples of the dollar’s continuing use as the
world’s reserve currency. Further, although most of the large
country currencies around the world are allowed to float
freely against each other, some countries, such as China,
and some regions, such as the Gulf oil nations, manage
their currencies in order to keep the value of the dollar
artificially high versus their currencies.

In the current decade, significant changes began to occur
in world economic and financial markets. The U.S. ran
increasingly large trade and current account deficits. In
essence, this means that the U.S. was consuming and
investing much more every year than it was producing.
This excessive consumption and investment was financed
by borrowing from the rest of the world. In addition, U.S.
policymakers embarked on a triple strategy of loosening
fiscal and monetary policy (i.e. tax and interest rate cuts),
while increasing federal spending. Spending increases and
tax cuts were financed by issuing more Treasury bonds
purchased by foreigners, especially foreign central banks.
The interest rate cuts helped fuel a bubble in the housing
market, with the kind of results we have all seen.
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This worked for a while, but the large and growing imbalances
in trade (the U.S. purchases far more goods and services
than it exports) and the current account (foreigners purchase
far more U.S. financial securities than they sell to the U.S.)
put pressure on financial markets to adjust. One of the major
adjustment mechanisms in a world where most currencies
float freely was the value of the dollar. As the following

chart shows, the value of the dollar versus an index of other
currencies (each currency is weighted by how much trade the
U.S. does with the respective country) dropped from nearly
110 in 2002 to just over 80 today. This represents a decline
of over 25 percent. A declining dollar reflects the fact that
the cost of foreign lending to the U.S. in order to finance our
deficits is going up.
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This means, of course that dollars are worth less today in
other currencies than they were a few years ago. It also
means that U.S. goods, services, and financial securities
are worth less, relative to their foreign counterparts. That
is good news for foreigners who wish to purchase new
goods and securities, but bad news for foreigners who are
holding securities, such as U.S. Treasuries they purchased
when the dollar was worth more. In contrast, it is good
news for Americans who are holding foreign securities or
who are selling goods and services abroad, but bad news
for Americans who wish to purchase new foreign goods,
services, and securities, since they are likely to cost more
in dollars than they did before.
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In the end, the declining dollar may help world financial
markets reduce the imbalances caused by large current
account deficits and loose fiscal and monetary policies.
Other things being equal, U.S. exports and financial flows
will increase, relative to imports, since the weak dollar will
make U.S. goods, services and securities relatively cheap for
foreigners to buy. Similarly, foreign exports to the U.S. will
decrease relative to U.S. exports, since it will be relatively
more expensive for foreigners to buy.

In the interim, it is possible, even likely, that the dollar will
not soon rise to levels anywhere near where it was in the
early part of this decade. If foreigners are selling relatively
fewer goods, services, and securities to the U.S., they

will receive fewer dollars that will need to be recycled.

For example, with fewer dollars and low interest rates in
the U.S. the demand by foreigners for U.S. Treasuries, for
example, could be reduced. Further, other countries, such
as China, are beginning to shift their foreign reserves more
toward riskier investments and away from U.S. Treasuries.

In such a scenario, it is also possible that inflation could
continue due to the rising prices of foreign goods and
services and reduced demand for U.S. goods and services.
In this case, we could see later in 2008 or 2009 rising
interest rates to combat inflation and to attract continued
foreign financial flows. If so, then we could see some
pressure on bond prices and a decidedly mixed outlook

for equities.
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Market Monitor is prepared by TIAA-CREF Asset Management and represents the views of TIAA-CREF’s Investment
Strategy and Client Solutions Group. These views may change in response to changing economic and market conditions.
Past performance is not indicative of future results. The material is for informational purposes only and should not be
regarded as a recommendation or an offer to buy or sell any product or service to which this information may relate.
TIAA-CREF is a national financial services organization and the leading provider of retirement services in the academic, research, medical

and cultural fields with over $415 billion in combined assets under management (as of 03/31,/2008). Further information can be found at
www.tiaa-cref.org.
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Brett Hammond, Leo Kamp and Douglas Fore are available to comment on economic data. If you wish to speak with them, please contact
Chad Peterson, Media Relations, 212-916-4808 or email cpeterson@tiaa-cref.org.
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