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Effectsaf the Strong Dollar

Robert Solomon

This paper focuseson theeffects, in the United Statesand abroad, of
the sizable appreciation of the dollar since 1980. The magnitudeof the
risein thereal valueof thedollar relativeto thecurrenciesof other indus-
trial countries has been unprecedented in modern history. Its effects
thereforedeserveattention. Althoughthis paper isdevoted mainly tothe
consequences of the sustained upswing of the dollar, it recognizes that
what goes up may aso come down and takes a brief look at the mgjor
effectsof adollar depreciation.

Twopreiminary questions

If oneisto discussin a meaningful way the effectsof exchange-rate
variability—and in particular the large appreciation of the dollar
between 1980 and 1985--one must be able to answer two preliminary
questions: 1) ** compared with what?* and 2) **in what context?"

The first question—"*compared with what? —sgnifies the need to
specify acounterfactua path for exchange ratesand, equally important,
the counterfactua policiesthat could have brought about the different
exchangerates. In the absenceof such counterfactual scenarios, what is
the meaning of **the effects of exchange rate variability?* What one
wantstodoisto comparethe world asit hasbeen with what it might have
been. But what it might have been hasto be credible. Thismeans, among
other things, that one has to be able to describe the policies that would
have produced the might-have-been world.

| shall not spend alot of timeon thisquestion. The conventional wis-
dom has it that much, even if not all, of the appreciation of the dollar
since 1980 is attributableto high interest ratesin the United States, and
these high interest rates are, in turn, thought to be the result of thelarge
budget deficit in combination with the Federal Reserve's monetary pol-



66 Robert Solomon

icy. Itiswidely believed that if themix of fiscal and monetary policiesin
the United States had been less lopsided, the dollar would have risen
much less. This, then, isthe counterfactual scenario.

It isworth noting, parenthetically, that if oneweretrying to assessthe
benefits and costs of exchange-ratemovements—which | am not doing
in this paper—one would want to take account of the costs or benefits of
the policiesthat would berequired to dampen or prevent the movements
of exchangerates.

Thisbringsmeto thesecond question—"*in what context?* Thecoun-
terfactual policies that would have produced different exchange-rate
paths would have had effects on variables other than exchangerates. In
other words, we haveto treat exchange rates as endogenous variables.
They are determined in a general equilibrium system. We know that
much even if we do not—es yet—undersand very well how exchange
ratesare determined.

For thisreason, it isnot valid to look at achangein exchangeratesand
ask, what havebeen theeffectsof that change?Weal so havetoask, what
have been thegeneral effectsof the policiesthat were responsiblefor the
changein exchange rates? Otherwise we may attributeto exchange-rate
movementsconsequencesthat in fact follow from the policiesthat gener-
ated thoseexchange-ratemovements. Let megivean examplethat antic-
ipatessomeof what | shall haveto say later. Roughly haf of thedecline
in the real GNP of the United States in 1981-82 shows up in adrop in
exports of goods and services. Much of this falloff in exports can be
attributed to the appreciation of thedollar in 1981 and 1982. Doesit fol-
low that the recession would have been only haf asdeepif thedollar had
not appreciated?

That would not be a valid inference. Suppose that the counterfactual
policiesthat would have kept the dollar from rising were tighter mone-
tary policies and higher interest rates in Europe and Japan. This is
another answer to the ** compared with what?"* question. Tighter mone-
tary policiesin Europe and Japan would have caused more severe reces-
sionsin those countries and therefore weaker demand for U.S. exports.
We also have to recognize that, if we assume that American fiscal and
monetary policieshad been asthey actually werein 1981-82 but thedol-
lar had not risen, some other components of aggregate demand in the
United Stateswould have fallen moreas exportsdeclined less. The poli-
cies that produced the exchange-rate appreciation affected other vari-
ablestoo.

With that introduction, | turn to the specific effectsof the substantial
appreciationof thedollar since 1980.
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U.S. current-account deficit, domesticdemand, and imports

The U.S. balanceon current account was very strong in 1980—much
stronger than the bare statistics suggest. Thedepreciationof thedollarin
1977-78 led to alargeincreasein American exports and in the share of
those exports in world markets. While the current-account balance of
OECD countriesasagroup shifted toward deficit by $80 billionin 1979-
80, the U.S. current account moved toward surplus. This change was
masked by theimpact of the sharp risein the priceof il in 1979-80.

The change shows up in the non-oil current account of the United
States, which moved from asurplusof $25.3 hillion in 1978 to asurplus
of $76.7 billionin 1980, whilethefull current account moved only from
adeficitof $15.4 billionin 1978 to asurplusof $0.4 hillion in 1980.

TheU.S. current account changed from anear-zero balancein 1980 to
adeficitof morethan $100 billionin 1984. Most of thisshift hasoccurred
since 1982. Althoughthedollar appreciated during 1981—by more than
15 percent—and in thefirst haf of 1982—by 11 percent—its impact on
the current account was largely offset by the effect on imports of the
1981-82recession.' Importsof goodsand services, in current prices, fell
more than ten percent from the second quarter of 1981 through thefirst
quarter of 1983.% Almost al of this import decline was in petroleum
imports, which are pricedin dollarsand thereforewere unaffected by the
appreciation.

The near-congtancy of non-oil importsduring therecessionaf 1981-82
reflected the offsetting influences of the appreciating dollar and thefall
in aggregate demand in the United States.

From the fourth quarter of 1982 through the second quarter of 1985,
gross domestic demand®increased 17.2 percent whileimportsof goods
and services rose 52.8 percent, both measured in rea terms. Merchan-
diseimportsincreased 66 percent. If we assumethat theincomeel astic-
ity of demand for importsis 2.5 in a period of cyclical recovery*, we
would have expected merchandiseimportsto grow by 43 percent as the

1 Unlessotherwise indicated, trade-weighted average exchange rates are those computed by the
Federal Reserve Board.

2 Trade and balance of payments data in current prices are from the balance of payments
accounts. Data on exports and imports of goods and services in constant prices are from the
national income and product accounts. The mgjor difference is that the latter exclude non-
monetary gold from merchandise trade and interest on U.S. government debt from service pay-
ments.

3 GNP minus exports plus imports of goods and services, which equas the sum of domestic
consumption, grossinvestment, and government expenditures.

4 Stevens, Guy V.G., and others, TheU. S.Economy in an Interdependent World: A Multicoun-
try Model, Board of Governors of the Federal Reserve System, 1984, p. 131.
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result of theeconomicexpansion. Thus, somethingliketwo-thirdsof the
increasein importsof goodssincelate 1982 might have been expected if
the dollar had been stable, and one-third can beattributed to the appreci-
ation of thedollar.

Meanwhile, the merchandise exports of the United Statesincreased
by six percent, inreal terms, from thefourth quarter of 1982 through the
second quarter of 1985. Exports haveclearly been affected by theappre-
ciation of thedollar. In the second quarter of 1985, they were lower in
nomina termsthanin 1980, and in real termsweredown by morethan 14
percent although total demand in other industrial countrieswasup. Inthe
cased tradein manufactures,the OECD showsthat in each of theyears
1981 through 1984 U.S. exportslost market share; that is, thevolumeof
U.S. exports of manufactured goods either declined more or rose less
than the imports of manufactures by its trade partners. Over the four-
year period, U.S. exportsof manufacturesrose 30.7 percentlessthanthe
importsof manufacturesin its marketsabroad. (OECD, 1985).

Taking account of the decline in exports as well as the growth in
imports, we have reason to accept the Federal Reserve estimate that
something like two-thirds of the increase in the U.S. current-account
deficitis attributabl eto the appreciation of thedollar (Wallich, 1985).

It may be noted that we have related the import expansion to the
increase in gross domestic demand rather than to GNP. Domestic
demandistheappropriate variable but incomeel asticitieshavenormally
been computed in relation to changesin GNP. GNP and gross domestic
demand have usually moved in closeenough conformity that it madelit-
tledifferencewhich variablewas used. That isnot sofor theperiod under
consideration. From 1982:Q4 to 1985:Q2, real GNP increased 13.0
percent while real gross domestic demand went up by 17.2 percent.
Thus, amost one-fourth of the expansion of domestic demand lesked
abroad (in the form of enlarged imports and depressed exports) rather
than being reflected in growth of GNP.

Until mid-1984, the economic recovery proceeded at a rapid pace.
Real GNPincreased & an annual rateof morethan 6 percentin theseven
quartersfrom the summer of 1982 to the spring of 1984, despite the wid-
ening external deficit. Even if the current-account deficit had not been
increasing, it is doubtful that one could have expected the economy to
expandfaster. Federal Reservepolicy isunlikely to have permitted that.
Thus, those who ascribeloss of jobs to thegrowing trade deficit and the
high dollar in that period of ragpid recovery are probably wrong. If there
had been a smaller externa deficit, other components of aggregate
demand would havegrown lessrapidly.

The story changes after mid-1984. From the second quarter of 1984
through the second quarter of 1985, real GNP increased two percent. It
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cannot be argued that the Federal Reserve would have prevented faster
growth of GNP during that period.

Thedowdown of theeconomy after the second quarter of 1984 owes
something to the weaker expansion of gross domestic demand. It
advanced 3.3 percent from then through the second quarter of 1985. If
the current-account deficit had increased no further after mid-1984 and
therefore GNP had advanced at the same rate as grossdomestic demand,
GNP growth would have slackened from the pace of 1983 and the first
haf of 1984. But that was probably inevitable. Capacity utilization in
industry hed increased from a low point of 67.6 percentin late 1982 to
82.4 percent in the third quarter of 1984. Over the preceding year,
capacity had expanded by 2.4 percent. Since GNPand industrial produc-
tion have tended to grow at about the samerate, as is discussed below,
we can concludethat therewasscopefor GNPgrowth of littlemore than
three percent after mid-1984. This would have permitted a further
upcreep of capacity utilization and afurther reductionaf unemployment.

While domestic-demand expansion slowed, the gap between domes-
tic demand and GNP widened after mid-1984. In the following year,
amost two-fifthsof theincreasein domestic demand leaked abroad.

The structured U.S. out put

As GNP growth slowed in 1984-85, a considerably amount of anec-
dotal evidence appeared suggesting that, because of the effects of the
strong dollar on tradable goods, the U.S. economy has become *‘two-
tiered."” (Thisanalysisisbased on datathat does not incorporate the ben-
chmark revisonsof December 1985.) The manufacturing sector is said
to be languishing while services and construction continue to flourish.*
Oneof theaspectsof thisdevelopment isthetransfer abroad of American
production facilities. Numerous examples have been cited of the crea-
tion or expansion of overseasfacilities.® The Commerce Department has
estimated that majority-owned affiliates of American companies will
increase capital outlayshy 13 percent thisyear, compared with four per-
cent in 1984; in manufacturing, the planned investment increase is 22
percent.’

Despitethese reports, the aggregatedata on the compositionof U.S.
outputindicate very little, if any, weakeningof manufacturingrelativeto
total output. We present threetypes of statistical evidence: two measures
aof output from the national income and product accounts and a regres-
sionof industrial production on GNP.

3 The New York Times, May 21, 1985, p. D1.
6 TheWall Street Journal, April 9, 1985, p. 1.
7 Survey of Current Business, March 1985, pp. 23-28.
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Table 1 showsboth goodsoutput and valueadded in manufacturingas
a proportion of GNP (the value-added data are published only on an
annua basis). Goodsoutput measurestheflow of final products, in the
form of goods, of the U.S. economy; total GNP is the sum of fina out-
putsof goods, services, and structures. Vaueadded (or incomeoriginat-
ing) in manufacturing measures the gross output of the manufacturing
sector minus materialsand services purchasesfrom other sectors, which
isequa to income earned in the manufacturing sector (Department of
Commerce, 1985). In both cases, the economic activity is measured net
of imports.

TABLE1

GoodsOutput and Manufacturingasa Shareof Total Output in the United States
($ billionsin 1972 prices; seasonally-adjustedannud rates; percent)

Manufacturing

GoodsOutput valueadded GNP 1+3 243
1) 2 ) @ (5)
1950 2615 1311 534.8 48.9 245
1960 335.8 171.8 73171.2 45.6 23.3
1965 4226 236.7 929.3 45.5 25.5
1970 486.9 261.2 1085.6 449 24.1
1978 662.0 357.2 14386 -46.0 24.8
1980 668.1 351.0 14750 45.3 23.8
1981 693.1 359.7 15122 45.8 23.8
1982 660.6 336.6 14800 44.6 227
1983 688.6 354.1 1534.7 4.9 23.1
1984 764.5 391.2 1639.3 46.6 239
1982Q1 669.0 n.a. 1483.5 45.1 n.a.
Q2 662.0 1480.5 44.7
Q3 657.9 1477.1 4.5
Q4 653.6 1478.8 442
1983Q1 658.9 1491.0 44.2
Q2 681.6 1534.8 4.7
Q3 698.1 1550.2 45.0
Q4 715.5 1572.7 45.5
1984Q1 744.9 1610.9 46.2
Q2 767.4 1638.8 46.8
Q3 766.8 1645.2 46.6
Q4 778.8 1662.4 46.8
1985Q1 773.0 1663.5 46.5
Q2 770.8 1671.6 46.1

Source: U. S. Departmentof Commerce, Survey d Current Business, variousissues.
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It may beseenin Table1that goodsoutput and manufacturingactivity,
in constant dollars, have been remarkably stableas a proportion of GNP
over theyears. What isrelevant for the purposesaf thispaper isthat nei-
ther measure has decreased since 1980 despite the appreciation of the
dollar. The small declinein the proportionin 1985 looks normal for a
period of slow GNP expansion.

While goods output and manufacturing activity show no significant
decreaserel ativetototal output between 1980and 1984, theappreciation
of the dollar, and possibly other influences, have no doubt held down
both the prices of goods and the profits of producers. This shows up
when goodsoutput and manufacturing val ue added are measured in cur-
rent dollars. Onthisbasis, goodsoutput asaproportion of GNPfell from
43.3 percentin 1980t042.1 percent in 1984; manufacturingval ue added
fell from 22.1 percent of GNPin 1980to 21.2 percentin 1984.

We turn now to the relationship of industrial production to GNP.
Industrial production moves closely with GNP over long periods but is
more volatile cyclically. The relationshipis captured in the following
regression (Lawrence, 1984, p. 21):

IP = -0.0342 + 2.18GNP
(-4.8) (12.6)

where |Pand GNP are the annual percentage changes in industria pro-
ductionand real GNP, respectively, and the numbersin parenthesesaret-
statistics. The regression was estimated with annual data from 1951 to
1981.

According to thisrelationship, industrial production risesat the same
rate asGNPwhen the latter isincreasing at an annual rateof 2.9 percent.
When GNP increases more sowly than 2.9 percent, industria produc-
tion advancesless than GNP and when GNPexpandsfaster than 2.9 per-
cent, industrial production increases faster than GNP. When GNP
increases 1.6 percent annually, industrial productionisconstant.

Over the period from 1980 to the second quarter of 1985, industrial
production rose 13.1 percent and GNP 13.3 percent. The annual rate of
advancewas about 2.8 percent. Thisiscons stent with theregressionfor
the period through 1981. From the second quarter of 1984 through the
second quarter of 1985, industria productionincreased & an annual rate
of 2.4 percentand GNPincreased 2.0 percent. Thisisafaster advancein
industrial production than would have been expected fromitsrelation to
GNP in the period from 1951 to 1981.

Thus, neither goods output, manufacturing value-added, nor indus-
trial production showsasignificant Sowingrelativeto the total output of
the American economy during the period of dollar appreciation. Of
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course, employment in goods-producing industries has fallen as a pro-
portion of total employment. Thisratio declined from almost 45 percent
in 1960 to 31.1 percent in the first quarter of 1985. The reports on
employment may well have created the impression that the goods-pro-
ducing sector of the economy is shrinking, whereas what has actualy
happened is that productivity hasrisen faster in this sector.

It is well known that individual industries—textiles, shoes, and pri-
mary metal s, for example—have indeed experienced s ow or falling pro-
duction. Whiletotal industria productionin the second quarter of 1985
was 13.1 percent above the 1980 level, iron and steel was up only 3.9
percent, non-durableconsumer goods were up 10.6 percent, and textile
mill productsweredown 2.6 percent. But the poor performanceof these
industries was offset by electrical mechinery —up 24 percent; motor
vehicles and parts—up 43.8 percent; and defense and space equip-
ment—up 50.3 percent.

It appearsthat the effects of foreign competition and import penetra-
tion were offset by the capital goods boom-especially in computers,
trucks, and automobiles—and the build-up of defense spending since
1980.

Impact abroad of U.S. current-accountdeficit

It is clear from the analysis thus far that, even in the absence of an
appreciation of thedollar, the United States would have exerted a posi-
tive influence on the growth of the rest of the world in the period since
1982. But the combined effect of rapidly-growingdomestic demandand
the appreciating dollar led to a much larger expansion of U.S. imports
than in previouscyclical recoveries. U.S. importsof goodsand services,
incurrentdollars, increased about $125 billionfrom thefourth quarter of
1982 through thefirst quarter of 1985. A rough measureof theimpact on
other countriesis suggested by the observation that this constitutes2.7
percent of the 1982 GNP of OECD countries other than the United
States. Applying our earlier analysis, we can say that one-third of this
boost to aggregate demand abroad was the result of the appreciation of
thedollar.

How to measure the impact of the United States on other countries
raises analytical questions. Changesin the current-account positions of
other countries reflect not only the initial impulse—the increase in
importsof the United States, which ismirrored in theincreasein exports
of other countries—but also the induced reaction to that impulsein the
form of enlarged imports by those countries. Countries whose GNP
growth was stimulated by larger exports to the United States absorbed
moreimportsfrom their trade partners, including the United States, and
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thoseimportsarereflected-in current-account positions.

A better measureof theimpact of the United States on other countries
would therefore seem to betheincreasein U.S. importsand theincrease
in other countries' exports.

Thechangein exports of goods and services as a percentage of GNP
(or in some countries GDP) in the previous year is shown in Table2 for
the mgjor industrial countries.

On the basisof thesedata, it appearsthat in 1984 dl o theincrease of
the GNP of France and Germany was attributableto export expansion.
Of course, elementsof domestic demand also expanded, but they were
offset by the increasein imports.

Intermsof absolute stimulusto red output, the export expansion was
largest for Japan and Canada, especialy in 1984. Thisis consistent with
the fact that the United States accounts for relatively large fractions of
theexportsof thesetwocountries. Y et, in Japanin 1984 and in Canadain
both years, domestic demand increased faster than in other industria
countriesexcept for the United States. It is not surprising that Japan and
Canadaenjoyed a superior economic performance in those years.

While Germany appearsto have benefited from export-led growthin
1984, the increase in German exports as a proportion of GNP was no
larger in 1983-84then in thefirst twoyearsaf earliercyclical recoveries.
Thisis true also for other large European countries (BIS, 1985, p. 17).
But for all these countries except the United Kingdom, the growth of
GNP in the latest recovery was considerably smaller than in earlier
recoveries. The obviousexplanation is that domestic demand expanded
much lessthistime, no doubt reflecting the austerefiscal policiesbeing
pursued by these countries. It is striking to observe that the structural
budget balancein Germany, as apercent of GNP, has moved toward sur-

TABLE2
Growth of Exportsof Goodsand Servicesand of GNP, 1983and 1984
1983 1934

Exports* GNP Exports* GNP
Japan 10 3.4 3.6 5.8
Germany -04 13 2.6 2.6
France 0.9 0.7 17 17
UK 0.3 31 17 . 2.4
Italy 11 -04 17 . 2.6
Canada 16 3.3 5.2 4.7

*Increase asapercent of GNP in previousyear.
Source: CECD, Economic Outlook, December 1984, (p. 48), June 1985, (p. 21).
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plus since 1981 by more than the U.S. structural budget has moved
toward deficit (OECD, 1985, p. 4).

In general, therefore, the combination of U.S. economic growth and
theappreciating dollar has given aboost to theeconomiesof other indus-
trial countries. In somedf these countries, restrictivepoliciesrestrained
domesticdemand, which held back economicgrowth.

Asfor devel opingcountries, economic activity in theindustrial world
eased the plight they werein in 1982, when the debt crisis and world
recession forced severe retrenchment of output. This shows up in a cut
by 20 percent in the value of imports by non-oil developing countries
fromearly 1981 tolate 1982 (IMF, 1985, p. 52). From thefourth quarter
of 1982 to thefourth quarter of 1984, the exportsof non-oil developing
countriesincreased, at annual rates, from $318 billionto $369 billion. Of
thisincrease of $51 billion, about $21 billion—more than 40 percent—
went to the United States.

In 1983 and 1984, the export volumeadf **non-fud'* exportersamong
developing countries increased 6 and 12 percent (fuel exporters com-
prissmembersof OPEC, somesmaller oil-exportingnationsin the Mid-
die East and Africa, and Mexico). Although the unit .value of their
exportsfell further in these two years, by 2.6 percent, the unit value of
their importsfell by more—5.5 percent. Asaresult, they were able to
increaseimportsby 7.5 percent in the two years 1983-84 and to expand
rel GNP by 2.7 percent in 1983 and 4.4 percent in 1984. Non-ail
exporters, acategory that includes Mexico, increased GNP 1.9 percent
in 1983 and 4.2 percentin 1984 (IMF, 1985, p. 210).

Itis unlikely that much of the increased exports of devel oping coun-
triescan be attributed to theappreciation of thedollar. Toalargedegree,
thecurrency relationshipsof thesecountriesto thedollar depend on their
own exchange-ratepolicies. Although an increasing proportion of their
exports has become price-sensitive as they haveindustrialized, most of
the expansion of their exportsis probably the result of economic recov-
ery inindustrial countriesand of their own efforts to maketheir exports
more competitive.

Impact of capital flows

We turn now to the effects of capital flows to the United States. By
way of introduction,it may be noted that the swing in current and capital
account positions was relatively greater for the United States than for
other industria countries. The U.S. current account moved from a defi-
cit of $11 billionin 1982 to $102 billion in 1984. The counterpartof this
shift shows up only partly in the accounts of other industria countries,
which moved from a current-account deficit of $17 billionin 1982to a
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surplusof $36 billionin 1984. At the sametime, the non-oil developing
countriesreduced their combined deficit from $64 billion to $24 billion.

Thus, while the U.S. deficit on current account increased from 0.3
percent of GNP in 1982 to 2.8 percent of GNP in 1984, the current
account of OECD countriesother than the United Stateswent from adef-
icit equal t0 0.4 percent of GNPto asurplusof 0.8 percent of GNP. The
swing toward surplus was about hdf aslarge, relativeto GNP, for other
industrial countries as was the swing to larger deficit for the United
States.

Countries with current-account surpluses necessarily experience net
outflows of capital equal to those surpluses. Those capital outflows
absorb savings that might have been utilized & home to financeinvest-
ment. Or, to put the point another way, in the absence of these capital
outflows, the countrieswoul d have hed lower interest rates, which might
have stimul ated domestic investment.

Someobserversin Europe havefocused on thisaspect of theeconomic
and financial relationship of Europe with the United States, and they
have consequently looked upon the U.S. current-account deficit and
related capital inflow as exerting adepressive effect abroad.

The problem isana ogousto thefinancingof a budget deficit withina
country. If tax rates are reduced or expenditure is increased so as to
enlargethe budget deficit, aggregate demand will expand faster. But the

financing of the larger budget deficit, assuming that the central bank

doesnot providethefunds, worksin theoppositedirection. Theissuance
of additional securities by the Treasury absorbs funds that would other-
wise have been available to finance private expenditureand in this way
tendsto depressaggregate demand. In most circumstances, thedemand-
increasing effect of theenlarged budget deficit is thought to beconsider-
ably greater than the demand-reducingeffect of financingit. Infact, if an
economy is operating below its potential, fiscal stimulus will lead to
growth of output and income, which normally generates more savings.
Thiswill contributeto the financing of the budget deficit and domestic
investment.

If we view the increased exports and current-account surpluses of
Europe and Japan as having imparted a stimulusto economiesthat were
rather depressed, we are entitled to assume that this stimulus probably
outweighed the depressive effect of the additional capital outflows.

Interest ratesin someindustria countrieswereaffected not only by the
capital outflowsthat necessarily accompanied current-account surpluses
but al so by monetary policiesthat weredesigned to dampen depreciation
of their currencies. Thesetighter-than-desired monetary policiesmay be
viewed as adirect result of the dollar appreciation--or, more correctly,
of the belief by monetary authorities in other countries that the dollar



o Robert Solomon

would continueto be under upward pressure. These monetary authorities
sought, through higher interest rates than they would have preferred on
the basis of the condition of their domestic economies, to minimize the
extent to which their currenciesdepreciated against thedollar. Although
such depreciation brought a benefit in the form of larger exports, it also
raised the prices of imports--especialy oil —tha are denominated in
dollars. Thereisno way to quantify the effect of these tighter monetary
policies where they prevailed.

Capital flows to the United States have been, as noted, more impor-
tant as a proportion of GNP. Accordingly, the impact of such flows on
interest rates has been larger in the United States.

The role of capital inflows in supplementing American saving has
often been pointed out and does not call for extended treatment here.

In 1984, net domestic investment was equal to 7.2 percent of net
national product (NNP) and the budget deficit (on income and product
account) was equal to 5.4 percent of NNP. Net saving, including sur-
plusesof stateand local governments, came to ten percent of NNP. The
shortfall of domestic saving—about three percent of NNP—was made up
by the inflow of foreign funds. Thus, about 23 percent of the sum of net
investment and the Federal budget deficit was financed from abroad.

As was observed earlier, not all of the external deficit of the United
States is the result of the appreciation of the dollar. The more rapid
growth of the U.S. economy in 1983-84 and the cutback in imports by
developing countries would have enlarged the current-account deficit in
any event. But, that deficit would have been less than half aslarge, in
1984, if the dollar had not appreciated.

If thedollar appreciation had been held down by adifferent mix of fis-
cal and monetary policiesin the United States—a smaller budget deficit
and a more expansive monetary policy —American interest rates need
not haverisen despite the smaller supply of foreign savings. On theother
hand, if thedollar appreciation had been kept in bounds by market forces
while U.S. macroeconomic policies were as they actually have been,
American interest rates would have had to be high enough to keep
domestic investment and domestic saving in balance with asmaller sup-
plement from foreign saving. One could use an investment demand
equation to estimate how much interest rates would have had to rise to
reduce ex ante net investment to, say, 5-1/2 percent of the national prod-
uct instead of the actual 7.2 percent in 1984. But there is little to be
learned from such acomputation. The point isthat the higher U.S. inter-
est ratles—in the absenceof dollar appreciation but in the presence of the
existing mix of fiscal and monetary polices—need not have depressed
the American economy. Rather they would have served to crowd out
enough domestic investment outlays to match the smaller current-
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account deficit. Thus, larger exports and smaller imports would have
offset the lower investment outlays with little or no effect on growth in
the short run. In the longer run, of course, lower net investment would
have meant slower growth of potentidl GNP; but a smaller current-
account deficit would mean asmaller declinein the net foreign assets of
the United States.

If we ask what would have happened to theeconomiesaf other indus-
trial countriesif the dollar had not appreciated in the presence of the
actual fiscal-monetary mix in the United States, the answer seemsto be
that they would have been worse off. Although smaller capital outflow
would have tended to reduce interest rates, other forces—the need to
keep interest rates in line with the higher rates in the United States—
would have raised them. Moreover, exports to the United States would
haveincreased less.

Impact on prices

An gppreciating currency isexpected to reduce the prices of tradable
goods relative to those of non-tradable goods and thereby to lower the
average price level, compared with what it otherwise would have been.
Theoppositeeffectsareexpected to occur in countrieswhose currencies
depreciate. It isthe changes in the relative prices of tradable goods that
lead to alterationsin trade and current-account balances.

Movements in exchange rates can have further effects on average
pricelevelsif, by influencing consumer prices, they have an impact on
therate a which wagesadvance.

The direct effects on domestic prices come through two channels.
Import pricestend tofall in countrieswith appreciatingcurrenciesand to
risein countries with depreciatingcurrencies. Changesin import prices
show up directly in price measuresinsofar asimportsaf finished prod-
ucts are part of the basket of goods purchased by consumers or busi-
nesses. Beyond that, changesin the pricesof imported inputsto the pro-
duction process affect the pricelevel. Theindirect effectsof changesin
the prices of imports show up as increases or decreasesin the prices of
import-competing goods produced in the home country; this is some-
timesreferred to as the competitiveor umbrellaeffect.

Export prices are also influenced by exchange-rate changes; these
prices are not reflected in consumer-price measures but they do affect
GNPimplicit pricedeflators. Import priceshaveindirect, but not direct,
effectson these deflators.

Since the principa impacts of exchange-rate changes on domestic
prices come through movementsin import prices, there is something to
be said for using an exchange-rate measure to which import prices are
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closely related. The exchange-rate measure used earlier in this paper—
the Federal Reserve trade-weighted average values of currencies—
weightscountries currenciesby thetota valueof their trade with other
industrial countries. The IMF measure—MERM, calculated from the
Funds multilateral exchange-rate modd —is based on amodel designed
to measure the effect of exchange-rate changes on trade balances. In
order to gauge the effect of exchange-ratechangeson U.S. prices, we
utilize here an average weighted by the share of countriesin American
imports; the weights reflect countries' bilateral trade with the United
States® (Woo, 1985, p. 512).

Asmay be seen in Table 3, theimport-weighted average valueof the
dollar increased much less in the 1980s than the other measures. From
the fourth quarter of 1980 to the fourth quarter of 1984, the import-

TABLE3
Measuresof US Inflationand of Dollar Appreciation
(percent)
1980 1981 1982 1983 1984

A B A B A B A B A B
Consumerprices 135 124 104 89 61 39 32 38 43 40

GNPimplicit

pricedeflator 92 102 96 89 60 43 38 38 38 36
GNPfixed-weight

index 98 101 96 89 64 52 42 40 43 42
PCE implicit

pricedeflator 10.210.2 87 78 59 49 37 31 32 31
PCE fixed-weight

index 112 109 94 83 59 52 40 34 39 40
Federa Reserve

dollarindex -08 18 178 184 132 160 75 65 103 131
VERM 01 03 127 136 117 148 58 39 79 106

Import-weighted
dollar index 01 -14 82 94 89 108 25 13 65 093

Note: A: year-to-year changes, B: December to December for consumer prices and fourth quarter to fourth
quarterfor other series. PCE: persond consumption expenditures MERM: IMF index based on mulltilatera
exchange-rade modd.

Sources U.S. Bureau of Labor Statistics,Monthly Labor Review; U.S. Dept. of Commerce, Surveyof Cur-
rent Business; Federd ReserveBulletin;l MF, International Financial Statistics.

8 Thisexchange-rate measure was constructed, at the Brookings I nstitution, in amanner similar
to the Federal Reserve index except that the weights are countries' sharesin U.S. imports.
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weighted bilateral dollarindex rose 34 percent whilethe Federal Reserve
multilateral index went up 65 percent. Thereason isthat Japan and Can-
ada, whose currencies depreciated much less against the dollar than
those of other countries, account for alarger shareof U.S. importsthan
of worldtrade.

The gain from using the bilateral import-weightedindex is impres-
sionistic rather than statistical. When an exchange-rate measure with
multilateral tradeweightsis used in econometricwork, the past relation-
ship of prices to the exchange rate displays smaller coefficients than
appear if a bilaterally-weighted averageis used (Hooper and Lowrey,
1979, p. 15).

The appreciation of the dollar is generally credited with contributing
to thedeclinein U.S. inflation, athough thereis no consensuson how
large that contribution has been. A substantia part of the disinflation is
the result of the recession of the early 1980s. Inflation has also come
down in other industrial countriesdespite the fact that their currencies
have depreciated against the dollar. In those countries, recessions have
also occurred, recoveries have been much weaker than in the United
States, and unemploymentis, relatively, at very high levels.

We attempt in what followsto throw light on the effectsof exchange
rateson the observed changesin ratesof inflationin industrial countries.

Inflation in the United States

U.S. inflation, as measured by consumer prices, was risng even
before the second oil shock in 197.9-80. But the price advance acceler-
ated in those years to " double digit"™* levels. In 1980, consumer prices
increased 13.5 percent on ayear-over-year basisand 12.4 percent from
December to December. In 1976, consumer priceshad risen 5.8 and 4.8
percent, respectively, on these two bases.

Various measures of the changein U.S. prices after 1980 are pre-
sented in Table 3. It may be seen that much of the reductionin inflation
took placein 1981 and 1982, aperiod of recession. Most price measures
inthetableshow afurther lowering of theinflation ratein 1983 and 1984
but by considerably less than in the two previous years. It has to be
remembered, however, that real GNP increased at an annua rate of
about six percent from late 1982 to late 1984. In someearlier periodsof
GNP expansion at about this rate, inflation tended to accelerate rather
than decelerate, asisindicated in Table4. In both the mid-1950sand the
mid-1960s, inflation picked up significantly when the economy
expanded rapidly. In 1970-72, price controlsheld down inflation; in the
second quarterof 1973, beforetheoil shock, priceswereadvancinga an
annual rateof 7.2 percent. In thefirst quarter of 1975, prices were still
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reacting to the quadrupling of OPEC's ail price that occurred in 1973.
Thisinflation was temporary, as is discussed below; it subsided to less
than four percent in thefirst haf of 1976 and then advanced again. The
recent period does, therefore, stand out as unusual in showing a reduc-
tion of inflation in theface of rapid growth.

TABLE4

GNP Growth and I nflationin First Two Yearsof U.S. Recoveries
(percent; seasonally-adjustedannual rates)

GNP Inflation
Growth Trough Twoyears|ater
1982-Q:4t01984-Q:4 6.0 34 2.8
1975-Q:1t0 1977-Q:1 5.1 10.7 55
1970-Q:4t01972-Q:4 5.8 : 55 5.2
1964-Q:4 to-1966-Q:4 6.0 1.0 4.0
1954-Q:2 to 1956-Q:2 5.0 14 34

Note: Inflationis measured by GNP implicit price deflator in the quartersindicated. Source: U. S. Depart-
ment of Commerce, Survey d Current Business

Another point is worth making. Much of theinflation of. 1980 (Table
3) was undoubtedly the result of the 150 percent rise in the price of ail
that occurred from 1978 to thefirst quarter of 1981. The 1980 inflation
rate wastemporary. The price level rosesharply but thereisno reasonto
think it would have continued to rise & the 1980 rate. Therewould have
been some subsidencedf inflation in any event, especialy since wages
did not risefully with prices; whileconsumer pricesadvanced 13.5 per-
cent in 1980, average hourly earnings went up nine percent and total
compensation per hour rose 10.6 percent.

Since inflation would have diminished of its own accord after 1980,
onewould expect theappreciation of thedollar toexplain only afraction
of thetotal falloff in therateof price advance. Beyond that, other forces
wereat work pushingdowninflation. If theseother forces—notably high
unemployment —and dol | ar appreciation accounted for-all of thedecline
ininflation, they would beover-explainingit. .

Thereisstill aquestion asto how much of thelowerlngof inflationis
attributable to the appreciation of the dollar. We turn now to recent
attemptsto measurethiseffect.

Theclassic study of theeffect of changesin dollar exchange rateson
U.S. pricesis by Peter Hooper and Barbara Lowrey-(1979), who sur-
veyed theliteratureand came up with consensusestimates of theimpact
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of a ten percent real dollar depreciation as measured by the Federa
Reserve multilateral trade-weighted dollar index: if oil prices are not
affected, theconsumer pricelevel will rise1-1/2 percent; if oil pricesrise
by the same proportionas non-oil prices, consumer prices will rise 1-3/4
percent. Half of the price impact is estimated to take place within one
year of the depreciation and the remainder within two to three years.
These estimatesassume that domestic economic policies** roughly off-
set any tendency for the peth of real aggregate demand to change as a
result of thedepreciation.™

On the assumption that these estimateswould hold symmetrically for
an appreciationof thedollar, weapply themin Table5 totheyears 1981-
84. We assume that the full effect on consumer prices of each year's
appreciation(.875 for each 11 percent increasein the price-adjusteddol -
lar value) isfelt by theend of thesecond year. As may be seen, on this
basispricesin 1981-84 were about one-fifth lower than they would have
been if thedollar had not risen. From 1980, 15 percent of the dowdown
ininflation by 1984 wasattributableto theappreciation of thedollar.

Theseresultsare about the same as those Jeffrey Sachs (1985, p. 128)
derived from the Hooper-Lowrey coefficients, dthough our methods
differ. Sachs used the MERM rather than the Federa Reserveindex, on
which Hooper and Lowrey based their estimates. This tendstogivehim

TABLES
Effectsof Dallar Appredationon US Prices
(percent)
1984
1930 1981 1082 1983 average 1981-84

Changein CPI* 135 104 6.1 32 4.3 6.0
Changein price-adjusted

dollar 19.1 10.7 48 9.8
Effectsof 1981

appreciation 15 15
Effectsof 1982

appreciation 0.9 09
Effectsof 1983

appreciation 0.4 0.4
Effectsof 1984

appreciation 0.8
Total priceeffect 15 24 13 12 16
Inflation without

appreciation 135 119 85 45 55 7.6

*Consumer price index.
Source: Federal ReserveBoard.
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asmaller exchange-rate effect on prices. On the other hand, he added to
Hooper and Lowrey’s consensus estimate a third year price effect equal
t00.3 percent for each ten percent exchange-rate change.

Peter Hooper (1984) has presented a simulation, carried out on the
Federal Reserve multicountry model, of theeffects of holding the dollar
atitslevel of thefourth quarter of 1980. Through 1983, hefindsthat the
consumer price level would have been, on average, one percent higher.
This is dightly less than the impact derived from application of the
Hooper-Lowrey coefficients.

Sachs' paper (1985) also includes astructural model which he usesto
measure the effect of dollar appreciation on U.S. inflation. In aversion
of the model that allows prices to be reflected fully in wage behavior,
Sachsfinds that 45 percent of the falloff in inflation (measured by the
personal consumption deflator) from 1980 to January-September 1984
was the result of the appreciation of the dollar. He attributes 55 percent
of theinflation slowdown to unemployment.

Although wecannot offer definitive conclusions on theeffect of dollar
appreciation on U.S. inflation, it is evident that the effect was signifi-
cant. Therise of the dollar probably accounted for more than one-sixth
and less than one-half of the diminution of inflation from 1980 to 1984.

Inflationin other industrial countries

What is noteworthy about those industrial countries whose exchange
rates depreciated against the dollar is that, not only did inflation come
down after 1980, it camedown substantially (Table 6). Thechallengeis
toexplain how this happened. What we seek to do here is not to explore
an effect of therising dollar but to understand why what might have been
the effect — higher inflation—did not occur..

As was observed above, it was to be expected that the 1980 inflation
rates would subside to some extent. In Europe and Japan, as in the
United States, thejumpin the pricelevel in 1980wasin largepart aresult
of therisein il prices. It did not represent a sustained rate of inflation.

Still, we know that dollar exchange rates depreciated and that the
domestic currency value of dollar-denominated imports increased. We
also know that one of the complaints heard in Europe in recent yearsis
that the increased cost of dollar-based imports, especialy oil, was put-
ting unwanted upward pressure on price levels.

Several influences were working in the other direction.

It should benoted, first, that avery large share of theimports of Euro-
pean countries comes from other European countries. For the members
of the European Community (EC) as a group, half of total imports in
1984 were from other members of the Community. Almost two-thirds of
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TABLE®6
Changesin Consumer Rricesin Major Industrial Countries
(percent)
1980 1981 1982 1983 1984  4thQ1984*
Canada 10.2 125 10.8 5.8 4.4 3.7
France 13.8 134 11.8 9.6 7.4 6.5
Gamany 5.4 6.3 5.3 3.3 2.4 2.0
Italy 21.2 18.7 16.3 15.1 10.7 9.9
Japan 8.1 4.9 2.6 18 2.2 2.5
United Kingdom -18.0 11.9 8.6 4.7 5.0 4.8
United States 135 10.4 6.1 3.2 4.3 4.0

*From fourth quarter of 1983.
Source: IMF, World Economic Report, April 1985, p. 213.

theimportsof EC memberscamefromindustrial countriesother than the
United States and Caneda—that is, from countries against which there
waslittleif any depreciation of EC currencies. Only eight percent of the
importsof the EC camefrom OPEC nations.

Japan's import composition is different. Twenty-three percent of its
importscamefrom the United Statesand Canadain 1984. Importsfrom
OPEC comprised 32 percent of total imports and those from non-oil
developing countrieswereabout 25 percent of the total. Although Japan
is much more dependent than Europe on importsthat are either denomi-
nated in dollarsor are from countrieswith exchange rates pegged to the
dollar, thefact isthat the yen depreciated much less than European cur-
renciesfrom 1980to 1984. In that period the yen valueof thedollar rose
less than five percent while the Deutsche mark (DM) valueof thedollar
went up 57 percent. This compensated for Japan's greater exposure to
dollar imports. Europe's larger dollar depreci ation was compensated for
by thefact that arelatively small fraction of itsimportsare priced in dol-
larsor in currenciespegged to thedollar.

These facts show up in trade-weighted exchange rates where the
weights represent bilateral trade. Table 7 presents multilaterally-
weighted exchange rates as computed by the International Monetary
Fund (MERM) and bilaterally-weighted exchange rates computed by
Morgan Guaranty Trust Company. It may be seen that both the DM and
the yen appreciated from 1980 to 1984 when their exchange rates are
weighted by their bilateral trade. The DM appreciated against the other
EC currencies, with which so much of its trade is conducted, and this
outweighed its sizabledepreciation against thedollar. The yen depreci-
ated much less against thedollar than the currencies of most of its non-
U.S. trade partners.
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TABLE7
Bilateraland Multilateral Trade-WeightedExchangeRates
{1980 =100)
1981 1982 1983 1984
MERM MG MERM MG MERM MG MERM MG

Canada 1029 998 1049 990 1083 1004 1063 969
France 894 943 813 874 742 820 697 792
Germany Q7 972 95 1028 988 1076 9.1 1074
Itay 867 911 8.2 86 761 833 711 801

Jpan 1131 1108 1066 1032 1174 1129 1241 1183
UnitedKinggom 989 1023 942 983 867 918 819 883
United States 1127 1097 1259 1211 1332 1259 1437 1350

Sources: IMF, I nternational Financial Statistics, July 1985; Morgan Guaranty Trust Co., World Financial
Markets, June 1985.

Another perspectivecomesfrom an examinationof import prices, dis-
played in Table 8. Import pricesin domestic currencies reflect both the
movement of pricesin exporting countries and exchange rates between
importing countries and their suppliers. As Table 8 shows, Germany's
import pricesjumped morethan 13 percentin 1981. The average priceof
Saudi Arabian oil was 13 percent higher in 1981 than in 1980, but non-
oil commodity pricesfell 15 percent. The valueof the DM, bilaterally-
weighted, depreciated more than seven percent that year. Although we
cannot fully explain the recorded rise in Germany's import prices in
1981, it issignificant that from 1981 to 1984 import pricesroseonly 8.1
percent, or a an annual ratecf 2.6 percent. During thisperiod, the price
of oil fell more than 12 percent and the average prices of non-oil com-

TABLES
Import Pricesin Major Industrial Countries
(1980=100)
1981 1982 1983 1984

Canada* 1106 113.0 108.6 114.3
France* 1185 132.9 143.2 158.0
Gamany 1136 116.2 115.8 122.8
Italy* 136.6 148.3 153.2%* 167.5%**
Jepan 1016 109.6 101.0 97.6
United Kingdom* 107.7 116.8 127.7 139.3
United States 1055 103.8 99.5 101.3

*Unit-value series
** Breek in series
*** January-September.Source: IMF, International Financial Statistics.
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modities declined afurther three percent. Thus, import pricesdid not put
much upward pressure on the German price level, either directly or indi-
rectly, after 1981.

The OECD (1985, p. 47) notes that European import pricesare ** run-
ning somewhat below what would be implied by aggregate indices of
world trade pricesin dollars converted at current exchange rates, assum-
ing historical trade patterns.”* Itissuggested that the explanation may be
"*thereadinessof exporterstoanational market totake cutsin marginsin
order to keep prices in line with domestic competitors and so retain mar-
ket shares.”" This observation is consistent with anecdotal evidence
about pricing by American exporters.

In the case of Japan, import prices increased and fell with the
exchange rate in 1981 and 1982. On balance, however, import prices
declined dightly from 1980to 1984 ascommodity prices, including oil,
fell after 1981 and the bilaterally-weighted exchangerate appreciated. In
fact, the yen appreciated from 1981 also on the basis of amultilaterally-
weighted exchange rate.

As to other industria countries, the movements of import prices
largely reflect what happened to their exchange rates. Both the French
franc and theltalian lira have been devalued in the exchange-rate grid of
the European Monetary System. From 1980 to 1984, for example, the
French franc value of the DM increased by more than 18 percent.

We have focused on the international influences on pricesin Europe
and Japan. In Europe, at any rate, the high level of unemployment and
dlow-growing economies must have had a substantial effect in reducing
inflation. The advance of average hourly earnings and, more broadly,
unit labor costs has slackened markedly in Europe and Japan. By 1984,
four of the seven largest industrial countries were experiencing adecline
in unit labor costsin manufacturing (Table9). This does not tell us what

TABLE9
Changesin Unit Labor Costsin Manufacturingin Major Industrial Countries
(percent)

1980 1981 1982 1983 1984
Canada 10.6 11.6 11.7 -0.1 4.6
France 12.4 13.3 10.4 5.9 1.8
Germany 7.6 4.9 4.1 -1.1 -0.3
Itay 12.4 18.0 18.2 13.8 3.8
Japan 35 5.1 5.2 1.1 2.9
United Kingdom 215 9.7 5.4 2.1 3.6
United States 11.6 6.0 6.6 0.8 0.3

Source: IMF, World Economic Outlook, April 1985.
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was happening to costs in other parts of these economies, so we cannot
quite conclude that what inflation exists in Europe and Japan is fully
attributable to the depreciation of their currenciesagainst thedollar.

Impact on debt burden of developingcountries

It was observed earlier thet little, if any, of the'increaseddemand for
exports of developing countries can be attributed to the appreciation of
the dollar as distinguished from the expansion of aggregate demand in
the United States. The point was made that the exchange rates of devel-
oping countriesin termsaf thedollar depend on their exchange-rate poli-
cies. What mattersiswhether they peg to thedollar, another currency, or
abasket of currenciesand how they go about adjusting either the peg or
an otherwise-established rate over time.

Unless the appreciation of the dollar atered the growth of gross
domesticdemand in dl industrial countries taken together, thereislittle
reason to believethat the volumeof exportsof the devel oping countries
was affected. Other channels by which exchange-rate changes among
industrial countries may have hed an effect on developing countriesare
through interest ratesand pricesof importsand exports.

Taking thefiscal and monetary policiesof the United Statesas given,
the appreciation of thedollar enlarged its current-account deficit and net
capitd inflow. Thisin turn made U.S. interest rates lower than they
would have been in the absence of dollar appreciation. It is true that, on
balance, interest rates were higher in other industrial countries. But,
mogt of the debt of developing countries is denominated in dollars and
bears interest rates related to those on dollar obligations. Therefore,
devel oping-country debtors benefited.

Expressedin dollars, both theexport and theimport pricesof develop-
ing countries tend to decline as the dollar appreciates. What happens to
their terms of trade is uncertain. In 1981-84, the terms of trade of all
developing countries, including fuel exporters, fell 2-1/2 percent (IMF,
1985, p. 234).

Among the commonly-used indicators of debt burden is the ratio of
debt to exports. Since developing-country export prices fall in dollar
terms when thedollar appreciates, thisratio tends to suggest an increase
in the burden of debt. But thisis mideading, since the dollar value of
importsof developing countriesalso declines with import prices as the
dollar appreciates. This letter effect is not picked up in the debt-export
ratio.

All in al, the debt burden of developing countries may have been
eased somewhat by theappreciation of thedollar —giventhe U.S. policy
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mix—since dollar interest rates were lower and the terms of trade were
littleaffected.

Effectsof dollar depreciation

As these words are written, the dollar has depreciated significantly
fromitshighsof late February 1985. Forecasting the courseof thedollar
is a hazardous enterprise. Nevertheless, the probability of a further,
though not necessarily acontinuous, depreciationislargeenoughtowar-
rant brief consideration of itseffects.

The impact on the U.S. economy will depend crucially on whether
actionistaken to reduce the budget deficit. In theabsenceof suchaction,
the narrowing of the current-account deficit, when it occurs after the
usud lags, will tend toraiseinterest ratesin the United States. Theextent
to which this happens will depend on where the economy is operating
relativetoits potential.

Theratesof growth of other industrial countries will tend to decrease
with the dower expansion of U.S. imports resulting from the deprecia
tion of the dollar. The restrictive stance of fiscal policy in much of
Europeand in Japan will become more salient and the need to alter fiscal
policy will become more compelling. Once expectations in financial-
markets are attuned to a depreciatingdollar--or, at |east, a stable dol-
lar —industrial countries that have maintained tighter-than-desired
monetary policieswill beableto relax thosepolicies. It ishard to predict
how widespread and how |arge those monetary-policy changes will be.
In the case of Germany, whose economic performanceto alargedegree
sets the tone for Continental Europe, one would not expect monetary
policy to change dramaticaly, if at all.

Sincethe priceeffectsof depreciation against thedollar have been sur-
prisingly moderatein Europeand Japan, oneshould not expect theoppo-
Site exchange-rate movement to ater inflation markedly in those coun-
tries. The trend toward falling inflation would continue, perhaps a bit
morestrongly.

Only when Europebringsits unemploymentdownisinflationlikely to
pick up, but that would have no connection withdollar exchangerates. If
anything, the depreciation of thedollar will, asisimplied above, dow
theexpansion of the European economies.

Oneof themoreinteresting questionsis, will the United Statesexperi-
ence a significantly higher inflationrate-or alarger jump in its price
level, whichisnot necessarily thesamething. From our consideration of
thepriceeffectsof dollar appreciation, we havereason to expect alarger
jumpin pricesasthedollar goesdown. Since wedo not haveconclusive
evidence for the contribution of the appreciation to lower inflation, we
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cannot make confident quantitative predictions about the price-raising
impact of dollar depreciation.

Whatever the initia price effect, the important matter for the longer
run is whether it gets trandated into higher inflation. That depends on
how wagesreact to thejumpin prices.

Wage behavior in the United States has been remarkably moderate
during the recovery since 1982. It is beyond the scope of this paper to
examine the reasonsor to forecast wage behavior. It is not beyond hope
that the inevitableupward price pressures that will accompany a dollar
depreciation will be a one-time phenomenon rather than a continuing
higher ratedf inflation.
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