Overview

C.Fred Bergsten

In attempting to providean overview on thedollar, | shal ask three ques-
tions. "*Wherear e we?Wherear e we going?and What should be done?”* In
each case, | shdl both draw on severd of the papers presented to the confer-
ence and expressideas of my own and developed by my colleaguesa the
Institutefor International Economics.

Wheearewe?

Despiteits recent depreciation, the dollar remains massively overvaued
interms of the underlying competitive position of the United States. The
correction of thelast Sx months has reduced theextent of overval uation but
represents primarily areversal of the further sharp appreciaion in January
and February: thedollar remainsfive percent aboveits 1984 averageon the
Morgan Guaranty index, and only one percent below that level on the Fed-
eral Reserveindex.

Vey littlenet correctionhasthusoccurred. Theoverva uation, asdefined
above, remainsin excess of 30 percent as caculated by Williamson' and
Marris.? Branson and Krugman endorse this magnitude in their papersfor
thissymposium.

We are thus on the path described in detail by Marris, and echoed by
Krugman, assuming no further changein thered effectiveexchangerateof
thedollar and even with d ower economicgrowthin the United Statesthan in
therest of theworld:

® Steady further deteriorationaf theU.S. currentaccount positiontoa

1 John Williamson, The ExchangeRate System, Washington: I nditutefor International Economics.
revised June 1985.

2 Stephen Marris, Deficits andthe Doilar: The Vil d Economy at Risk, Washington: I ndtitutefor
International Economics, December 1985.
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level of about $300 billion by 1990 (comprisingamerchandisedefi-
cit of about $200hillion and net interest paymentsaf about $100 bil-
lion.)

® A continuing drag on GNP growth and, as Roosa has put it to this
conference, agrowing threet of deindustrialization.

® Themod ragpid plungeinto foreign debt ever recorded.
o Accumulationof such debt to about $1 trillion by 1990.

® A resultingdebt/export ratioof near 200 percent, thetraditional trig-
ger for externa debt crises,’ by 1988-89.

Roberts'suggestedin hiscommentary on Cooper's paper that the problem
o U.S. internationa competitivenessantedatesthe appreciaion of thedol-
lar, and thereby attemptsto downplay theimportancedt that phenomenon.
By contrast, the facts show an enormous burst of U.S. competitivenessin
thelate 1970s. From 1978t0 1980, U.S. exportsgrew twiceasfast asworld
trade. The United States recouped market sharein dmost every sector of
manufactured trade, in Some cases to |levels not seen since the 1960s. Our
current account improved by almost $60 hillion (excdluding the adverse
priceimpact of the second oil shock). In his comment from thefloor, Mr.
Harring of Motorola—one of thecompaniesexpressing thegrestestconcern
about Americals current competitive problem-explicitly deted the diffi-
culty from mid-1980. Thedollar isthe mgor culprit.

Equaly clearly, the current Situation is unsustainable—for two reasons.
One, cited most frequently (included by Krugman here), isthat foreignersa
somepoint will beunwilling ex ante to placeenough additional investments
indollar assets, a exigting interest rates and exchangerates, to finance the
hugeU.S. currentaccount deficits. Notethat nowithdrawal of previousdol-
lar investments is needed to occasion this result; any such disinvestment
would make the Stuation worse, as would outflows of American fundsin
search of gains from gppreciation of other currencies againg the dollar.
Marris showsthat dmost one hdf of al world savingsgenerated outsidethe
United Stateswould haveto bemovinginto thedollar by theend of thisdec-
adeto sustain theexchangeratea itscurrent level.

The second source of unsustainability may be even more proximate, if
less widely recognized (in this context): the economic and political unsus-
tainability of the impact of the dollar overvaluation within the United

3 William R. Cline, International Debt: SystemicRisk and Policy Response, Washington: I ngtitute
for International Economics, 1984, Appendix A.
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States.* Krugman notesthegrowing possibility of U.S. expropriation of for-
eign assats here asthelevel of such holdingsrises; thisrisk should not be
ignored, as President Nixon—in asituation that wasthecl osest postwar par-
ald tothecurrent overval uation-did indeed expropriatein asensein 1971
by ending the convertibility of foreign official dollar holdingsinto gold. A
much greater risk, however, is an extensiveoutbresk of trade protection.

Higoricdly, theexchangerateof thedollar is perhgpsthe best **leading
indicator"* of U.S. trade policy.* As Cooper has noted in his paper, an out-
burgt of U.S. protection--whether via an import surchargeor some other
devise—is eminently possiblein the near future.® Thiscould turn out to be
the most costly, and most lasting, of d| theadverseeffectsof dollarovervar
luetion on the United Statesand world economies.

Indeed, it may dready betoo late to avert further extensiveprotectionist
actionsin thiscountry. A rapid and substantia correction of dollar overva:
luation, however, must bean integra part of any packagethet hasachance
o deflecting such pressures.” It istruethat, even with such acorrection, the
trade deficit would recede only with a lag. The improvement would be
assured and widely understood, however, and the promise of such aturn-
around in thefundamental competitiveposition of the United Statesshould
offer at least areasonablechance of avoiding tragic trade policy mistakes.

Wherearewegoing?

It thus seemsclear that a very substantial adjustment in thedollar and the
external pogtion of the United States is both inevitable and desirable.
Emminger and Mussa may becorrect, in their presentations to the sympo-
sium, that the United States will not have to totdly eiminate its current
account deficits. Under any reasonablescenario, however, our merchandise
trade position will havetoimproveby at least $150-200 billion: from a pesk
deficitin that range (in1985and 1986), and tofinancethenet interest cost of

4 C. Fred Bergsten, " The Second Debt Crisis," Challenge, May-June 1985.

$ C. Fred Bergsten and John Williamson, '* Exchange Ratesand Ttade Policy" in William R. Cline,
editor, Trade Policy in the 1980s, Washiington: Institutefor I nternational Economics, 1983.

6 | disagree with Cooper's suggestion that a surcharge would be **impossibleto remove™ once
implemented. Indeed, not even the proponentsof a surcharge advocateit asa permanent measure.
However, foreign retaliation and emulation would still produce massivedisruption of the interna-
tional trading Sy stem-and, via Third World debt, thefinancial system as well—if the United States
weretoinitiatesuch atep.

7 Severd other stepswill probably be needed aswell, including thelaunching of amajor new inter-
nationd round of tradeliberalizing negotiationsand thedevel opment of an effectiveprogramtosup
port domestic adjustment to trade dislocation. On these topics see, respectively, Gray Clyde
Hufbauer and Jeffrey J. Schott, Trading for Growth: TheNext TradeNegotiation, Washington: Insti-
tutefor International Economics, September 1985, and Hufbauer and Howard F: Rosen, Trade Pol-
icyfor Doubled I ndustries, Washiington:| ngtitutefor I nternational Economics, forthcoming.
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therapidly growing external debt (which cannot fail to reach $400-500 bil-
lion beforestabilizingand turning down.)

This needed improvement of $150-200 hillion in the U.S. externa
acocounts raisestwo issues, one domestic and one internationd. Internaly,
theimprovement will haveto begenerated by precisely thoseexportingand
import-competing firms which have been decimated by dollar overvalua-
tion. A number of thesefirms, under the pressurecof the 1981-82 recession
as well as the strong dollar, have demonstrated impressive productivity
growthduring the past few yearsand should be ableto restoretheir position
fairly rapidly once the burden of dollar overvauationislifted; this suggests
thet the needed dollar correction might be less than suggested above (on the
bess of higtoricd relaionships). But other firms have scaed back their
export efforts or invested aoroad or otherwise undergone lasting competi-
tivelosses, and may need an even wesker dollar to recoup. Thechallengeof
reversing the massve deteriorationof itsinternational competitivepostion
in thelagt hdf of the 1980sisoneof the greatest ever to face the American
economy.

Internationally,theissueisthelocusdf thetradedeteriorationwhich must
mirror the American improvement. Japan will haveto accept alarge part of
that adjustment, but even total eimination of its current massive surplus
would contribute™ only** $50 billion.* No other industria countriesarer un-
ning substantial surpluses, though their aggregate ** contributions™ could
add another $50 hillion. The Organization of Petroleum Exporting Coun-
hiesisdready in deficit, soisunlikely to helpin thisrespect.

Thismeansthat an important part of the U.S. adjustment will probably
fal on the developing countries, including those with substantial debt bur-
dens, just asthesecountrieshave benefitted subgtantialy in their own recent
adjustment effortsfrom the hugeincreasein the U.S. trade deficit. Indeed,
the near-certainty that LDC debtorswill experiencesubstantia trade deteri-
oration asaresult of the American correction representsoned themost seri-
ous thregts to their continued solvency —particularly as thereis no sign of
renewed private capital flowswhich would finance theselarger deficits.’

Despitethese difficulties, the American adjustment will eventualy teke
place. Somefear theadjustment, however, becauseof itsadverseimpact on
inflation in thiscountry. Such an adverse impact will infact encompassan
end to the anti-inflationary gains of the dollar appreciation as well as an

8 " Equilibrium" in the Japanese current account currently trandatesintoa surplus of $20-$25 bil-

lion, given underlying structural conditions in that economy, so that its position could nat be

expected todeteriorateby morethan $25-30 billion. See C. Fred Bergsten and William R. Cline,

The United States-Japan Economic Problem, Washington: Ingtitute for International Economics,

October 1985.

9 For an analysisof thisissuesee Donald Lessard and John Williamson, Financial | ntermediation
Beyond the Debt Crisis, Washington: I ngtitute for International Economics, September 1985.
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absolute loss from the postul ated depreciation, pushing the recorded infla-
tion numbersfrom perhapstwo percentage pointsbelow thecorerateto per-
hapstwo percentage points above.

Thekey point, however, isthat theinflationary effect of dollar deprecia-
tion will betemporary. It will persistfor only aslong asthedollar declines,
and will then (all other things equal) return to the core level once the
exchange-ratecorrectioniscompleted. Thereisno reason for the temporar-
ily higher numbersto provoke market expectationsof permanently higher
inflation, higher wage settlementsor any other lagting results. Understand-
ingdf thispointisessentid if theadjustmentisto bewelcomedabiritio and
to proossd smoothly once underway.

The required externa adjustment will of course levy redl costs on the
Americaneconomy. Somed thesecostswill occur viaexpenditureswitch-
ing, asoutput is shifted into net exports (primarily viathe dollar deprecia-
tion), and some may have to occur via expenditure reduction (if the
economy slows, abeit temporarily, in reponseto the higher inflation and
possbly —see bdow—higher interest rates which will accompany that
depreciation.) In thissense, the U.S. adjusment islikethat of any LDC or
other debtor country-although, as Mussarightly notesin his comments,
theability of the United Statesto financeitsexterna deficitsin itsown cur-
rency obviatestherisk of default and atersthe peth by which theadjustiment
occurs(orisforced.)

What should be done?

Thekey issuefor policy is thus how to minimize the costs, for both the
United States and the world asa whole, of theinevitableand desrable cor-
rection Of dollar overva uation and Americas external deficit. Twospecific
aspectsof thisissueareworth specia note.

First, thecorrectioncan occur either withrisngU.S. interest ratesor with
falling U.S. interest rates. One key issue in resolving this question is
whether the correctioncomes before or after the launching of asignificant
reduction in the government budget deficit. But if we smply wait for for-
elgninvestors to""goon strike," which will drive up Americaninterestrates
evenasthedollar falls, the United Stateswill dmogt certainly get theworst
o dl worldsfor atime even if budget action has been initiated: inflation
(abet temporary) duetodollar depreciationand decliningoutput duetoris-
ing interest rates. On theother hand, initiationof an active program to cor-
rect thedollar prior tosucha'* srike'™ may avoid therunup in interest rates
and thuslessen theadjustment cost substantialy.

Second, the correction should occur as early as possible. As just noted,
early movement would help head off therisk of a"* dollar strike' by foreign
investors and a renewed surge of U.S. interest rates (with particularly



232 C.Fred Bergsten

adverse affects on Third World debtors as well as on the United States
itself). Asdiscussed above, urgent dollar adjustment is needed to help heed
off therisk of a protectionistoutbreak which could disupt theentire world
trading system. And, as eaborated in severd of the papersfor the sympo-
sum, the magnitude of the needed adjustment is rising rapidly over time
becauseof theconcomitant buildup in theforeign debt of the United States;
early adjustment thus means|ess adjustment and smaller adjustment costs.

| would advocate a three-part program, adopted as soon as possible, to
achieve such adjustment: a substantia reduction in the U.S. budget deficit
(by about $150 hillion annudly by FY 1988, eliminatingmost of the struc-

turd component thereof), aparalel furthereasingof monetary policy by the

Federd Reserve and, crucialy important, substantial domestic expansion
efforts (preferably viasupply-sidetax cuts) in Japan, Germany and perhaps
the United Kingdom. Unfortunately, | seelittle posshility of early move-
ment of macroeconomic policy in the neaded directionsin either the United
States or abroad. For the remainder of thisdiscussion, | shal thus assume
thet the preferred policy courseis unavailable and that dternativesmust be
sought.

One possihility is that thedollar will now correct without further policy
action, assuggested by Scott Pardee in hiscommentsat the symposium. As
noted at the outset, thedollar has depreciated significantly over the past Six
monthsas U.S. interest rates have declined subgtantialy, offset only mod-
edtly by smilar declinesin other mgor countries. Lower growth prospects
for the United States may reduce the gpped of dollar investments.

On the other hand, there have been three or four **fase starts” toward
dollar correction during its five-year appreciation. In each case, deprecia-
tion proved temporary and was more than offset by subsequent upward
reversal. | would therefore suggest that five steps be teken in an effort to
engineer thefull correction needed as promptly as possible.

Firgt, even without meaningful action on the budget deficit, the Federa
Reserveshould ease monetary policy further. Indeed, without fiscal action,
the Fed isthe proverbid **only gamein town."” Itseasing over the past Sx
months has contributed importantly to bringing the dollar back from its
peeksin early 1985. Moreis needed, however.

It would appear that such further easing would be fully consstent with
overdl Fed (and nationa economicpolicy) objectives. Therearenosignsof
rignginflation, and thetemporary inflationary impact of dollar depreciation
itself can be reduced by moving sooner rather then later. Thereare no Signs
that the dollar decline of March-July 1985 was producing a bandwagon
effect or "'free fal" for the dollar, with destablizing effects on interest
raes—which, indeed, continued to decline substantidly as the dollar
declined-or any other economic variables. The economy remains soft.
L DCdebt and other financia vulnerabilitiescontinueto arguefor thelowest
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interest ratescons stent with the broader economicobjectivescited.

Second, top U.S. authoritiesshould makeclear that they desire acorrec-
tion of thedollar. Atleast until recently, themarketshave believed that | ead-
ing Administration officialsli ked the strong dollar. Over the past couplecf
months, however, such officiasas Secretaries Baker and Badridge have
commendably indicated the need for an adjusment—indeed, in severd
instances, seemingtotry to “'talk downthedollar' much moreaggressively
then Secretary Blumentha ever did in 1977! ‘

Unfortunately, Chairman Volcker, whose words carry far more weight
with themarketsthen al of the Administration officialscombined, appears
to have prematurely **taked down thedecline™ of thedollar in mid-July by
indicating his doubts over the desirability of afurther correction. One can
fully understand the Chairman'sconcern that an excessively rgpid deprecia
tion could push up both inflation and interest rates. But if one agrees that
substantia further dollar correctionis both essential and inevitable, and that
the costsarelikely to belessiif incurred sooner rather then later, the wiser
coursemay have been to promote rather than retard the movement that was
well underway and seemed orderly inevery r

Third, the mgor central banks should take advantaged just such occar
Jons—when the markets are already pushing currency relationshipsin the
diitionof underlying equilibrium—through joint intervention to promote
the needed degreedf adjustment. Such**leaning with thewind" would have
important signalling as well as substantiveeffects, complementing the first
two types of messures dreedy proposed.

Some observers oppose such a strategy on the grounds that **the wind
could becomeagde. Again, however, tha risk would seem to grow the
longer the needed correctionisdelayed. And the United Stateswould derive
a second important advantage fram such intervention: by sdlling dollars
now, it would acquire DM and other foreign currencieswhich couldthen be
used tocounterthedeclineof thedollarif, at somelater point, it becomestoo
rgpid or threstensto overshoot on thedownside.

Fourth, Japan could assist in thiscorrective process by using traditiona
adminigtrativeguidanceto limit, partially and temporarily, itsmassivecapi-
tal outflowsintothedollar. These outflowsare now averaging $7-8 billion
per month, and are an important source of continued dollar strength.
Cooper's otherwiseexcellent analysisaof possible capita outflow restraints
by Japan, by limiting itsalf to theimpact on Japanitself, missesanimportant
point: such restraintscould have an important effect on the United Statesby
contributingto adollar decline.

Japan could makesuch acontributionif it were successful even in cutting

10 C. Fred Bergsten, " TheCasefor Leani ng With the Wind,” Fi nanci al Times, October 24, 1984.
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itsoutflowsin half, which seemsquiteplausible. Indeed, thiswould ssemto
be by far themost constructive, and leest costly, way for Japan to helpfight
off the protectionist trade pressuresin the United States which may other-
wise have a subgtantid effect on both its economy and its (U.S.-oriented)
foreign policy.!* The United Stateswould of course have to endorsesucha
temporary reversd of policy toward capital flows, rather than urging Japan
to invest more in the United States and thus exacerbate the currency and
trade problems, asit hasbeen doing since 1983.12

Fifth, the United States should seek renewed discussonson improving
the international monetary system. Secretary .Baker'sindication of willing-
ness to call a meeting on the topic, voiced a the CECD Minigterid last
spring, should berevived. Severd other countriesindicated their interestin
thetopicin thereport of the Deputiesof the Group of Ten releasedin Tokyo
inJune. Systemic reformis no subgtitutefor immediateaction on thedollar.
ButaU.S. initiative on thelonger-runissueswould reinforceand underline
the actions and expressons of concern over the present Stuation proposed
here, as well aslaunchingaprocess to head off thedevelopmentdf new mis-
dignmentsin thefuture. "

Taken together, these five steps could help promote a prompt correction
o the dollar and the externa postion of the United States. They could
thereby reducetherisk of mgor disruptionof theworld trading system, and
reducethecostsaf theinevitableadjustment. To besure, suchacorrectionin
the absence of meaningful action on the budget runs a risk of economic
downturn-but the postulated monetary easing and underlying economic
wesknessreduce the risk of a resulting mnup of interest rates. Thedollar
correctionwould increasetherecorded rateof inflation, but thewesknessof
theeconomy would al so limit thet effect —which, asnoted above, would be
temporary in any event. Thecasefor action seemsclear.

11 Detailscan befound in Bergsten and Cline, The United States-Japan Economic Problem.

12 Jeffrey Frankel, The Yen-Dollar Agreement, Washington: Indtitutefor International Economics,
December 1984.

13 Theneed for reform and a" target zone" approach are analyzed in Williamson, The Exchange
Rate System.



