The dangers of a falling dollar – 23 Sep 07

The 50bp cut in interest rates by the Fed last week may well have led to foreign investors losing confidence in the US dollar.  Although shares rallied and short term interest rates fell (which was expected), long term interest rates have risen.  As I said in a previous blog entry, higher long term interest rates are a reflection that markets are expecting inflation in the future.
The speed of the decline in the dollar is the problem – it fell by 1.5% in the last few days.  Asian economies that have their currencies pegged to the dollar will have a problem.  They will probably end up having to buy up dollars faster than the current rate or let their currencies rise, and take a loss on its existing reserves.

Making rate cuts at this time reduces the likelihood of a recession but it has impacts on the dollar which can be dangerous.  If it leads to a collapse of foreign investor confidence, it would spell some trouble ahead.  The Fed would then begin to lose control over their monetary policy, as changes in the short term will not be able to influence long term rates.  
