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The strong and strengthening dollar of the pedt five years has been a
source of surprise and puzzlement to many observers, who had grown
accustomed during the 1970sto thefact of aweskened dollar and the pros-
pect of furtherdepreciation. Asrecently as 1980 somedf theworld'sleading
internationa economistspointed to reasonswhich they believed ensured a
secularly wesk dollar: competitionfrom Jgpan and the newly industridizing
countries, dow productivity growth, and an inflation-biased economy.
Sincethen thetrade-weighteddollar has risen more than 40 percent. Asthe
dollar has risen ever higher, economists (and others) have split between
those who argue thet the dollar's new-found strength represents a specula:
tive bubble soon to burst, and those who argue that the changed exchange
rate representsafundamentd shift in the Stuation which will reverse itsalf
gradudly if at all.

The purpose of this paper is to provide a framework for discussing the
sustainahility of the strong dollar, and to use that framework to make an
assessment. Along the way the paper also attemptsto clarify some related
issueswhich have been the source of considerableconfusion.

Thepaper is based on aparticular interpretation of what we meen by ask-
ing whether thedollar issustainable. Theissue, | will argue, is not whether
thedollar can continueindefinitely at its present level; mogt if not al com-
mentators agree that over the long run market forces must eventudly drive
thedollar down to alevel congistent with something gpproximating current
account balance. Nor istheissueoneof **hard landing™ versus** soft land-
ing." Few would dispute that new information such as a sharp changein
U.S. fiscal policy couldlead to an abrupt changein exchangerates. I nstead,
thequestion iswhether areasonabl ef uturepath for theexchangerate, given
what we now know, requires thet the dollar decline more steeply than the
market now expects. If thisisthecase, then even without new information,
market participants will a some point be forced into a revison o ther
expectations, leading to a plunge in the dollar's vaue. (This might, for
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example, occur immediately followingthe presentation of this paper.)

Toassessthesustainabilityof thestrongdollar, then, we need to ask three
questions. First, what expectationsabout the future courseof theexchange
rate lie behind the current value of the dollar? Second, what would be the
consequences for U.S. foreign trade and investment if the exchange rate
were in fact to follow these expectations? Third, are these consequences
possible--or will aplungein the dollar hgppen a some point instead?

What | will show in this paper isthat wecan givefairly definiteanswersto
thefirst two questions, and alessdefiniteanswer to thethird. Theessentia
conclusionscan be summarized asfollows:

(8) Thecurrentstrengthof thedollar, given thet therear e only modest dif-
ferences between red interest ratesin the U.S. and in other industrial coun-
tries, amounts to an implicit forecast on the part of international investors
that thedollar will declineonly dowly, at arateaveraging lessthen three per-
cent per year for theindefinitefuture.

(b) A dollar decline this dow would ensure huge U.S. current account
deficits for more than two decades. As a ratio to exports or GNP, U.S.
indebtednessto foreign countrieswould reach alevel comparable to that of
Brazil or Mexico.

() Whether one believes the strong dollar is sustainable depends on
whetheroneviewsthisleve of U.S. external indebtednessasfeasible. If, as
1believe, such alevel of debtis not feasible, at some point the market will
redizethat thedollar mugt fall morergpidly thenit now expects. When this
happens, by the usud logic of asset markets, the dollar will fal immedi-
aely.

The bulk of this paper is concerned with putting someanaytica and sta
tigticd flesh on this skeleton argument. In addition | consider some impor-
tant counter-arguments and quaifications. The paper isin five parts. The
first part asks what we mean by questioningthe sustainahility of the strong
dollar, and sketches out the mgjor reasons which may place limits on the
persstence of a high exchangerate. The second part sets out aframework
for testing the consistency of the market's expectations. In the third part
numbersar e placed into thisframework, yielding theresultsto which | have
dready dluded, namely, thet theimplicitexchangerate expectationsof the
market would require massive U.S. accumulation of externa debt. The
fourth part examinestheimplicationsof uncertainty. Findly, thefifth part
of the paper askswhat might st off aplungein thedollar, and how far the
dollar might fall.

General condderations

Inspitedf the heated debateengenderedby thestrongdollar, many issues
reman surprisingly confused. There is no general agreement on what it
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meansto say that the exchangerateisor isnot sustainable; nor is there any
agreement on.thenature of the constraintswhich may eventudly forcethe
dollar down. Asa preliminary step, then, it isimportant to get our minds
clear on these questions. First, we need aclear satement of what we mean
when wetdk of thedollar's sustainability. Second, we need aclear ideaof
the congtraintson exchangerate.

The meaning o sustainability

Thequestion of thesustainabilityof thedollar may bebrokenintoaseries
o smdler questions. First, isthe strength of thedollar a permanent or tem-
porary phenomenon?Second, if theexchangerateisonly temporarily high,
isthisareflectionof market fundamentalsor a speculativebubble? Third,
when thedollar comesdown, will it beagradua **soft landing'™ or asudden
""herd landing?" | will arguethat the second question, thepossibility that the
dollarisat least in part floatingon aspeculativebubble, isin fact thecrucia
and controversad question.

Isthe strong dollar permanent? Almost nobody who has serioudy stud-
ied the issue believes thet the U.S. red exchangerate.can remain indefi-
nitely a its present level. A permanently higher red dollar could only bethe
result of some shift in the world economy which increased the relative
demandfor U.S.-produced goodsand services. Thereisnoevidenced any
such shift;therise in the dollar has been associated with arisein the U.S.
current account deficit roughly consistent with what one would have
expected from econometric estimates which pre-date thet rise. There have
been someattemptsto argue that the actud risein the U.S. current account
deficitisnot aslarge asthe measured rise, dueto unreported serviceexport
earnings, but these arguments have not recelved wide acceptance, and in
any case the possible measurement error has been swamped by the size of
thedeficit. :

In the absence of ashift of world demand toward U.S. goods, aperma-
nently high dollar would mean apermanent U.S. trade deficit and, because
of interest payments on accumulated debt, an ever-growing U.S. current
account deficit. Nobody believes thisis possibleforever; thus any serious
analysisaf the exchange rate must presume thet the dollar will eventualy
comedown.

The next question then becomes whether the temporary strength of the
dollar representsan gppropriatemarket reaction to the current economic Sit-
uation, given theforceswhich must eventudly push thedollar down again;
or whether therisein thedollar & least to Some extent congtitutesa specula
tive bubble—by which we meen that it is based on market expectations
which areinconsgtent with thelong-run constraintson the balance of pay-
ments.
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Is the strong dollar a bubble? If there is a bubble component to the
grength of thedollar, itisnot of the sameorder as tulipmania or South Sea
shares. The desire of internationa investorsto hold increasing clams on
U.S. residents nead not be explained by an expectation that the dollar will
continueto rise, because dollar-denominated assetsoffer both nomina and
red yields higher than securities denominated in the currenciesof other
industrid countries. As documented below, at the timeof writing the long-
term redl interest ratein the United States was about two and a half percent-
age points higher then the rate in a weighted average of U.S. trading
partners.

‘If the strength of the dollar does in part represent a speculative bubble,
then, it isnot acasedf wild speculativefever. Thecasefor abubble, on the
contrary, isin fact the argument that there is insufficient speculation. The
argument runs as follows: the huge trade deficits engendered by the strong
dollar will eventually push thedollar down. If internationa investorsrecog-
nizedthis, theexpectedfuturedepreciationof thedollar wouldact asadeter-
rent to holding of dollar-denominated assets, and thedollar would be wesker
now. However,-market participantsare myopic, and pay more attention to
thehigher yield on dollar securitiesthan to theforces which must eventudly
weeken the dollar. Thus the dollar is high because investors pay too little
attention to the prospect of futureexchangerate changes, not too much.

Oneway to makethispointisto cons der theinconsistency between whet
econometric forecasters typically assume about the future path of the
exchange rate and the behavior of internationa investors. Shortly before
thispaper was written, DRI releasad its medium-term world economicfore-
cast. Inthat forecast it wasassumed thet thedollar will declineby eight per-
centage points per year over the next five years, DRI believed that such a
decline was needed to avoid implausible U.S. accumulation of externa
debt. But suppose internationa investors were to agree. Then theless then
three percent higher yield on dollar-denominated securities as opposed to
other industrial country currencies would be more than offset by the
expected depreciation, and thedollar would not be asstrong asiit is.

Turning this around, what we can sy is that the strength of the dollar
given only modest interest differentiasin favor of the U.S. amountsto an
implicit forecast on the part of the market that the dollar will declineonly
dowly. If you believe, like the forecastersat DRI, that the exchangerae
mustinfactfall faster than this, you must concludethat thedollar hasoverre-
acted totheinterestdifferential duetoinsufficiently forward-lookingexpec-
tations. It isthisoverreaction, if it exists, whichisthe** speculative bubble™
component of thedallar's strength.

Speculative bubbles eventudly burst. In this case, what would have to
happen isthat a some point internationd investors seethat thedollar cannot
actudly remain as strong for as long as they hed thought. As soon as they
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redize thisandtry to shift out of dollar assets, the dollar will in fact fall.
Thus the argument that the dollar is supported in part by aspeculative bub-
bleisalsoan argument that thedollar must at some point plunge.

It is tempting to argue that the reverse is dso true—that predicting an
eventua sharpdropin thedollar isequivaenttoarguing for afailureor irra-
tionality of market expectations. Thisequivalence, if valid, would makethe
issuedf aspeculativebubblethesameastheissuedf whether thedollar will
declinegradudly or suddenly--theissuecf a**soft landing" versusa'*hard
landing.”

In fact, however, while thereis a relationship between the view that the
dollar hasovershot itsappropriatelevel and theview thet it islikely tocome
down with abump, thesearenot quitethesame. To seewhy, weneed todis-
cussthe hard landing versus soft landing ditinctionon itsown.

Softver sus hard| andi ngs. Tworecent discussionsd the prospectsfor the
dollar, by Steckler and | sard (1985) and Marris (1985), havelaid consdera-
blestresson theissueof whether thedollar can declinegradudly over time
or mugt fal sharply (arrivingat oppositeconclusions.) Inesch casetheissue
isseen as whether agradualy declining path isactualy feasible.

The problem with thisinterpretationis thet one could eesily believethat
thecurrent exchangeraterepresentsarationa marketinterpretationof asitu-
ation which includessomeprobability of asharpfal in thedollar. Suppose,
for example, that investorsseeasmall probability in any given year thet the
U.S. and other OECD countries will agree on a joint program of fiscal
reform-contraction in theU.S., and expansonin Japan, Germany, and the
UK.

The announcement of such a program would dmost surely lead to an
immediatesharp declinein thedollar. It isfully conceivable, however, thet
the probability of this happening in any one year is smal enough thet the
expected lossfrom adollar plungeisoffset by higher interest rateson dollar
assets, so that the possibility of an abrupt fal in theexchangerate need not
be inconsgtent with rational market behavior. Further, a rational market
could producea strong dollar even if the cumulativeprobability of adollar
crash over timeis large enough that the strong dollar is.more likely to end
with abang than awhimper—so long asthelikelihood of abangin any given
year isnot too high.

Thepointisthat if **'news” islikely toamvein largelumps rather than a
Seady stream, asharp fal in the dollar will eventudly happen whether or
not the current level representsa bubble. In fact, large pieces of news can
lead to sudden exchange rate changes whether or not the current exchange
rateisfar from equilibrium. The view that when thedollar falls, it will fal
fast, could be astatement about how informationarrivesrather than astate-
ment that thedollar is currently overval ued.

Weshould note, however, thet if the market believesthat thereis dways
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some possibility of asharpfal in thedollar, the burden of arguing thet the
market's implicit forecast is reasonable becomes considerably harder. The
market must believe that if the dollar does not fal sharply, it will fal even
moregradually then theinterestdifferential. As| will argueat grester length
in the fourth section of this paper, ** Allowing for uncertainty,” in thiscase
the market's forecast makes senseonly if thismoregradud declineisitsdf
feasible. Even if newsleadingtoasuddenfdl of thedollarislikely tocome
in & some point, the market mugt so have aconsgtent view of what hap-
pensif this news does not comein. As | will show below, even a modest
probability of aplungeraisessharply theleve of U.S. indebtedness which
wemud regard asfeasibleif wearetodiscount the argument for aspecula
tive bubble.

What istheissue? Wehavebrokenthequestion of sustainability intothree
sub-questions: permanent versus temporary sustainability, rational markets
versusspecul ativebubble, and hard versussoft landing. All threeareimpor-
tant for aproper understanding of thesituation, and dl areimportantfor pol-
icy. As Sachs (1985) has pointed out, theconclusionthat the exchangerate
must come down means thet the inflation benefits of a strong dciiar must
eventualy berepaid; if thedescent israpid, policymakershed better be pre-
pared to ded with an inflation bulge somewhere down the line. All thisis
true whether or not thedollar's current strength reflects myopic behavior on
the part of internationd investors.

Nonetheless,for theremainderof thispaper | will focuson thequestion of
whether the dollar isriding on aspeculativebubble. The reason for empha-
Szing thisquestion is not that it is necessarily the most important issue, but
smply that theother issuesare not, or should not be, controversid. Thereis
no reasonable case for arguing that there has been a magjor permanent
improvementin U.S. competitiveness, so thet there is (among reasoneble
observers) a consensusthat the strength of the dollar is a sometime thing.
Thereisdso no question that mgor changesin the underlying policy envi-
ronment could producea sharpfall in thedollar. The controversd issueis
whether an eventua dollar plungewill occur even without such changes.
The resolution of this issue depends on whether the market's implicit
exchangerateforecastisin fact feasble. Thisisaquantitativequestion. Asa
preliminary step, however, we need someideadf criteriafor feasibility.

Congtraintson the exchange rate

The argument that the dollar is stronger than fundamentals warrant
depends, as we have seen, on ajudgment thet theimplicit market forecast of
thefuturecourse of thedollar isnot feasible. That is, thisforecast violates
some congtraint on the dollar's path. What we need to know to meke this
judgment are the nature and position of these congtraints. As will become
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clear, the rea dispute about the dollar's futureis largely about these con-
straints. :

We can roughly categorizepossibleconstraintson theexchangerateinto
three types. F i t are flow constraints: sustaining the strong dollar might
requireU.S. tradedeficitsor capital inflowslarger than feasible. Secondare
stock congtraints: the eventual level of U.S. external indebtednessimplied
by adowly declining dollar might be morethan foreigninvestorsarewilling
to hold. Finaly (not wholly distinct from the first two) are political con-
gtraints. the consequencesof a sustained strong dollar might be politically
unacceptable, leading to government action which if properly foreseen
would have brought thedollar down already.

Flow congtraints. The argument for a flow constraint on the dollar was
for obviousreasonsmore popular two or three yearsago thanitisnow. The
argument was that the strength of the dollar reflected a failureof interna-
tiona investorsto believe what economic forecasters were telling them
about theeventual consequencesof theexchangeratefor U.S..competitive-
ness. Once triple-digit trade deficits became a redlity, the argument went,
the marketswould be surprised into arun on thedollar. In particularit was
argued that the United States could not in fact attract capital inflow at the
rates necessary to sustain the dollar in the face of current account deficits
exceeding 100 billiondollars.

Thissimpleview of aflow constraint hasclearly beenfalsifiedby events.
Perhapsthereisamaximumrateof capita inflow which can be attracted to
theU.S,, butitishigher thanthelevelswe haveseen. And thisconstraint is
not likely to betested. If thedollar declinesgradually from thispointon, the
trade deficit as a share of GNP can also be expected to decline (though it
may first rise somewhat due to lagged effects.) So if aflow constraint has
not yet been binding on thedollar, it is unlikely to become binding in the
future.

Theone way in which theideaof aflow constraint could be sustained is
by arguingfor what wemight call an** average™ flow constraint. Thismight
say that, for example, one year of tripledigit deficitsisdl right, but five
yearsisnot. Itishard, however, to see how such aconstraint might bejusti-
fied, other than as either a stock congtraint in disguise or a political con-
graint.

Stock constraints. In contrast to a flow argument which stressesthe size
of required annual capital flowsto the United States, a stock argument that
the exchange rate is unsustainable would stress the size of the external
indebtedness the U.S. must eventualy acquire if the dollar declines only
gradually. The question then is why some level of debt would be **too
much.”

An extreme possibility would be one of actual U.S. insolvency. In the
current context this possibility might be stated asfollows. Supposethat the
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implicitforecastof themarket turnsout to befor adollar declinesodow that
the burden of interest paymentson accumulaing U.S. debt risesmorerap-
idly than the trade deficit declines. In that casethe market would implicitly
be forecasting an explosion of U.S. debt which would eventualy become
impossibleto service. We will seelater thet arather smplecriterion can be
congtructed to test whether this will happen. The U.S. appearsto lie well
ingde this point, athough uncertainty about the future policy environment
could make solvency an issue (see™* Allowing for uncertainty.™)

If solvency is not the problem, we must ask what would limit accumula
tion of U.S. externa debt short of thispoint. One possibility isthat foreign
investorswould beunwilling to hold aslargea proportion of their wedthin
theform of claimson the U.S. as would be required to dlow adow dollar
decline. Steckler and Isard (1985) posed the question this way, arriving & a
projection that foreign countrieswill eventually have to hold ten percent of
their net worth asclaimson theU.S. The projections reported below yied
higher debt accumul ations, but the differenceis probably not crucial. Whet
iscrucid is whether there are strong portfolio preferencesover the nationd
composition of asset holdings.

It isherd to seewhy thereshould be. Attemptsto gpply capital-asset-pric-
ing-model type calculationssuggest that securitiesin different currencies
ought to be very good subdtitutes (Krugman 1980, Frankel 1984.) At the
same time, empirical tests for effects of relativeassat supplies and wedth
distribution on theexchangerate haveturned up negative(Frankel 1982.) So
we can tentaively dismiss the suggestion thet foreign investors would be
unwillingto put so much of their wedth in theU.S.—although their govern-
ments may be unwilling to alow them to do so.

This does not diminate the possihility of a sock congtraint, however.
Even if clamson the U.S. remain an acceptably low fraction of foreign
wedlth, they might become an unacceptably high fraction of U.S. income.
Thisis the kind of constraint which provoked the third-world debt crisis.
Thatis, theproblemwas not that Brazil's debt becametoo largeaproportion
o OECD portfolios;it wasthet it began to be perceived astoo largerdative
to Brazil's earning capacity.

Wha makes some debt/GNP or debt/export ratio too large? The usud
argument is that onceexternal debt becomeslargeenough thereisatempta
tion on the part of the debtor country government to interferewith debt ser-
vice. Thusthe congtraintonce again becomespolitical, requiring us now to
turnto theissueof politica congtraints.

Palitical congtraints; In theend, the sustainahility issue seems to come
downto poalitics. Givenour lack of agood analytical framework for thinking
about politica decisions, we can safely be quite confident in pronouncing
on politica constraints, since we nead have no fear of contradiction. Bas-
caly there seem to be three main waysin which political constraintscould
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makethestrong dollar unsustainable.

Firgtisthe possihility that theconsequencesdf thedollarfor U.S. interna-
tiona competitivenesswill eventually lead to achangein U.S. monetary
andfiscal policieswhichdrivesthedollar down. At thetimedf writingthere
seemsto be along-delayed surgein political awarenessdf the extent of the
effects of a sustained high dollar, suggesting that action may actudly be
.coming.On the other hand, as suggested in ** Allowing for uncertainty," if
thepolitical responseis protectionistit may validate the strong dollar rather
thandriveit down.

The second possibility isthat foreign governmentswill limit their export
o capita to the U.S. They might do thisfor severd reasons. To nameonly
two, those nations might be concerned about the export of savings they
would prefer to seeinvested a home; or they might be concernedabout the
protectionistsentiment generated in the U.S. by thetrade deficit..

Findly, U.S. policy toward foreigninvestors might changeoncetheU.S.
becomesamassivedebtor country which must run a-trade surplusto service
itsforeigndebt. Thiskind of concernisa theheart of the modern theory of
internationa debt, as argued in the semind work of Eaton and Gersovitz
(2981) The Eaton-Gersovitz theory is, in short, that governments have an
incentiveto repudiateforeign debt when it becomeslarge, and thet they can-
not credibly renouncethisoption. Sincelendersareawareof the possibility
of debt repudiation, they will attempttorationloanstoalevel wherethecost
of repudiation to acountry exceedsthe benefits. A debt crisisariseswhen
lendersdecidethat thelevel they havedready lentisin fact toolarge(Sachs
1984, Krugman 1985.)

Could the United States be the subject of adebt criss?At first one might
dismisstheidea—the U.S. isnot Brazl: As.we will see shortly, however,
the implicit market forecast of the exchange rate implies that in time the
U.S. will in effect becomeBrazil, a |east asfar asquantitativemessuresgo.
A decline of the dollar gradual enough to judtify the current level of the
exchangerate would lead to U.S. debt/GNP and debt/export ratioscompa:
rabletothosed Brazil or Mexico.

It might till beargued that the U.S. istoo stable politicaly and too much
theguardiand the market systemto bean unrdliable havenfor funds. | am
Keptical about thisassertion. TheU.S. is, weknow, fully capabledf adopt-
ing policies toward foreign goods which are both nationdistic .and self-
destructive. If the U.S. can be xenophobic about foreign goods, why should
weexpect it to be more solicitoustoward foreigncapita ?1f weturn toacal-
culdion of costsand benefits, we might note thet the U.S., by virtue of its
size, islessvulnerableto sanctionsand retdiation than LDC debtors. Sowe
cannot dismissthe possibilityof aU.S. debt crisisout of hand.
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Summary

Inthispart of the pgper | haveattempted aclarificationof the basic issues
involved in the question of thesustainability of the strong dollar. Thefol-
lowing conclusionsemerged:

—The issueis not whether the dollar can remain indefinitely at current
levels. Any reasonable analysis mugt dlow for an eventud return of the
exchangerateto alevel consstent with something like current account bal-
ance.

—The issueisingtead whether thecurrentexchangerateistoo highgiven
the underlying economic situation, sothat part of thedollar's strength repre-
sentsaspecul ativebubblewhich will eventualy burst. Wecan concludethat
thisisthe caseif we can show that the current exchangerateis implicitly
based on an infeasibleforecast for thefutureexchangerate.

—The constraintson feasibility are essentidly political. How much of
their savings will foreign governments be willing to see converted into
clamson the U.S. rather than domestic investment? How much external
debt can the U.S. acquire before nationdisticpoliciestowardforeign inves-
tors becomeatemptation?

A framework for assessngsustainability

Inour discussion of the meaningof sustainability, we argued thet the key
issue is whether the current strength of the dollar is excessive given the
underlyingeconomicsituation. Wecan make thisassessment in-principle in
two stages. First, we can look a the current exchangerate, interest rates,
and other datatoinfer the market's implicitforecastfor thef Ut re path of the
exchangerate. Second, we can then examinethe consequences o thefore-
cast path for the U.S. balance of payments and external indebtedness, and
ask whether theseseem feasible.

Of coursein practice the procedure is not quite as sraightforward as it
may sound. Questionableassumptionsare needed to carry out both stages.
Let usconsider each stagein turn.

The market's implicit forecast. At first Sight, determining what the mar-
ket expectsmay seemsimple; just ook at theforwardrate. Becausecovered
interest parity holds, thisisequivaentto usng theinterest differential asthe
forecastdf theexchangerate.

There are three basic problems which complicate the task of assessng
market expectations. First, for balanceof paymentsand indebtednesscal cu-
lationswhat mattersis not the nomind but the real exchangerate, implying
thet weshould usered rather than nomind interest differentials. This poses
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aproblem becauseinflation expectationsar e not so easily measurable. Sec-
ond, thetask is complicated by consideration of risk averson and portfolio
balance. Findly, we need to redize that the market's expectationsare pre-
sumably probabiligticrather than deterministic.

Using real interest differentials. If international investors are close
enoughtorisk neutrality, and if concernsabout exproportionare not anissue
(seelater discussionaf the safe haven argument), thered interest differen-
tid will be the market's forecast of the future changein the real exchange
rate.

The problem hereisin identifying inflation expectations. Ordinarily we
proxy for these by using recent past rates of inflation. Thisis reasonable if
we are looking only a short distance ahead, but not if we are looking & a
longer term. Unfortunately, the long-term expectationsof the market are
what we nead for our sustainability anaysis.

Whét gives this problem specid salience is that the nomina long-term
interest differential betweenthe U.S. and Germany or Jgpan issubgtantialy
higher than the short-term differential . Does thisreflect expectationsabout
red rates or about inflation?| find it hard to understand why the market
should expect either afurther risein the U.S. red interest rates or afall in
red ratesin other industrial countries, soatentativeconcluson might bethat
inflation expectationsar e the culprit. The point, however, isthat we redly
don't know.

For the purposeof thispaper | will adopt alessthan satisfactory solution.
Thisistocongtructan estimateof theimplicit market forecastby usinglong-
term bond rates and recent inflation rates. If the excessof U.S. long-term
over short-termratesactualy reflectsmarket fearsof renewedinflation, this
givesalower bound to the market's red exchangerate forecag —which is
what wewant to test for sustainability.

Portfolio balance. If risk averson leads to low sustainability among
assatsdenominated in different currencies, the proceduredf taking theinter-
est differential as the market's forecast of the changein the exchangerate
will not bevalid. Wecan argue, however, that the biasis probably not large
and, furthermore, thet it biases ustoward finding theexchangerate sustain-
able.

Wehavedready noted that such quantitativeevidenceasthereisdoes not
support the view either that internationa investors should view securities
denominated in different currenciesas poor substitutes or that shiftsin rela
tive asset supplies or wedth digtribution have noticegble exchange rate
effects. If thisevidenceisright, weshould not be too concernedabout usng
theinterest differentid asa proxy for exchangerate expectations.

To theextent thet portfolio balanceis a consideration, note that as for-
eignersare required to hold increasingclamson the U.S., they will want
higher relativereturnson theseclaims. Thismeansthat if wethink that cur-
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rently theinterest differential isequal to theexpectedrateof exchangerate
change, as U.S. indebtedness grows it will become an overestimate of
expected dollar depreciation, and projecting interest differentials forward
will againyield alower bound totheimplicit market forecast. Theonly way
toavoid thisconcluson isto assert thet internationd investors are currently
willingto hold dollar assetswith al ower expected yield then other assets. To
arguethis, we must assert that there has been a substantia shiftin portfolio
preferencesin thelast few years. Thisbrings usto the** safe haven™ argu-
ment, which ispart of thegeneral issueof uncertainty.

Uncertainty and diffuse forecasts. Nobody pretends to have an exact
exchangerate forecast. The current value of the dollar reflects not a point
expectation but a probability distribution.

Discussionsabout theexchangerate seem to point out two major sources
o uncertainty in market expectations. The first is concern that politica
developmentsoutsidetheU . S. could lead to & least partia expropriation of
asts Thisispresumably alow-probability event, but not much probability
need be attached to dratic events to make them potent for asset markets.
Theother isthe prospect that eventually OECD governmentswill do some-
thing about the underlyingcausesaof thestrongdollar, widdy believedto be
thedivergencein fiscd policies.

Thesesourcesof uncertainty cannot be neglected. However it will beuse-
ful to postpone their consderation until the fourth section of this paper,
" Allowingfor uncertainty.” Therewewill seetha thesafehavenargument
works in favor of dollar sustainability, but can be discounted on empirica
grounds. Theprospectof apalicy change, on theother hand, actualy makes
it harder to believe that thedallar's strength is gppropriate given the funda-
mentals.

A modd df thebalanced paymentsand external indebtedness

The upshot of our discussionso far has been thet asafirst passit makes
senseto proxy for market expectationsby assuming thet the red exchange
ratewill depreciatesteadily a thecurrent red interest differentia. What we
need next is aframework for converting thisexchangerate forecast into a
forecast of theU.S. balance df paymentsand exchangerate. What we will
develop hereisasimplified model which lendsitsdf easily to manipulation
and analysis.

Assumptionsaf themodel. Let E bethe natura logarithm of theU.S. redl
exchangerate, measured agai nst some appropriately weighted basket of for-
eigncurrencies. Then theassumptionof our analysiswill bethat theimplicit
market forecast of Eisthat it will declineat arate equal to the differential
between U.S. and foreignratesof return:
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() E=-(r)

TheU.S. balanceof paymentswill dependon E. Let usdefine B asthe
current account deficit exclusive of interest payments, measured as a
JSraction of GNP. (Loosely, wecan call thisthetradedeficit asashareof
GNP.) We will assume that B is a linear function of E. There will be
someleve of E = E, for which B = 0; thus we can write

2B =(E-B)

That is, thetrade deficit asa sharedof GNP s proportiona to the per-
centage ‘‘overvaluation’’ of thedollar E- E.

Let CA be the inflation-adjusted U.S. current account deficit as a
shareof GNP; thismay be written

B3)CA=B+1D

where D istheratio of external debt to GNP.
Finally, thegrowth of thedebt-GNPratio will reflect both thecurrent
account deficit and the growth of GNPitself:

4D =CA-gD=B + (r-g) D

Itisimportant to stressonce again that the purposeof thismodel isnot
to make a forecast. Rather, it is to draw out the implications of the
exchangerateforecastimplicit in thecurrent vaueof thedollar. If these
implicationsturn out to beimplausible, we must arguethat the market is
wrong and substitute some other forecast.

Dynamics of the model. The model just described has two sources of
changeover time. Firstisthe™ extrinsic™ dynamicsof exchange depre-
ciation. Secondisthe ™ intrinsic'* dynamicsof debt accumulation.

Thejoint impact of these dynamicscan most easily be understood by
focusing on the debt/GNP ratio D. This may be analyzed as follows.
First, supposethat atradedeficit of By isincurredin period t. How much
will thiscontributeto thedebt/GNP ratioin alater period T? The answer
dependson two components. Thedeficit compounds &t arater, increas-
ing the numerator of theratio; but the growth of the economy raisesthe
denominator at therateg. The result then isthat the contribution of the
deficit B¢ toD is

Be-8)(T-0)
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Supposethat theeconomy startswith net debt Dy. It then followsthat
(5)DT = Jo! Be @Rt 1y o )T

At the same time, the market's implicit forecast (1) implies that the
exchangerateis determined by

(6)E{ = Ey - (r-r*)t
and thusthat the trade balanceis
(7)B¢ = (Eg-B) - ¥ (-r*)t

This may be substituted back into (5) and the result integrated. A
closed-formsolution can be derived by integrating by parts: it is

=_Y em@T{1egT -E-rr*
(S)DT r-g et {[le " IEo-E %g—]

+ I g -(g) T}+ Dge )T
r-g

Equation(8) isfairly nasty-looking, but having thisclosed-form solu-
tionishelpful asaway of isolating several key variables.

Onequestion we might ask iswhether thedeclinein theexchangerate
isrgpid enoughtoeventually balance U.S. accounts, or whether growing
interest paymentson accumulated debt will outpacetheimprovementin
the trade balance. Suppose that we believe that the U.S. currently has
roughly zero net debt. By inspecting (8), we can then see that D will
explode upwardif E - E > r-1*  Thusthisin effect becomes atest of
whether the market's expectart'i%ns are consistent with solvency. Note
that E, - Eis the percentage (logarithmically measured) by which the
exchange rate initially exceeds the level which would yield trade ba-
ance. Thissuggeststhat our discussion should focuson theextent of dol-
lar "* overvaluation™ in thissense, ontheredl interest differential, andon
theextent to which thereal interest rate exceedsthe growthrate.

If the exchange rate passes the solvency test, we would il like to
know how much debt the U.S. would have to accumulate if market
expectations are to be confirmed. As it turns out, the same three vari-
ablesplay acrucial role. To seethis, notethat (8) gives usDt asafunc-
tionof timeT. If thesolvency test is passed, the debt-GNP ratio eventu-
ally reachesamaximum, then turnsdown. How longdoesit taketoreach
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this maximum? If D, = O, the time of maximum D, Tpyax, Can be
shownto be

(9) Tmax = _1 ln[ rr*
r-g r-r* - (Eo - E)(r-g)

Tmax is positive if and only if our solvency criterion is satisfied,
which should not besurprising.

Once we Know Tyax, We can plug it in to get Dy, the maximum
debt-export ratio implied by market expectations.

All (al!) that we need to do to assess the feasibility of the exchange
rate expectationsimplicit in the current exchange rate is to derive esti-
mates of four variables. These are thered interest differential r-r*; the
red interest-growth differential r-g; the overvaluation of the exchange
raterelativetoitstrade-balancelevel E - E,; and afourth variablewhich
we have not yet emphasi zed, the responsivenessof the trade balanceto
theexchangerate, 3. Oncewe havethese variableswe can plusthemin,
determinethe path of debt, and ask whether it looks possible.

Themarket'simplicit forecast (May 1985)

We have now seen how to use a few pieces of data plus a lot of
assumptionsto derivethe balanceof paymentsand debt consequencesof
theexchangerateforecast which implicitly underliesthecurrent strength
of thedollar. The next step istofill in the data--or more accurately, to
discusssome-aternativeproxiesfor thedatawewouldliketo have. Then
we can solvefor theimplied path of debt and the balance of payments,
and ask whether it isfeasible.

Data

We have seen that the dynamics of the debt-export ratio given the
market's implicit forecast depend on four parameters: the overvaluation
of thedollar relativeto thelevel which would producetrade balance, the
rea interest differential , the differencebetween thereal interest rateand
growth,.and the sensitivity of thetrade balanceto thereal exchangerate
Noneof theseisaswell-definedanumber in practiceasin our model, but
we can provide some reasonabl eestimates.

Dollar overvaluation. By dollar overvaluation we mean the excessof
the exchange rate over the level which would produce current account
balance. This should not be taken either as a statement about market
failure or about desirable policy. We want totest whether the dollar's
overvaluation is reasonable given other data, not assert that any
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overvaluation in thissenseis unreasonable or undesirable:

Theprocedure | will usefor measuring overvaluation isthesimpleone
of assuming that in abase period E - Ewasequal to zero. The base period
I will useis 1980, ayear in which the U.S. infact had an approximately
zero current account.

This choice is subject to three main objections. First, although 1980
wasayear of current balance, at thetime many observers believed that if
the dollar had remained at that level the U.S. would over time have
moved into substantial current surplus—i.e., that in alonger run sense
the dollar was undervalued in that year. Second, and working in the
opposite direction, the world economic environment has shifted since
1980 in such away as to reduce the demand for U.S. exports. Sluggish
growth in Europe and the third-world debt crisis would, other things
equal, require a depreciation in the dollar to leave the U.S. current
account unchanged. Third, in 1980 the U.S. current account wasin part
sustained by earnings on foreign assets; the cumulative current account
deficit sincetheniswidely believed to haveeliminated the U.S. net cred-
itor position.

On balance, my guessisthat the second and third factors outweigh the
first. That is, the real dollar appreciation since 1980 represents a mini-
mum estimate of the real depreciation which would be necessary to
restore current account balance.

This till leavesthe problem of measuring the real appreciation. As
Table 1 shows, real appreciation hasbeen very uneven vis-a-visdifferent
countries, posing a serious index number problem. Roughly speaking,
we can think of this as a three-part problem. Against Canada, which
because of geography and trade agreements is a disproportionately
important U.S. trading partner, the U.S. has had only a mild real appre-
ciation. Against Japan the U.S. has had what until recently we would
have considered a massive real appreciation. Even this, however, is
dwarfed by therise of thedollar against European countries.

There are severa widely used exchange rate indexes which assign
weights to countries based either on bilateral or multilateral trade. For
the purposes of the paper, however, it is crucia to be sure that we are
consistent in our measurement of exchange rates and interest differen-
tials (seebelow.) Thusit is useful to **roll our own’’ real exchange rate
index.

Theestimate of E - E, in Table 2 weights the datain Table 1 by 1980
bilateral trade weights, yielding an estimated dollar ** overvaluation™ of
.33.

The real interest differential. The first major problem in measuring
thereal interest differential isthat of finding a proxy for expected infla-
tion. A variety of measures have been compared by Blanchard and Sum-
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TABLE1
Real Depreciation and Real Interest Differentials
Real depreciation Real interest
againg U.S. dallar differential againgt

1980-May 1985+ U.S, May 1985>
Canada 7.7 -0.2
Japan 273 -197
Belgium 101.8 -1.9
France 90.0 -35
Germany 86.3 -3.0
Italy 63.6 -34
Netherlands 90.6 25
UK. 78.4 2.4

Changein exchangeratefrom 1980 averageto May 10,1985, deflated by changein consumer pricesfrom
1980 averageto February 1985.

Sources: International Financia Statistics, TheEconomist.

b Differenceinlong term government bond rates, May 10,1985 minus differencein CPl inflation, year end-
ing February 1985.

Sources: lbid.
TABLE 2
Parameter estimatesand simulation r esults
Parameter estimates
E,-E:0.33
r-r*:0.024
r-g:0.05
7:0.1
Simulationresults

Number of years
beforedebt/GNP
ratio stabilizes: 23.3
Maximumdebt/GNP

ratio: 45.7
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mers(1984) and Frankel (1985); unfortunately theresultsarequite sensi-
tiveto the measurechosen. For the purposes of thispaper thereal interest
rate will be measured by the difference between the government bond
rate and the one-year rate of consumer priceinflation. The problemswith
this measure are obvious, but it is not clear that we can do much better.

Beyond this problem, we also have an index number problem, as
Table 1 shows. The U.S. appears to have approximately the same real
interest rate as Canada, but substantially higher rates than Germany and
Japan. Thus as in the case of overvaluation it is necessary to choose
weights.

What are the appropriate weights? It should be apparent on reflection
that if we take the real interest differential asthe market expectation of
real depreciation, and we want to estimate the consequences of market
expectations for the trade balance, then national interest rates should be
weighted according to the same scheme asreal exchange rates. It may at
first sight seem reasonable to use some aternative weighting, oriented
toward financial asopposed to trade importance, but in fact this makes
no sense.

Table 2, then, reportsan estimateof thereal interest differentia which
uses the same weights as are used to compute dollar overva uation.

Theinterest-growth differential. This applies purely todomestic U.S.
data and thus poses no index number problems. The major concerns are
how to measure the real interest rae—a problem which we have already
considered, if not solved—and how to estimate the long-run U.S. red
growth rate. In Table 2, the number reported usesthe U.S. real interest
rate as computed for the interest differential, and assume a long-run
growth rate of three percent.

Thesensitivity of the trade balanceto theexchangerate. This parame-
ter could be derived from econometric estimation. However, such esti-
mates are sensitive to the choice of exchange rate index. Furthermore,
there is an implied consistency between the estimate of overvaluation,
thecurrent trade deficit, and the assumed sensitivity of tradetoexchange
rates. That is, according to the model, we should have (Eq - E) = By,
whereB, isthe current trade deficit as ashare of GNP.

This suggests that we can simply invert the relationship and estimate
= By/(E, - E). Essentialy thisiswhat | do, but with amodification to
take account of lags in trade balance adjustment.

In 1984 the current account deficit was 2.6 percent of GNP, but this
gap could beexpected to widen: the May 1985 exchange rate was higher
than the 1984 average, and the 1984 deficit surely did not reflect thefull
effects of that year's rate. What | will assume, somewhat arbitrarily, is
that a persistence of the May 1985 rate would eventually lead to anon-
factor-service deficit of 3.3 percent of GNP. It isarguable that owing to
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long-term substitution effects even this number is a serious understate-
ment.

Smulating U.S. debt

We.can now use the datain Table 2, together with Equations (8) and
(9), to calculate the path of U.S. externa debt ‘resulting from the
market's implicit forecast of the exchangerate. It ispossible tocalculate
theentire path, but the essential numbers we need to know areonly two:
how many years does-it take before the debt/GNP ratio stabilizes, and
how high doesthis ratio go?

Thesenumbers arereported on thelast twolines of Table2. Thecalcu-
lation findsthat the debt to GNP ratio will not stabilize for 23 years, and
that theimplied ratio is nearly one-half.

These are clearly striking numbers. They imply an extremely persist-
ent U.S. externa deficit, and an eventua level of U.S. externa indebt-
edness relative to GNP comparable to that of Mexico or Brazil. Two
questions immediately present themselves. First, how sensitive are the
calculations to possible sourceof error? Second, if weaccept thecalcula
tions, is this a feasible outcome? The calculations reported in Table 2
could be wrong for two reasons: the parameters could be badly esti-
mated, or the whol e approach could be wrong.

TABLE3
Sensitivity tests
Number of
year suntil debt/ Maximum
GNPratio debt/GNP
Stabilizes ratio
r-re: .034 13 24.3
.024% 23 45.7
.019 41 88.1
.014
E,-E .23 13 239
.33% 23 457
43 45 100.6

*Basdineestimates

Thanksto the simplicity of theanalytical framework, assessing sensi-
tivity to parametersis quite straightforward. Table 3 reports some sensi-
tivity tests. (Notethat in these teststheinitial deficit B, isheldfixed, and
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the estimate of the sensitivity of the deficit to the exchange rate g is
adjusted as necessary.) The most distressing feature of the table is the
high sensitivity of the results to the estimate of the real interest differen-
tial. A one percentage point increase in our estimate of this differential
substantially reduces the time until the debt ratio stabilizes and the level
at which it stabilizes. On the other hand, a one percentage point reduc-
tion in our estimate pushes us over the boundary of the solvency test:
interest payments risefaster than the trade deficit falls, and the debt ratio
rises without limit. Since we have emphasized the uncertainty of our real
interest rate estimates, thisis alarming.

Thequestion iswhich way an estimateof the expected inflation differ-
ential between the U.S. and Germany or Japan based on recent inflation
experienceislikely to bebiased. Many businessmenin theU.S. seem to
place at |east some weight on the possibility of aresurgence of inflation;
suggesting that the real interest differential is smaller, not larger, than
the estimate.

More important than questions about the parameters, however, are
doubts about whether the framework is right. Most economists, pre-
sented with calculationslike these, reply by arguing that it is unlikely
that things will get this far —something will be done to bring the dollar
down long before debt reaches such levels. As| will argue below, this
argument actually reinforces the casefor viewing thedollar's strength as
aspeculative bubble. ,

The remaining question is whether the paths of debt described above
areinfact feasible. Thereisnoway to settle thisdefinitively. Essentially
one must ask whether the presumed political stability of the U.S.
exemptsit from Latin-style crises of confidence, or whether on the con-
trary the size of the U.S. makes it impossible for it to engage in Latin-
level external borrowing. At least we should recognize that the level of
thedollar doesimply aforecast of an eventual accumulation of immense
debt—and that it is unlikely that many international investors have
thought this through.

Allowingforuncertainty

A decline of the dollar slow enough to justify its current strength
would lead in the long run to ahuge U.S. foreign debt. In the long run,
however, we are all... When the unacceptable consequences of the
strong dollar lie many years in the future, it seems natural to discount
them on the grounds that something will happen long before we reach
that point.

Itiscertainly truethat weshould allow for uncertainty in assessing the
sustainability of the strong dollar. However, it isimportant to be careful
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in specifying the nature of the uncertainty. Uncertainty about the secu-
rity of foreign assets—the safe haven argument—does mitigate the con-
sequences of the calculations reported above. The expectation that
sometime in the next 25 years something will be done about the dollar,
on the other hand, reinforces the argument.

The safe haven argument

The safe haven argument holds that capital flows into the U.S. are
motivated not merely by interest differentials but also by a perception
that the U.S. isamore secureplacein whichtoinvest. Inprinciple thisis
areasonable argument. It is usually, however, stated loosely in a way
which failsto show itslimitations.

First, we must bear in mind that what needs explaining is the strength
of the dollar vis-a-vis other industrial country currencies not vis-a-vis
cruzeiros or pesos. A useful safe haven argument must explain why an
international investor would hold dollar securities rather than mark secu-
ritieseven if theexpected rate of dollar depreciation exceedstheinterest
differential.

Second, the relevant margin of choice is between interest-bearing
securities. This means that the general consideration which safe haven
advocates often invoke, such as differences in national growth pros-
pects, are relevant only if they affect the prospects for repayment on
these securities. An investor may feel that America is reinvigorated
while Europeis stagnant, but thisonly affectsour calculations in the last
section if European stagnation trandates into an increased probability
that bondsissued by European governmentswill not be honored.

Toputit bluntly: the safe haven argument, to help explain the strength
of the dollar, must be an argument that the market attaches a significant
probability to the prospect that claims on Europeans or Japanese will at
some point be repudiated or expropriated.

If wegrant thisargument, it isa powerful one. Supposethat thereisa
perceived three percent chancein any given year that the Red Army will
overrun Europe and the Red Navy overrun Japan. Then international
investors would bewilling tohold U.S. assets even at an expected return
differential of minus three.percentage points. Turning this around,' the
market's implicit forecast for the real exchange rate if Russia does not
attack isfor adecline at 5.4 percent per year, rather than 2.4 percent—
sharply reducing the implied debt accumulation.

We could argue about whether this scenariois plausible. The impor-
tant question, however, is whether the market believes that claims on
European countries are really subject to more political risk than claims
on the United States. Here there is a mgjor piece of counter-evidence:
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Eurodollar interest ratesdo not significantly differfrom U.S. rates. This
constitutes prima facie evidence that the role of political risk does not
alow us to dismisscal cul ationsthat suggest that a sustained high dollar
will lead to heavy debt accumulation.

Possibility of a dollar stabilization

The most common argument against long-term calculations of the
kind reported in the third part of this paper, " The market's implicit
forecast (May 1985),”’ isthat given the uncertainty in the world we will
never see that long run, and that it should therefore not be a source of
,concern. As we have just seen, one type of uncertainty, fears of
expropriation,doesin principlealow usto downplay theimportanceof
long-run issues. We have rejected the safe haven argument for the
dollar's strength; but it may seem plausibletoimaginethat other formsof
uncertainty will be similar in their implications.

One particularly common argument is that long-term forecasts of the
effectsof a strong dollar are irrelevant because government policy will
notinfact alow thestrongdollar togo onindefinitely.On thisargument,
in any given year thereis some probability that the underlying causes of
the strong dollar will be eliminated. The U.S. will finally deal with its
budget deficit, other industrial countries will adopt more expansionary
fiscal policies, and soon. If this probability is highenoughin each year,
thelikelihood that thestrong dol lar will go onlong enoughto producethe
resultsdescribed abovewill besmdl —and theargumentisthat therefore
thelong run can be disregarded.

Although this argument may seem plausible, however, it is in fact
wrong. Indeed, 'the possibility that something will be done about the
exchange rate makes it morelikely, not less, that the current strength of
thedollar representsin part a speculative bubble.

Oneway toget someintuitiononthisistoimaginefirst that therewere
no possibility of achangein policy that would bring thedollar down. In
the absence of a speculative bubble the market's implicit forecast, as
constructed earlier, would have to imply feasible pathsfor deficitsand
external debt. Now supposethat weadd to thissituation the possibility of
asudden fall in thedollar due to changesin policy. Surely the effect of
this addition, given rational expectations, would be to lower the
exchangerate. Thismakesit very peculiar to turn around and argue that
an exchange rate which seems to imply infeasible debt accumulation
does not represent a bubble becausethereis apossibility of a plungein
theexchange rate somewhere a ong the way.

To seetheright way to think about thisissue, it is useful to draw an
analogy with asomewhat similar issue, the pricing of gold. In aclassic
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analysis of the pricing of gold under rational expectations, Salant and
Henderson (1978) pointed out that the market is always facing some
probability of agold auction by governments, which would depress the
price. What they showed wasthat with rational expectations, the priceof
gold between auctions must obey thefollowing rules: (a) the price must
riseat arateexceedingtheinterest rate by an amount which just compen-
sates investors for the risk of capital loss if an auction occurs; and (b)
given thisrateof priceincrease, thelevel of the price must be such that
the path of pricesif no auction occursis just feasible—in their context,
the consumption of gold over time must just exhaust theinitial stock of
gold.

How does thisanalogy apply to thedollar?If thereisa probability of
sudden decline in the dollar due to a change in policy, and we have
rational expectations, then (a) the market must expect that if the dollar
does not plungeit will decline at aratewhich islessthan theinterest dif-
ferential, by an amount which compensates investors for the expected
capital lossfrom aplunge, and (b) this path must itself befeasible.

Suppose, for example, that the real interest differential is three per-
centage points, and that the market believesthat there is a five percent
chancethat in any given year thedollar will plunge by 40 percent. Then
investors must expect that during years in which the dollar does not
plungeit will fall a only one percent per year, so that they are compen-
sated for the expected two percent capital loss. And if the investorsare
behavingappropriately, they must believethat a path on which thedollar
declinesonly one percent per year isitsef feasible.

We haveaready seen evidenceto suggest that it will be hard to recon-
cileany significant probability of action to bring the dollar down with a
feasiblepathfor U.S. external debt. Evenif thedollar declineshy thefull
amount of the interest differential, the accumulation of debt will be
extremely large, and we have seen that theeventual accumulationisvery
sensitiveto the expected rate of decline. At the sametime, the dollar is
sufficiently above thelevel that would produce current account balance
that afall to that level would impose avery largecapital losson holders
of dollar securities. What this meansiis that even a small probability of
such afall will requirea much more gradua declineor evenarisein the
dollar until thedeclinetakesplace, implying rapid accumulationof debt.

The market'simplicit forecast when dollar stabilization is a possibility

We havejust argued that introducingasignificant probability of adol-
lar stabilization meansthat themarketisimplicitly forecasting very rapid
debt accumul ation until this stabilization occurs. Thepurposedf thissec-
tionisto confirm thisargument with illustratives mulation exercises.
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Unfortunatelyit isnot possibleto statethisproblemin away that leads
toaclosed-formexpressionlikethat in*' A framework for assessing sus-
tainability.”” Thuswewill shift hereto adiscrete-timeframework. This
meansthat theresultsdo not correspond exactly with theresultsin** The
market'simplicit forecast (May 1985)”, athough they are quiteclose.

The discrete-timemodd is set up as follows. First, we have a debt
accumulationequation,

(10) D¢ = (E¢-B) + (1 + r-g) Dy.q

whereD and E aredefined asbefore.

Ontheexchangerateside, wenow allow for the possibility of adollar
stabilization. It isassumed that thereisaconstant probability that policy
actions will bring the dollar down to a level which stabilizesthe debt/
GNPratio D. Let E; bethisexchangerate; it isclearly defined by

(11) E; = E--8Dy
¥
Our equation for exchangeratedynamicsmust havethe expected cap-
ital lossfromdollar declinejust equal theinterest differentials.If thedol-
lar isnot stabilized, thecapital lossisEg.j - E;. If thedollar is stabilized,
itisEg.q - E¢. Thusuntil stabilizationtakes place we must have
(12) (1-7) (Eq. -Ep + w (B -Ep) =r =1*

which may berearranged toyield

(13)B-E= T 8 D+ 1 B -B- _L_
l-m 7 1-ar I-w

Equations(10) and (13) definean easily simulated systemin E and D.

We can now turn to theissue we raised: whet are the effectsaf intro-
ducing somerisk of adollar stabilization?Table4 reports the results of
twosimulations. In thefirst smulation  is set equal t00.067,implyinga
50 percent chance of dollar stabilization within 10 years; in the second
smulationitisset at 0.129, implying a50 percent chancedf dollar stabi-
lization within five years.

Theright way to read the table is as a series of statementsof the fol-
lowing kind: **If | believethat thereisa50 percent probability that some-
thing will be done about the dollar in the next five years, and if | also
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TABLE4

Debt/GNP r atiosunder uncertainty

50% probability of dollar stabilization

within;
10years Syears
Debt/GNP 43 71
ratio after
1Oyears
if no sabilization:
* Debt/GNP 135 460
ratioafter
20 years
if no sabilization:

believethat thecurrent value of thedollar isjustified, then | must believe
that it isfeasible for U.S. external debt to grow to 71 percent of GNP
within ten years, since there isa 25 percent chance that nothing will be
doneabout thedollar over that time.”’

Theresultsare clearly striking. To understand them, note that if there
isasubstantial probability that the dollar will fall sharply, investorswill
hold dollar securitiesonly if they otherwise yield a substantial premium
over foreign assets. Evenin the low II case, thisturnsout to require an
actua rise in the dollar as long as the stabilization does not occur; and
this rise takes place at an accelerating rate. The result is snowballing
U.S. externa debt.

The point of thisexercise should be made clear. Once again, theexer-
ciseisnot an actual forecast. Instead, it aimsto draw out the necessary
implications of beliefs about the exchange rate. In this case, what the
exercise saysisthat if you believe that the probability of dollar stabiliza-
tionishigh enough that we need not worry about very long runforecasts,
you must either believe that expected capital lossesfrom adeclining dol-
lar exceed the interest differential—i.e., that the market has got it
wrong--orthat itis possible for the U.S. to have a very rapid growth of
external debt.

Protectionismasa policy response

We have now seen that introducing the possibility of action to correct
the exchangerate makes it harder to argue that the market is justified in
valuing the dollar as high asit does. To conclude this part of the paper,
however, it might be useful to point out that ** doing something about the
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dollar™™ might involve treating symptoms rather than causes—and that
thismight in apeculiar way help justify the dollar's strength.

Supposethat governments are not in fact willing to address what most
economists regard as the causes of the strong dollar, but instead try to
insulate their economists from the consequences of the exchange rate.
Suppose, for example, that the U.S. imposes import tariffs and export
subsidies, or that other countriesimpose exchange controls which give
rise to a divergence between commercial and financial rates of
exchange. Then the result would be to break the link between the mar-
ket's implicit exchange rate forecast and any necessary balance of pay-
ments consequences.

What this amountsto saying is that it is possible to justify the strong
dollar if one believes that market participants expect the overvalued
exchange rate to be validated by protectionism.

Thereisno simpleway totest whether thisistrue. All that one can say
isthat theideaof a protectionist validation for the dollar is not common
currency among businessmen. Strong proponents of efficient markets
may argue that investors act as if they knew things they do not appear
conscioudly to understand; against this argument there is no defense
except that of plausibility.

Prospectsfor thedollar

" Themarket's implicit forecast (May 1985),” presented earlier in this
paper offered evidence that the dollar is stronger than warranted by the
interest differential between the United States and other industrial
countries. ** Allowing for uncertainty** went on to argue that the nature
of the uncertainty facing international investorsissuch astoreinforcethe
conclusion that the strength of the dollar in some degree represents a-
speculative bubble. Theobvious next questions are when the bubble will
burst, and how far thedollar will fall.

Inevitably theanswersto these questions are both for the most part the
disappointing one that we don't know. This paper will not yield any hot
tipsto be used for immediate speculative purposes. The best we can do
is, first, to explain why no definite answer can be given, and second, to
provide at least some bounds on the extent of the plunge. .

When will the bubble burst?

The method used in this paper is by nature ill-suited to predicting the
actual future path of the dollar. We began by adopting as the maintained
hypothesis the assumption that the market is in fact making a rational
forecast, then argued that the market's implicit forecast is not feasible.
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Thisshows that rational expectations is not the right model, but givesus
no clue to what the right model is.

Thepoint isthat wehave very littleideaof how to model asset markets
other than via the assumption of rational expectations. The historical
record has been described by such authors as Kindleberger (1978), and
vivid literary discussions such as the famous essay of Keynes (1937)
may befound, but these are not as helpful aswe might like.

All that we can say with any assurance is that when the dollar does
declineit will revedl its speculative component either by plunging for no
apparent reason or by reacting disproportionately to whatever changein
the fundamental's appearsto set it off.

How nuch wll the dd lar decline?

Asapreliminary to asking how much the dollar will decline when it
finaly does, it seems natural to ask how much of the dollar's current
strength represents a specul ative bubble. Aswe will arguein a moment,
thisisnot necessarily agood indicator of what will happen when the bub-
ble bursts. Nonetheless, it is surely an interesting question in its own
right.

What we have argued is that given the combination of afairly small
interest differential and some probability of asharp declinein thedollar
when policy ischanged, the current value of the dollar would lead to an
infeasible level of U.S. indebtedness. To estimate the ** bubble compo-
nent™ of the exchange rate, then, what we need to do is to decide how
highadebt level isfeasible and how high aprobability of apolicy change
thereisin any given year, then find the level of the exchangerate which
would keep debt within this bound while offering investors compensa-
tion for the expected capital 10ss.

Of coursewedo not infact know what level of debt istoo much or how
likely apolicy shift is. The best we can dois to present a menu. Thisis
donein Table5.

Thetable asks how much the exchange rate would have to depreciate
given severd different estimates of the probability of policy change,
measured by the probability of something being done within the next five
years, and for severa different estimates of the maximum sustainable
U.S. debtGNP ratio. Asin Table4 itisassumed that theeffect of apol-
.icychangewould betolower thedollar to precisely the point at whichthe
debt/GNP ratio stabilizes.

Two important points can be learned from thistable. Thefirst isthat
for plausible values the speculative bubble component of the dollar's
strength is substantial. If one believes that there is a 50 percent chance
that the dollar will be brought down over the next five years, and that the
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TABLES

Speculativebubble component of dollar

Mixi numallowabledebt/GNP r atio

» © 60
.06

Zeroprobability
of dollar
stabilization

50% probability 14 A2
of dollar

stabilization

within 10 years

50% probability .19 19
of dollar

stabilization

within5 years

U S cannot accumulate an external debt of more than 20 percent of
GNP, thedollar should be 19 percent lower than it now is.

Thesecond lesson, however, isthat thereis<till asubstantial justified
component to thedollar's strength. For thesamecase, evenif the specu-
lative bubblewereeliminated, the dollar would still beat alevel 14 per-
cent abovethelevel which would produce a baanced current account.

It is tempting to argue from this that when the dollar falls it will fall
only part of theway, and that therefore fears of a plunge to below 1980
levelsareunjustified. The problemisthat if oneacceptsthe argument of
this paper, the market has not been behaving as if it makes a rational
assessment of long-term prospects. What will happen when the market
revisesits opinionis unlikely to be a sudden access of rationa expecta:
tions. Rather, the market will smply go make a new set of mistakes.
Thesemistakescould, though they need not be, in theoppositedirection,
leading to an excessively weak dollar rather than an excessively strong
one. Thusit is possible, though not certain, that we will see an abrupt
shift from an overvalued to an undervalueddollar.

What we can say with greater certainty is that the longer the strong
dollar persists, thefarther it islikely tofall. The reasonissimply grow-
ing indebtedness. Theformulafor E, theexchangerate which would sta-
bilize the debt-GNP ratio, makes this clear: every percentage point
added tothedebt-GNPratioreducesE by haf apercentagepoint. Sincea
continuation of the current'exchangerate would imply adebt-GNPratio
of nearly 20 percent by 1990, thisis not anegligiblefactor.
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Conclusions

This paper hascommitted what is usually regarded asacardina sinin
economics. It hasargued that amajor financial market hassimply madea
mistake, failing to make proper useof information availabletoit. | have
attempted to demonstrate that given the relatively modest incentives to
hold dollars, and especially giventhe possibility of aneventual exchange
rate stabilization which brings the dollar down, the willingness of
international investors to acquire growing claims on the U.S. is
misguided. It appearsthat the market hassimply not doneitsarithmetic,
and has failed to realize that its expectations about continued dollar
strength are not feasible.

Making a pronouncement likethisviolates the normal practice of eco-
nomics. Itisawell-established rulein economics that one should always
assume that the participants in a market understand it better than you
do—dter all, they have both more resources and stronger incentives. To
second-guess investors with so much at stakeis agross violation of this
rule. Yet perhaps we can offer some support for breaking the rule this
onetime.

First, weshould notice that the strong dollar lies well outsidetherange
of experienceof anyonein the marketplace. No matter how much experi-
ence an exchange trader or portfolio manager has had, he/she has never
seenanythinglikethis. Theassumption of market efficiency isoften jus-
tified on an evolutionary basis: over time market participants develop
ingtincts or rules of thumb which enable them to act **asif"" they were
solving optimal forecasting problems. When the event lies outside pre-
vious experience, thisevolutionary argument will not work.

Second, thetypeof analysis required to assess the sustainability of the
dollar is economic analysis. Theimportant things to consider are macro
variablessuch asdeficitsand debt, not detail sof thefinancial markets. In
other words, the necessary talents required are those of a professional
economist rather than an exchange trader or a portfolio manager.

All of this brings usto the final point. Some economists must some-
timesbewilling to say that the market iswrong. If the market hasnothing
to go on but economic anadysis—which is the case here—and econo-
mistsalways assumethat the market isright, we have acircularity which
alowstheexchangeratetodrift at will. And perhaps that isjust what has
happened.
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