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Global Focus: A strong dollar is in the world’s interest

Recent concern about growth and inflation prospects is largely related

Steven Englander to commodity and food prices
+1212 723 3211 . . L : .
steven.englander@citi.com The USD — commodity price correlation is extremely strong historically

and in recent years

A stronger dollar would likely be associated with downward pressure
on commodity-induced inflation globally

The July-August 2008 USD strength and commodity price disinflation
is a precedent and was accompanied by rapid reserves growth

Commodity and food-price induced increases in inflation are viewed as a major threat to global growth
(Figure 1). Most central banks in EM and (to a large degree) in G10 focus on headline CPI inflation as the
policy target, so commodity/food price inflation in practise seems to threaten a global contractionary shock
through the monetary policy response. Insofar as a relative price change (commodities versus non-
commodities) is producing a global macroeconomic effect, one can argue that the outcome is an
unambiguous negative for global welfare.

As a rule we do not editorialize. In some instances, however, the case for discussing what should happen is
strong because of the attractiveness of the outcome. Even in the absence of a clear market mechanism to
get from where we are now to the better outcome, it is useful to analyse why the outcome is so attractive,
and whether it is attractive enough that some policymakers could be tempted to push the outcome, even if it
is not the outcome that markets would produce in isolation.

The basic argument we make is that USD weakness is highly correlated with commodity price gains and
USD strength is highly correlated with commodity price weakness. This is a relationship that is embedded in
the data over long periods of time and which has not weakened in recent years (Figure 2). If anything, it
appears to have strengthened. Moreover the volatility of commodity prices is a multiple of the volatility in
currencies.

There is a legitimate question as to whether one should interpret this correlation as reflecting causation. We
do not think it is likely that commodity prices have a strong regular causal impact on USD. In Figure 2, if
anything, USD moves appear to lead commodity price moves. That most commodities are priced in USD
also makes it more likely that the causal direction is at least partially from USD to commodity prices rather
than the reverse.

It is also possible that sometimes a correlation is just a correlation, with both commodities and currencies
reflecting a third factor, e.g. risk appetite. What makes us think this is not the case is that indications on
macro positioning show that long commodities appears to be the biggest position among macro investors.

Figure 1. Headline and food price inflation major Figure 2. USD and commodity prices move together
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The correlation between macro hedge fund returns (HFRXM) and commaodities is as high now as in mid-
2008, just prior to the run-up in the USD and the crash in commaodities (Figure 3). In both periods, the market
seemed long but now it seems longer. When we try and analyze positions in a multi-asset framework, long
commodities again jumps out as the most significant position. Given this positioning, it might not take much
of a shock to get commodity currencies heading downwards. So, even a modest amount of causality running
from currencies to commodity prices could have a larger impact because of the positioning-induced
vulnerability of commodity prices.

To be sure, we are not making a forecast. We are highlighting the observation that global policymakers have
a real incentive to nudge commaodity prices down, they have a means to do so that looks to be reliable based
on the past (indirectly via currencies) and the market may be vulnerable given positioning.

The July-August 2008 precedent

Our EM Economics colleagues estimate overall EM headline inflation to have peaked at 9.0% yl/y in June
2008. EM food price inflation was 15.7% y/y. The equivalent November 2010 numbers were 5.8% and 9.0%

yly.

We emphasize the July-August 2008 episode because the Lehman Bankruptcy did not occur till mid-
September. The S&P had weakened in May and June but had rebounded a few percent points in July and
August. The USD rebound and the commodity price decline occurred much earlier in this period,
commencing right at the beginning of July — if anything both paused in the second half of August. So we do
not see this as reflecting the forces that were in play in late Q3 and early Q4.

Global reserves went up sharply as well in July and August 2008. When we correct for valuation effects, the
pace of reserves accumulation was much stronger than in the Spring despite the rebound in the USD that
would have mitigated the need to accumulate reserves (Figure 4). In 2006-2009 there were very few
episodes of global reserves rising sharply when the USD was rising either against the EUR or on a trade-
weighted basis. This anomaly in the summer of 2008 does not constitute proof that reserve managers had
taken advantage of market vulnerability, but it is consistent with that possibility, and possibly even suggestive
that some USD buying did occur. In mid-2008 global reserves were about USD7500bn.

We can make the very rough assumption that all of the July-August 2008 reserves accumulation represented
the cost of the pushing EURUSD from 1.5755 at the end of June to 1.4672 at the end of August, in which
case the ‘cost’ of the 3% reserves increase would have been about USD 225bn. In fact while reserve
managers may not have been enthusiastic about accumulating more reserves, the true ‘cost’ would be the
ultimate capital gain or loss from this accumulation. Even if you make a strong assumption that the USD wiill
be 25% weaker at the end of the day, the USD55bn cost would does not seem that onerous if the alternative
is social disruption or significant permanently foregone production.

Figure 3. Hedge funds appear long commodities Figure 4. Unusual reserves growth in mid-2008
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What are the alternatives policy choices and how much do they cost?

The IMF estimates non-G7 GDP to be about USD 30trn in current dollars. By their categorization, GDP of
developing and emerging economies is about USD 20trn. It is very unclear what the Phillips curve trade-off is
in EM, but 1% of these totals is USD 200-300bn, so the cost of conventional contractionary policy adds up
quickly.

The other obvious alternative is to allow the local currency to appreciate. The cost is the lost
competitiveness. The competitiveness cost will tend to be lower if there is a broad set of countries
appreciating together and higher for appreciating countries if only a limited set of countries appreciate.
Getting agreement on a coordinated currency appreciation is complex and may be difficult even if a broad
set of countries stand to gain from lower commodity prices. Moreover, the inflation problem is concentrated
in a narrow set of CPI categories — currency appreciation will affect imported goods in local currency but not
necessarily in USD terms.

The final alternative is simply to sell commodities directly. If the market is long, it will certainly be caught at a

vulnerable point. However, commaodity price intervention has never been done by consumers of commodities
who are naturally short already, despite stockpiles. The currency intervention route is better established and

the results less certain than through commodities.

Who would gain and who would lose? The winners would be all G10 and EM countries with low core and
high headline inflation that is driven by commodity prices. Asian exporters would face a joint appreciation
with the USD against non-dollar bloc currencies, but the competitiveness effects would be mitigated by the
joint move. European and UK policymakers would probably be pleased as well both because of
competitiveness effects and the easing of inflation pressures.

To be sure, a strong USD may be associated with somewhat weaker export performance, complaints from
exporters and policymakers that the ball is being kicked in the wrong direction, and worse that foreign
officials are engaged in currency manipulation. Similarly, despite their complaints about the strength of their
currencies, officials in commodity exporting G10 countries may find that there are worse things than strong
economies and improving terms of trade. US policymakers may decide that political and economic stability
abroad is worth temporarily lost competitiveness.

Conclusion

If the world’s inflation problem is primarily derived from rising commodity and food prices, it is very likely that
a stronger USD will help mitigate this inflation quickly and efficiently. There is a well established relationship
between USD strength and weaker commaodity prices. The problem is that there does not appear to be a
market driver for USD strength. However, during a similar high commaodity price episode in mid-2008, we
saw some evidence of high reserves growth, which is unusual when the private sector is buying dollars.
Moreover, then as now, market macro investor positions appeared to be long commodities. While it would be
unusual for reserve managers to buy USD for inflation stabilization reasons, as a quick solution to a major
problem it may be more effective than most.
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Disclaimer

This communication is issued by a member of the sales and trading department of Citigroup Global Markets Inc. or one of its affiliates (collectively, “Citi"). Sales and trading
department personnel are not research analysts, and the information in this communication (“Communication”) is not intended to constitute “research” as that term is defined by
applicable regulations. Unless otherwise indicated, any reference to a research report or research recommendation is not intended to represent the whole report and is not in itself
considered a recommendation or research report. All views, opinions and estimates expressed in this Communication (i) may change without notice and (ii) may differ from those
views, opinions and estimates held or expressed by Citi or other Citi personnel.

This Communication is provided for information and discussion purposes only. Unless otherwise indicated, it does not constitute an offer or solicitation to purchase or sell any
financial instruments or other products and is not intended as an official confirmation of any transaction. Unless otherwise expressly indicated, this Communication does not take into
account the investment objectives or financial situation of any particular person. Recipients of this Communication should obtain advice based on their own individual circumstances
from their own tax, financial, legal and other advisors before making an investment decision, and only make such decisions on the basis of the investor's own objectives, experience
and resources. The information contained in this Communication is based on generally available information and, although obtained from sources believed by Citi to be reliable, its
accuracy and completeness cannot be assured, and such information may be incomplete or condensed.

Citi often acts as an issuer of financial instruments and other products, acts as a market maker and trades as principal in many different financial instruments and other products, and
can be expected to perform or seek to perform investment banking and other services for the issuer of such financial instruments or other products.

The author of this Communication may have discussed the information contained therein with others within or outside Citi and the author and/or such other Citi personnel may have
already acted on the basis of this information (including by trading for Citi's proprietary accounts or communicating the information contained herein to other customers of Citi). Citi,
Citi's personnel (including those with whom the author may have consulted in the preparation of this communication), and other customers of Citi may be long or short the financial
instruments or other products referred to in this Communication, may have acquired such positions at prices and market conditions that are no longer available, and may have
interests different from or adverse to your interests.

Investments in financial instruments or other products carry significant risk, including the possible loss of the principal amount invested. Financial instruments or other products
denominated in a foreign currency are subject to exchange rate fluctuations, which may have an adverse effect on the price or value of an investment in such products. No liability is
accepted by Citi for any loss (whether direct, indirect or consequential) that may arise from any use of the information contained in or derived from this Communication.

Past performance is not a guarantee or indication of future results. Any prices provided in this Communication (other than those that are identified as being historical) are indicative
only and do not represent firm quotes as to either price or size. You should contact your local representative directly if you are interested in buying or selling any financial instrument
or other product or pursuing any trading strategy that may be mentioned in this Communication.

Although Citibank, N.A. (together with its subsidiaries and branches worldwide, “Citibank") is an affiliate of Citi, you should be aware that none of the financial instruments or other
products mentioned in this Communication (unless expressly stated otherwise) are (i) insured by the Federal Deposit Insurance Corporation or any other governmental authority, or
(i) deposits or other obligations of, or guaranteed by, Citibank or any other insured depository institution.

IRS Circular 230 Disclosure: Citi and its employees are not in the business of providing, and do not provide, tax or legal advice to any taxpayer outside of Citi. Any statements in
this Communication to tax matters were not intended or written to be used, and cannot be used or relied upon, by any taxpayer for the purpose of avoiding tax penalties. Any such
taxpayer should seek advice based on the taxpayer’s particular circumstances from an independent tax advisor.

© 2010 Citigroup Global Markets Inc. Member SIPC. All rights reserved. Citi and Citi and Arc Design are trademarks and service marks of Citigroup Inc. or its affiliates and are used
and registered throughout the world.
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