6
The U.S. Payments Deficit and
the Strong Dallar: Policy Options

Q

RichardN . Cooper

In 1984 the United States ran a current account deficit of $102 billion,
seven times larger than the *darming™ deficit of 1978. The United States
hed to borrow from foreigners an equivaent amount, net of any American
investment abroad.

Thislarge deficit can be atributed in part to the fact thet the U.S. econ-
omy was recovering earlier and more vigoroudy from the 1982 recesson
than were other countries, especidly thosein Europe, and in part to thefact
thet oneof itsmogt importantregiond markets, Latin America, wasstill ina
period of dump and retrenchment from the debt crisis thet started in 1982
and continues. But thereisfairly generd agreement with Federd Reserve
Governor Henry Walich's recent statement that theseand other miscellane-
ousfactorscan only account for about one-third of the deficit, and thet the
exceptiondly strong dollar isresponsiblefor about two-thirds.

The U.S. dollar, on a U.S.-trade weighted basisand &fter correcting for
infletion differentials, has appreciated about 40 percent Snce 1980, a year
which dready saw substantia gppreciationfrom the low year of 1978. The
dollar in mid-1985isconsderably stronger (onatrade-weighted bass) than
it wasin 1970, beforethe Smithsonian agreement that devaued thedollar in
December 1971

Isthisa problem?U.S. employment hasrisen, U.S. inflationrates have
dropped, and economic recovery continues, abeit at amoderatepace. If the
course of economic eventsisgoing well, why should the government dter
thecoursed economic policy?If there are no problems, thereis no need for
solutions.

Therearetwodifficultieswiththisinsouciance. Thef i tisthat thestrong
dollarishurting bedly thosesectorsaf theeconomy that aremost exposedto
foreign competition, whether & home or abroad. Much of the manufactur-
ing sector isfeeling very strong competition, which has depressed manufac-
turing output even whiletheeconomy isgrowing. Manufacturingoutput has
remained virtually unchanged sincethespring of 1984, for instance, despite
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rapid (12 percent) growthin thedefenseindustriesand acontinued growthin
demand for manufacturedgoods, which was satisfied mainly by aten to 15
percentgrowth inimportsof manufactured goods. Mining output declined:
Marketing receipts to fanners continued to stagnate (but net farm income
was up sharply from 1983 thanks to government support) as agricultura
exportsremained below levelsreached in 1980 and 1981

Stagnation in these industries even while the economy is doing reasona
bly well evokes strong pressuresfor protection againgt importsor, asin the
caseof farmers, pressuresfor aggressive export promotion and retaiation
againg thosewhoare or seem to berestricting agricultura importsfrom the
United States. Protectionist pressure in the United Statesare now stronger
than they have been since 1970-71, which ultimately led to the Nixon-Con-
ndly import surcharge and a depreciation of the dollar. The sentiments
atract broad congressiond support not only on the basis of condtituency
politics, but also because of afeding that Americas future technological
basesand its nationa security ar e threstened by adeclineof such manufac-
turing activities as steel, machinetools, heavy equipment, and soon. Soa
conseguencedf acontinued strong dollar may beintroductionof many spe-
cific import redtrictions and possibly even, through emulation abroad, a
bregkdown in the libera internationd trading system, as happened after
U.S. adoptionof the Hawley-Smoot tariff in 1930.

A second difficulty with current circumstancesis that the United Statesis
rapidly buildingup external debts— at an annual ratethat exceedsthetotal
externa debts of such large debtors as Brazil and Mexico. On Commerce
Department figures (which are however subject to large margins o error)
the United Statesin 1985 will becomeanet externd debtor for thefirst time
since1914. Thebuild-upaof external debt imposesa burdenonfuturegenera-
tions. If thecounterpart of the debt were being productively investedin the
United States, that would be no problem; future Americans and foreign
lenders would both be better off. But as will be mede clear below, excep-
tiond external borrowing has not been accompanied by exceptiond domes-
tic investment; on the contrary, investment hes followed a fairly typica
cyclicd path. Even if theexternd debt itsdf isnot repaid, it will haveto be
serviced out of futureincomethat has not been augmented. Sooner or latera
worseningof the U.S. termsaf tradewill be required to generate the neces-
sary improvement in net exports. So future generationswill not be ableto
enjoy dl o thelr contemporary production. Moreover, given that socid
security paymentsar e fully indexed to theconsumer priceindex, the burden
of thisworseningtermsof trade, asof servicing the debt directly, will fall
mainly on wage-earners, just when they are also being asked to support a
growing populaionof the aged.

So for both these reasons—a threst to the liberd trading system and an
unwarranted additiona burden being transferred o future generations--the
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present configurationof theU.S. economy with itslargeexternal tradedefi-
cit in goodsand services cannot be considered satisfactory. Thisisso even
without mentioning the anomoly, from agloba point of view, of acapitd-
rich nation such asthe United States being theworld's largest borrower.

Why isthedollar so strong?Thereiswideagreement thet themainexpla
nation is a torrent of foreign investment in the United States, along with
somedeclinein U.S. investment abroad; with flexible exchangerates this
flow of fundspushesupthevaluecf thedollar. Threebroad, non-competing
explanationsin tun are given for the inflow of foreign funds. The first
focuseson the United Statesasapolitical safehavenrelativeto other leading
countries. Thisexplanation might support an outflow from newly socialist
Francein 1981, or from aGermany stricken with Polish jitters a about the
sametime. But it hardly can explainaflow of fundsfrom Britain, with its
mogt pro-business government in memory, or from staid, politicaly con-
servetiveJapan.

A second explanation focuses on the **dollar™* as afinancia asset, and
suggests that it has been subject to a psychologica **bubble,"” whereby
expectationsof afurther risefeed on themselvesasfundsflow in and make
theexpectationscorrect. | believethere have been periods when thisfactor
has operated, especidly in late 1984 and early 1985, but it cannot begin to
explain thesustainedrisesince 1981 (Frankel, 1985.)

A third factor isinterest rates and other yieldsin the United States, rla
tiveto thoseabroad. Dollar interest rates have been consstently higher than
those on comparable DM, yen, and Swiss franc securities (but not those
denominated in British poundsor French francs) since 1980. For example,
in 1984 the yield on three-month Euro-dollar deposits was 10.9 percent,
whereas Euro-yen deposits yielded 6.3 percent and Euro-DM deposits
yielded 5.7 percent. Subgtantid yield differentias in favor of the dollar
existed onlong-termsecuritiesand on equitiesas well, dthough most of the
foreign funds have gone toward the purchase of fixed interest securities
rather than equity.

If the main factor behind the strong dollar and the U.S. trade deficit is
high yiedson dollar securities, then attention must turntowhy thoseyields
have been so high, both relative to some key foreignyields and relativeto
past U.S. history. Twoexplanations, both of which undoubtedly havesome
merit for long-term bonds, concern expectationsabout higher inflation and
uncertainty about future inflation rates. High inflation would raiseinterest
rates, and ahigher expected inflationin the future would help explain why
long-term rates are higher than short-term rates. Moreover, uncertainty
about futureinflation, and possib's future movementsin bond prices, would
tend to raise bond yidds relative'to.historicd levels. But these two yield-
raisng factors would hardly recommend U.S. fixed interest securitiesto
foreigners, unlesson averagethey havea morefavorableview with respect
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tofutureU.S. inflation, and uncertainty about futureinflation, than Ameri-
can investorsdo.

A third factor that could help explain high U.S. interest rates in the last
severd years is the tax legidation of 1981 as partidly corrected in 1982,
which made investment much more dtractive because of enlarged invest-
ment tax credits and more rgpid depreciaion of assatsfor tax purposes. An
investment boom would have put upward pressureon interest rates. Infact,
investment dumped severely in 1982-83, but picked up strongly in 1984.
Table1 showsthat profitsafter taxes per unit of output of dl U.S. non-finan-
cid corporations rose by 838 percent between 1978 and 1984, both boom
years, even though profitsbeforetaxes(per unit of output) roseonly 43 per-
cent, as did the largest component of costs, compensation of employees.
Looked a another way, profits after taxes rose from 5.6 to 7.6 percent of
(vaue-added) sdes during this period, even though profits before taxes
declined dightly. If U.S. non-financid corporations have a capita-output
ratiod about two, thetax changesin theearly 1980sraised the after-tax rate
d return to totd ingaled capita in the non-financid corporate sector by
about one percentage point between thesetwo boom years.

Despite the higher after-tax rate of return, for the economy as awhole
grossdomesticinvestment, a 17.4 percent of GNP, wasnostronger in 1984
then it has been in other boom yearssuch as1979 or 1973, and was modestly
lower then the 17.9 percent it reached in 1978. The best one can say isthet
thefavorable tax provisonsoffset the negativeimpact of high interest rate
on overdl investment, and that interest rates might have been lower if
investment hed been lower. But the point to note hereisthat 1984 did not see

TABLE1

Output, Costs, and Projects
US Nonfinancial Corporate Business

Per cent change,
1978 1984 1978-84

Valueadded| @Pbasis, $bn) 1276 2153 69
Vaue-added in billion of

1972 ddllars 846 977 15
Codt plusprdfitsper unit

of autput 100.0 100.0 46
Compensation (%) 66.2 64.7 43
Prdfits(%) 11.1 10.9 43
Prdfitsafter tax (%) 5.6 7.6 8

Note: Data hereare calculated with adjustmentsfor inventory valuationand capital consumption, i.e. they
are calculated asin the GNP accountsrather than in accor dancewith the tax laws.

Source: Economic Indicators.



TheU.S. Payments Deficir and the Strong Dollar: Policy Options 161

unusud amountsaf investmentfor ayear of vigorouseconomicactivity.

What wesunusud for ayear of vigorouseconomicactivity wasthesizeof
the budget deficit. Budget deficitstypicdly risein recession, such as 1982;
but they typicaly declineduring recovery. The U.S. federd budget deficit,
in contrast, hasstayed just under $200 billionduring2-1/2 yearsof recovery.
Legidated tax reductionshaveoffset part of the norma recovery of reve-
nue, and increasesin defense spending have morethan offset thereductions
in non-defense spending. Moreover, a Presidentid-Congressiond impass
has prevented serious steps to reduce the budget deficit in the future, thus
offering the prospect of continuing large deficitswith the resultant upward
pressureon long-terminterestrates. At 3.4 percent of GNP in 1934, thegov-
ernment deficit (federal, state and local) absorbed that much private U.S.
savings, which did not leave enough Ieft over to finance domestic invest-
ment, despitethefact that at 18.4 percent of GNP private (including corpo-
rate) savingswasexceptionally high during 1984. Asaresult of thediscrep-
ancy, savings had to be imported from abroad, i.e., the United States
becameanetimporter of goodsand services. The heavy demandsof thefed-
eral government, added to thosedf privateinvestors, pushed up U.S. inter-
est rates. Without theinflow of foreign capital, they would have goneeven
higher.

Afind factor, in my judgment, bearscons derableresponsibility for high
U.S. interest rates. Thet is the extraordinarily tight monetary policy the
United Stateshashad during thepast Six years. Thereisconsi derablecontro-
versy over exactly how monetary "*tightness” or ""ease” should be mea
sured. | startfrom thetheoretical observation thet thered short-termrateof
interest on an asset freeof default risk should becloseto zeroin a period of
deep recession, with high unemployment and excess capacity. Time prefer-
ence under such circumstances should drop to zero; thereis no reason to
defer expendituresto thefuture, sincethereis no limitation on current pro-
duction. And soit has been in previous recessions, or even negative(Table
2). Butduring 1982 thered short-term rateof intereston Treasury billswas
over four percent even after monetary policy eased in mid-year and interest
rates on low-risk assetsfell sharply (to eight percent on Treesury hills) fol-
lowing the Mexican debt crisis. Corporate demands for externa funds
dropped sharply in 1982, by more than theincreasein government borrow-
ing requirements. Such high interest rates during adeep recession can only
be explained by tight monetary policy, and could have been avoided if
monetary expansion had been greater.!

' In principle interest rates should be calculated on an after tax basis both to borrowersand
lenders, whichisacomplicated and uncertainexer cise for any particular interest rate. Sufficeit
tosay that few holdersof Treasury bills werein amarginal tax bracket of 50 percent, whichis
what would have been required to lower real after-tax Treasury bill ratesto zero in late 1982,
and even higher tax ratesearlier in theyear.
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TABLE?2
Nominal and Real Short-TermInterest Rates
Dec.-Dec. Redl

3month Changein short-term

Treasury Consumer interest

bill rate Pricelndex rate

(percent,annual rates)

1958 18 18 0.0
1960 2.9 15 14
1970 6.5 55 0.9
1975 5.8 7.0 -1.1
1981 14.0 8.9 4.7
1982 10.7 3.9 6.5
1983 8.6 3.8 4.6
1984 9.6 4.0 5.4
1985* 8.0 3.7 4.1

* First five months.
Source: Economic Report of the President: Economic I ndicators.

The Fed was understandably rel uctant to engagein greater expanson for
fear sf rekindling inflationary expectations, even in adeep recesson. But
the presence of that dilemmadoes not gainsay therole of tight money in
maintaining high short-term U.S. interest rates. The determinantsof long-
terminterest ratesar e much morecomplicated, Snceunlikeshort-termrates
they reflect not only non-observable expectationsabout inflation ratessome
yearsin thefuture, but s noted above they also reflect uncertainty about
bond prices which presumably get reflected as a risk premium in current
long-term interest rates. Moreover, long-termrates al so presumably reflect
expectationsabout f ut ure long-term borrowing (e.g. futurebudget deficits)
relativetothesizeof theeconomy. But long-termrates must al soreflectcur-
rent short-term interest rates as well, since (given the uncertainties
described) a premium presumably has to be pad in normd times—and
especialy in timesof economicdack--toencouragelendersto lend at long*
rather than & short-term. So, ingeneral, the higher areshort-termrates, the
higher long-termrateswill be. So once again more responsibility for high
interet rates belongs to the Fed then it or others have been willing to
acknowledge.

Making a judgment about monetary policy in 1985is moredifficult than
for 1982, ayear of deeprecession. But the Americaneconomy still hascon-
Sderabledack (capacity utilization ratesare only 81 percent in manufactur-
ing, and according to OECD estimatesthe U.S. economy is still operating
about five percent below its GNP potential). Redl short-term interest rates
remained abovefour percentin thefirst hdf of the year despitelower-than-
cgpacity growth, compared with a putativeriskless red long-term rate of
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interest of around three percent throughout the nineteenth century. Hasthe
rateof timepreference, and thered rateof return tocapital, increased mark-
edly in recent years? We do not know the answer to that question, except
inferentidly. As noted above, the 1981-82 tax changes perhaps raised the
averagedfter-tax ratedf return tocapital in thecorporatesector by about one
percentage point, consequential but not huge. | would judge that monetary
policy has been tight Snce 1982 aswell asduring 1982.

There has been reason for tight money: to squeeze infletion out of the
American economy. Judgments will differ about whether the Fed has
applied just theright dose, bath in timing and in magnitude. But onelesson
o theexperienceof theearly 1980sisthet themodus operandi of monetary
policy in aregimeof flexibleexchangeraesand highinternationa mobility
of capita differs substantially from the way it used to affect the economy.
Now tight monetary policy appreciatesthe dollar and squeezes the entire
tradable goods sector of the economy-—exports as well as import-compet-
ing goods, from productsas well as manufactured goods--in working its
deflationary impact. Thestrongdollar and thelargetradedeficit areadirect
consequencedt an anti-inflationpolicy that hasrelied exclusively on mone-
tary measures.

Before we turn to policy options, afinal analytical observetion needsto
be made. When it comestothedeterminationaf exchangerates, dl explana
tionsmust beput inrel ati ve terms. Conditionsand expectationsabroad aso
influence exchange rates. The main point to note here is that while the
United States has engaged in fiscal expansion and tight money since 1981,
puitting upward pressureon U.S. interest rates, the other mgjor countries—
Japan, West Germany, Britain, and, since 1983, France—have engaged in
fiscal contraction, thus putting downward pressureon their interest rates.

According to OECD calculations, the structural budget deficit—that is,
the deficit corrected for cyclical variation—of the United States shifted in
theexpansonary direction by 0.9 percent of GNP between 1980 and 1983.
During the same period, thestructura budget deficit of Japan shifted inthe
contractionary direction by 1.9 percent of Japanese GNP, Britain's fiscal
thrust contracted by 2.7 percent of GNP, and West Germany's fiscal thrust
contracted by 3.0 percent of GNP, as each of these countries moved to
reduce budget deficits that they consdered unacceptably large. Taken
together, the sx economic summit countriesother than the United States
contracted by 1.3 percent of GNP (Table 3). While the United States was.
expandingfiscally, other leading countrieswerecontracting fiscaly, and the
combination induced capital flowsfrom those countriesto the United States
and strengthened thedol lar. Of course, fiscal expans on can sometimes|ead
to capita outflow, asit did from Francein 1981, but that fiscal expansion
was accompanied by expansionary monetary policy and nationdization of
banksand otherf i saswell.
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TABLES3
Structural Budget Postions
(in percent of GNP)
lo79 1080 1081 1082 1983
United States 1.2 0.7 16 0.3 -0.2
Jpan -4.3 -4.1 -35 -2.8 -2.2
West Garmany -2.3 -2.5 24 -0.9 05
France -0.8 0.8 -0.2 -0.6 -0.7
United Kingdom -3.2 -11 18 33 16
Magor seven, exc. USA -35 -29 2.7 -20 -1.6
CECDEurope -2.9 2.2 24 21 -1.7

Note: Thestructural budget positionisthat which would prevail if theeconomy wereoperatingat its
potential output, defined in termsof pesk to peek trend in output.

Source: P. Muller and R.W.R. Price, " Structural Budget Deficits and Fiscal Stance,” CECD Working
Paper No. 15, July 1984, Annex 1.

Possblepolicy actions

Often remediesfollow from analyssdf a problem's causes. But some-
timestheremediesthat aresuggestedfromthisanalysis arenot feasible,and
in any case many other remediesareoften put forward. It helpstoilluminate
the problem to analyze to what extent these suggested remedies would in
fact work. In the caseof thestrongdollar and thelarge U.S. tradedeficit, a
number of proposas have been put forward. Someof theminvolve actions
by the United States; someinvolve actions by other countries. In particular,
it has been observed that the United States has alarge bilaterd trade deficit
(equal to about one third of itstotal trade deficit) with Jgpan and therefore
thet asubstantia part of any solutionto U.S. problemscould be undertaken
by Japan, by liberdizing its market to imports, by imposing a tax on its
exports, or by limiting outflowsaf capita with aview to srengthening the
externa valueof theyen. Moregeneraly, it has been suggested that Japan,
aone or in combination with other leading countries, should reverse its
present course of fiscal contraction and provide some fiscal stimulus to
domestic demand.

With respect to U.S. actions, proposa srangefrom selectiveimport sur-
charges (amed a Japanese goods) through a general import surcharge to
disincentivesto capita inflow (e.g. through atax on interest paymentsto
foreigners). In addition, it has been suggested that the United Statesshould
reduce its large budget deficit, should engagein monetary expansion, and
shouldintervenein theforeign exchange market with aview'to depreciating
theexternal vauedf thedollar.
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Actionshy other countries

Wewill first take up the proposd sfor actions by other countries, and then
return to possibleactionshby the United States. Sinceso many of the sugges-
tionsfocuson Japan, itisuseful to-sketch briefly the natureand origin of the
Japaneseexternd surplusongoodsand services, or, what comestothesame
thing, the nature and origin of Japanese net investment abroad. Japan is a
country with an exceptionally high savingsrate, with gross private saving
(by households and corporations) amounting to about 26 percent of GNP.
Until theearly 1970s Jgpan a so hed ahigh rateof domesticinvestment, but
thet dropped markedly as Japan's growth rated owed after thefirst oil shock,
and now amounts to about 21 percent of GNP—still high by international
standards, but low by historical Japanesestandards and in particular low in
comparison with Japanesesavingsrates (Table 4). Whereisthe excess sav-
ingsto go? One possibility, in no on€'s interes, isto dissipateit through a
mgor recession which bringsincome closer into line with consumption. A
second possibility isfor the government sector to absorb it through budget
deficitsasit did in thelate 1970s. A third possibility isto invest it abroad.
Over the past Six years Japan, through fiscal contraction, gradudly shifted
theabsorption of excess Japanesesavingsfrom thegovernment sector to the
external sector, so that by 1984 each absorbed just over 2-1/2 percentage
pointsof the excess savings, i.e. Japan invested abroad (net) nearly three
percent of itsGNP.

Thisrelationship,X-M = S1 + (T-G),holdsfor any country and for any
period of time, where X-M is net exports of goods and services (= net for-
eign investment if foreign ad grants and other unilatera transfers are
included in "*services™), S = gross private saving, | = gross domestic
investment, and T-G is the government budget surplus. Net foreign invest-
ment isthedifferencebetween privatesaving and thecallson privatesaving

TABLE4

Relation Between Japanese Trade Balance
and National Savingsand | nvestment

1070 1073 1979 1984

(percentof GNP)
Net exports 1.0 0.0 -0.9 2.6
Gross ptli_vate savings 331 32.0 -28.6 26.1
Government budget surplus 1.8 0.6 4.8 2.6

Grossdomestic investment 33.9 32.6 24.8 20.9
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arising from domegtic investment or the need to finance a budget deficit. It
must be asked of any proposd for dtering the trade balance, X-M, how it
will ater the savings-invesment baance in the economy. Thisframework
places changesin the overdl trade balancedirectly into a macro-economic
context, whereit belongs.

The framework is useful in evaluating proposals such as those made
above. American officialsand journalistshave cdled on Jgpantoliberdize
itsimport market with aview to reducing itslarge trade surplus and with it
thelargeU S tradedeficit, for instance. With respect to thisproposd, there
isfirstof dl thequestionof how Japan might liberalizeimportsasa matter
o policy, since apart from agriculturethe policy-controlled restrictions on
imports are few. Rather, the obstacles to foreign exporters seem to be
deeply ingrained habits of thought, in middle-level Japanese bureaucrats
both in government and in largefirms, something that cannot be dtered by
simpleministeria decree. But suppose, asathought experiment, that dl the
red and fancied obstaclestoimporting into Japan were swept avay. Would
that reducethe Japanesecurrent account surplus, runningat just under three
percent of GNP?To do so, accordingto theaboveidertity, it would haveto
reduce Japanese savingsor increase Japanese investment. We can assume
that, gpart frominduced changesin GNP, the budget deficit would increase
dightly, duetolossof tariff revenues, but averagetariffsinto Japan are6.8
percent, and account for only 2.5 percent of government revenue and under
0.7 percent of GNP. How wouldliberalizationater savingsandinvestment?
By increasing competitivepressureswithin the Japanese economy, it might
lead to lower corporatesavings, and other things being equd thet, like the
reductionin governmeht revenue, would reducethetrade surplus. But lower
profitability and lower corporate cash flow might also reduce corporate
investment, and that would work in the oppositedirection.

Al indl, completetrade liberaizationmight lead to a modest reduction
in the trade deficit—it would be nothing, like the $10 hillion of increased
exportsthat many American groupscontend they could sell to Japan under
thesecircumstanceswhen allowanceis made for theadditiona exportsfrom
other countries. The main effect would be to change the composition of
Japan's imports(toward agriculturd products, not manufacturers) and afur-
ther depreciationof the yen to kegp Japan's net foreign investment in line
with its savings-investmentba ance. Japaneseexportswould becomeeven
more competitiveand, paradoxicdly, some manufactured products whose
importation is now inhibited by Japanese practices would actudly find
greater difficulty gaining accessto the Japanesemarket after total liberdiza:
tion then before. OF course, if the liberaizationdepressed Japanese GNP,
thetrade surplus might actually increaseasinvestment fell by-more than the
fdl in privatesavings minusthe risein the government deficit.

Moreover, a modest reduction in the Japanese trade surplus would not
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necessarily lead to areductionin theU.S. tradedeficit; that would depend
on the responsein Japan's other trading partners as well as in the United
States. Liberalizationconcentrating on agricultural products would proba-
bly benefitthe Unitéd Statesdisproportionately, but even then thefinal out-
come would depend on theimpact on the U.S. savings-investment balance,
atopic taken up below.

Ancther proposal, that Jgpan imposean export tax, iseven lesslikely to
have the desred effect. An export tax would (other things being equal)
reduce the Japanese government deficit. It would aso undoubtedly reduce
corporate savings as Japanese firms cut their prices somewhat to remain
competitiveabroad. By reducing profitability, it would cut domestic invest-
mentin Japan, and that plusthereduction in the budget would probably leed
toareductionin incomewhich would cut investmentfurther. Thusatax on
exportswould very likely lead to an increaserather than a reduction in the
trade surplus, partly through yen depreciation, partly through economic
stagnation.

Theseresultsservetoillustratethepoint that when oneisdealing with the
entiretradesector, rather than particular commoditiessuch ascitrusor lum-
ber, it is unsafe to assumethat other things will remainequa. By the sav-
ings-investment identity, somethingel sehasto changeif thetrade balanceis
to change, andthat will typically affecttheentireeconomy. Alternatively, if
the savings-investment balance does not change,.the overd| trade position
will not change either, even though the composition and even thelevel of
both exports and imports may (in general, will) be affected by actionsthat
operateon trade.

Thisobservationis not meant to suggest that suchimport liberdization as
the Japanesecan take would not bedesirable. On thecontrary, protectionist
pressures arefed by specific actua or percelved grievancesabout the diffi-
culty of exporting to Japan, and actions to mitigate these grievances and
open the market will be helpful in managing U.S. protectionist pressures
through a difficult period. But we should not measure their success by the
reductionin theU.S. tradedeficit, for that islikely to be negligible.

A third suggestion sometimesmadeis that Jgpan should introduce att ax
on capita outflow, and ogousto thelnterest Equdization Tax (IET) used by
the United States in the 1960s, or otherwise restrict the outflow of capital
through administrative guidance (Bergsten). Heavy flows of investment
abroad by Japan's financial ingtitutions, especially to the United States, have
depressed the market vaue of the yen, and that in turn has contributed to
Jepan's trade surplus. If the purchaseof foreign securitiescan berestrained,
theargument runs, the yen will gppreciateand Japanesegoodswill become
less competitiveon world markets.

Onceagain, the proposa must be assessed in termsdf itslikely impacton
the overd| balance between savings and investment in Japan. So long as
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Japanese savings remain exceptionaly high, where will they go? An IET
would raise government revenue, thus reducing the government's need to
borrow and depriving Japanesefinancid investors of a source of domestic
securities. Marketinterest rateswould thereforefall in Japan. While market
interest rates do not play the significant role in Japan thet they do in the
United States, thedeclinein interest ratesmight well stimulatesomedomes-
ticinvestment, and theinducedriseinincome would stimulatemoreinvest-
ment, on both counts reducing the trade surplus. Of course, any fdl in
domedtic interest rateswould, by itself, enlargerather than reducetheten-
dency of ingtitutional investorsto buy foreign(especialy U.S.) securities. It
would a so reducegovernment interest paymentson that portion of old and
new government debt that issengitiveto market rates, thusreducing further
the government deficit and theinterestincomeof bondholders.’

Furthermore, appreciationof theyen might reducecorporatesavings, but
aso would discourageinvestment to the extent it was being undertaken on
the basis of current competitivenessin international markets. All in all,
regtrictions on capita outflowsfrom Japan would help modestly to reduce
the Japanesetrade surplus, but it would run strongly againgt both thedomes-
ticand theforeign (especially U.S.) pressuresfor capital market liberdiza-
tion over the past decade, and thuswould represent amajor reversd of struc-
tural policy.’

A fourth suggestion is that Japan should stimulate domestic demand
through greater fiscal stimulus--either.oy an increase in government
expenditureor by atax cut. From 1979-1984, Japan contracted fiscally by
three percent of GNP so thet the ** structural™ budget deficit now stands at
just over one percent. This contraction has contributed, as noted above, to
the emergence of a large trade surplus. Fisca expanson would mak a
reversal o the'*administrativereform™ to which the Nakasone administra-
tion, like its Suzuki predecessor, is committed. Fisca expansion could be
made more palatable, however, by concentratingthe effort on housing, in
which there is underinvestment compared with other countriesof compara-
ble per capitaincome. For instance, Jgpan could make mortgage interest
paymentstax deductibleand take steps toimprovethegrantingand the mear-
ketability of mortgagesin Japan, perhaps by creatinga secondary mortgage
marketin thefashionaof FannieMae. Thesemoveswould reducethe Ameri-

2 Net financial liabilitiesof the Japanesegover nmentare about 27 per cent of GNP, closetothe
ratioof the United Statesand notably higher than that of France and Germany, but lower than
theroughly 50 percent ratioof the United Kingdom. Muller and Price, Table A311.

3 For ahistory of recent U.S. effortsto persuadeJapan to liberalizeits financial markets, see
Frankel 1984. The impact of this proposal may be discovered soon, since Japanesepension
funds and lifeinsurancecompanieshave virtually reached thecurrent limit of 10 per centof their
portfoliosthat can beinvested in foreign securities. Thepractical issuesare whether that guide-
lineshould berevised upward, or tightenedto includeforeign-currency denominatedsecurities
issued by Japanesefirms, now excluded from therestriction.
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can ""competitive advantage” in producing fixed interest securities and
would hel p reducegrosshousehol d savingsin Japan by encouraginggrester
spending on houses and their contents.

A larger budget deficit, augmented by greater household borrowing,
would put upward pressureon interest rates, capital outflow would decline,
and the yen would gppreciate. Nationd savings would decline, and that
would reduce the trade surplus, unless the combination of higher interest
ratesand stronger yen stifled domesticinvestment. But sincethe higher rates
would be induced by greater domestic spending, the main impact (asin the
United Statesin recent years) would beashift of invesiment from theexport
sector togreater orientation toward thedomesticmarket.

Theimpact on the United States, tobe discussed bel ow, of fiscal gimulus
in Japan would be strengthened if such simulus were dso undertakenin
Germany and the United Kingdom; and if these countriesdid so, France
could aso beless redtrictive. As noted above (Table 3), Britain and Gar-
many now maintain structurally tight fiscal policies in the face o high
domestic unemployment. Both could relax somewhat in theinterestsof bet-
ter internal and externa balance. A concerted move by al these countries
would aso have the advantage of minimizing movementsin the exchange
rateamong their currencies, whilehelping al to appreciateagaing thedol-
lar.

Onesometimeshearstheargument, especiallyin Germany and toalesser
extentin other European countries, that fiscal expans onwould beinflation-
ary despite the high unemployment because of structurd rigiditiesin the
economy, which is heavily keyed to export rather than domestic demand. |
entertain cons derabl eskepticismabout thisargument in itsextremeforms.
But totheextentit hassomemerit, oneformof government expenditurethat
would not be inflationary is foreign aid, especidly if it is untied. Many
developing countries are financialy strapped at present, and would wel-
comewed |-placedfundsthat couldbe spentinany of theindustrializedcoun-
tries.

But all of these suggestionsrely on actions by other countries, possbly
under U.S. prodding. Belated U.S. suggestionsat the 1985 Bonn Economic
Summit that other countries should engage in fiscal expansion gpparently
were coolly received, in marked contrast with the concerted program of
action agreed at the 1978 Bonn summit.

Actionsby the United States

Andogous actionsto those suggested for Japan have al so been madefor
the United States, with reverse sgn: asurchargeon imports, atax on capital
mflows, and a reductionin the budget deficit. Again, the investment-sav-
ingsframework will be helpful in analyzingthem.
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An import surchargecould be selective (on Japanesegoods) or general.
Both have been proposed, and either could be imposed legidatively or by
Presdentid action under theTrade Act of 1974. What would be theimpact
of animport surcharge?It would of courseraisesome revenue, and thereby
work toward reducing the budget deficit. It would raise U.S. pricesto the
extent that foreign suppliers did not absorb the surcharge fully, and that
would permit U.S. firmsin competitionwith importsto raisetheir margins
and/or their volume of sales, thus increasing corporate profits. On both
counts there would be some reduction in the trade deficit, unless the sur-
chargestimul atedan offsetting boomininvestment. But thesetwoeffectsin
al likelihood would only represent afractionof the tendency of America
consumers to turn away from the taxed imports, leaving alarger incipient
improvement in the trade balance than can be supported by the associated
increasein tax revenuesand corporate profits; in thet case thedollar might
appreciate to restore the savings-investment balance, so export-oriented
firms and farmerswill be madewor seof f by the surcharge.* Moreover,ina
world ridden by external debt and by budget deficitsthat are dmogt univer-
sdly considered too large, a move by the United States to impose a sur-
chargeon importsis likely to be widdly emulated, and that could vitiate
what gainsthe United Statesgarnered and leavethe world asawholeworse
off.

The sdlective surcharge would run less risk of widespread emulation
(except perhagps againgt Japan), but would generate much lessin the way of
additiond savingsand morein theway o yen depreciationagainst thedol-
lar. The net effectislikely to depressJapaneseincome and investment, and
thet would leave both Jgpan and therest of theworld worseoff.

If yield-oriented capita inflow accounts for the strength of the dollar,
then one way to weeken the dollar might betoimposeatax on interest and
dividend paymentsto non-residentholdersof U.S. securities. To theextent
such ameasurecouldbe successfullylevied, it would reducethe budget def-
icit by the amount of the revenue. It would also, however, lead to higher
domedtic interest rates in the United States as the competition for funds
within the country drives them up. Higher domestic interest rates (not in
principle available to foreign investors, because of the tax) would reduce
domedticinvestmentto someextent, amanifetation of the** crowding out™
that was extensively predicted before observers redized how globally
mobilecapita isthesedays. Lower investment might lead to lower income

4 What happensdependson theextent towhich foreignexporter scut their prices, on thedegree
of price substitutability between importsand domestic goods, and on the mark-up over incre-
mental costs a which domestic producerscan supply the additional goods. The generalization
in the text ismorelikely the more foreignerscut their pricesand the higher the substitutability
for domesticgoods so long as the surchar ge exceeds the mark-up, but it will be less likely the
higher isthe mark-up on domestic goods.
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and output. A weaker dollar would permit higher domestic prices, hence
corporatesavings. On both counts the trade deficit would be reduced. On
theother hand, thegovernment deficit would increaseby thehigher interest
payments that would have to be made to the public, and thisfactor might
swvamptherevenuesraisedfrom thetax itself.

Moreover, thereiscons derablequestion how effectiveatax of thiskind
could be, given the multifaceted channel sby which capita flowsin today's
world. Would intra-corporate interest paymentsbetaxed?If so, it would be
an adminigratively complicated tax indeed; if not, corporationscould bor-
row from their subsidiaries abroad, and, via arbitrage, the U.S. market
would remain linked to the world market on atax free basis. Moreover, the
purpose of the tax would be to weeken the dollar. Yet the tax would not
apply to dollar securitiesissued outside the United States, and so long as
they remained attractive to investorsaround the world some upward pres-
sureon thedollar would remain.

In practicethereareingtitutional rigiditiesand arbitrageisincomplete, so
a plausibly comprehensivetax on interest payments with coveragefor the
obviousloopholeswould probably lead to someweskeningof thedollarand
someimprovement in the trade balance.

Themain obviousimpact of thesetax measureswould bethroughtherev-
enuesthey generatefor thegovernment. That suggests, asdid theanalysisa
theoutsetof the paper, that amgjor measureto weskenthedollar and reduce
thetrade deficit would beto reducethe budget deficit. Reducing the budget
deficit, itisargued, will lead to lower interest rates and lessforeign invest-
mentintheUnited States.' That in turn would weeken thedollar andimprove
thetradebaance(e.g., Feldstein.)

The smplestarting point for thisrecommendation is the savings-invest-
ment figures mentioned earlier, and shown again in Table5; U.S. private
saving was exceptiondly high in 1984, and domestic investment was nor-
md for aboom year. The budget deficit, however, a 3.4 percent of GNP,
was exceptiondly largefor aboom year, and absorbed not only the modest
excessaf privatesavingsover domestic investment, but drew in subgtantia
foreign saving aswell.

Moreover, the budget problem isa problem of thefedera budget; stete
and municipa governmentstaken together by 1984 were running asubstan-
tid surplusof $51 billion.

Virtually everyone now agreeson the need for areduction in the federa
budget deficit. Yet little happens because of political impass over how the
reduction should be split between non-defensespending, defensespending,
and atax increase, with President Reagan ingisting thet the main burden
must fall on nori-defensespendingand House Democratsins stingthat there
will be no more squeezeof non-defense spending (which if socia security
and interest paymentsare excluded declined in red terms between fiscal
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TABLES

Relation Between U.S. TradeBalanceand
National Savingsand Investment

196 1973 1079 1083 1984*

(percent of GNP)
Net exports 0.4 05 -0.1 -0.1 -2.6
Gross prTvatesavi ngs 170 17.2 16.8 173 184
Govern:nent budget surplus** 0.2 0.6 0.6 4.1 34
Gross dc:mestic investment 16.6 17.3 175 143 174

*-preliminary
**_Federal, sate, and locd

Note: Columnsmay not show equality due to roundingerrors and small tatistical discrepencies.

Source: Ca culatedfrom Council of EconomicAdvisers, Economic Report, 1985.

year 1981 and 1985) without asqueezeon defensespending, which rose$96
billion (61 percent) between 1981 and 1985, by an amount dmost equd to
the deteriorationin the externa baance. Many Senators and Representa-
tivesargue that atax increaseis aso needed to closethe gap-redlistically
speaking, it cannot be donethrough expenditurereductionsalone.*

A cut in government spending or arise in taxes operatesdirectly on the
savirlgsinvesment baance by reducing the budget deficit. But a a time
when theeconomy ishesitant, asharp reductionin the budget deficit would
certainly send theeconomy into recession, thereby leading to areductionin
interest ratesand an improvement in the trade deficit for undesirable-and
non-sustainable—reasons. It would hurt the United States and rest of the
world as well. The solution usudly and appropriately mentioned to deal
with thisproblem isto passsoon legidation that reduces future budget defi-
cits. Given theannua determination of expenditures, gradud reduction in
the prospective budget deficit can mainly be achieved by a phasad tax
increase and/or by a phased dimination of entire programs, or by scaling
back multi-year military procurement.

But aprogram cutting back on the prospectivebudget deficit will not nec-

5 Non-defense spending for all programs other than social security and interest payments are
estimated at $318 hillion in fiscal year 1985, against a budget deficit of $222 billion. Thus 70
percentof all thesegovernment programs—Ilaw enforcement, foreign affairs, highwaysand air-
ports, health programs (other than medicare), space, energy, agricultural support, etc.—would
have to beeliminated to eliminate the deficit.
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essarily lead to areductionin interestrates, aweskeningd thedollar,and a
beginning toward reducing the trade deficit. Short-term interest rates are
mainly influenced by the actua budget deficit, not much by futuredeficits;.
and it isuncertainhow soon or how muchlong-term interest rateswould fall
following apersuasivereductionin budget deficitsstartingin FY 1987. Lit-
tlemight happen at once. Indeed, positiveactionon the budget deficit might
lead toastrengtheningaf thedollar in theshortr un, asforeign confidencein
the U.S. ability to manageits affairsincreases and market dynamics rather
than changes in fundamenta economic factors dominate determination of
theexchangerate.

If asharpcutin theactuad budget will generate arecession and a persua
Sve cut in prospectivedeficits cannot be certain of effect, what is to be
done? The key to a soft landing is to substitute net external demand for
budgetary thrust, and, given the response lags, that requires that the
exchangerate be brought down morerapidly than the actua budget deficit.
Therefore, whét is nesded is action on the prospective budget deficit com-
bined with an easing of monetary policy.

How does monetary expansion help in the savings-invesment frame-
work? First, it lowers short-terminterest rates, thereby lowering business
cogts; net interest paymentsamounted to 4.1 percent of non-financia corpo-
rate business value-added costsin 1984. A declinein average interest rates
from 12 to nine percent would reduce costs by one percentage point. Sec-
ond, it would weaken the dollar and thereby fatten profit margins through
some combination of higher sales and higher markups. On both counts,
pressure on the manufacturing and agricultural sectorswould be relieved.
Whether thetrade deficit would be reduced is more problematic; it depends
on whether lower short-terminterest ratesand higher profit marginswould
simulateinvestmentin excessof theincreased corporateand farm savings.
If not, the trade bal ance would improve; if so, it would deterioratefurther,
though due to higher economic activity rather then to currency apprecia-
tion.®

Is the United States living beyond its means? In some sense, yes it is
drawing substantia net resourcesfrom therest of theworld. But U.S. unem-
ploymentisstill 7. 3percentand capacity utilizationratesar e only 81 percent
in manufacturing (and 80 percentin materials) even whilelarge volumesof
manufacturesand materiasare being importedfrom abroad.” Thisconfigu-
raion suggests a lack of competitivenessrather than a high pressure of
demand pulling resources into a fully utilized economy. f U.S. competi-

6 Therewould also beamodest direct effect of lower short-term interest rateson the trade bal-
ance, sinceforeigner sarenet holder sof short-terminter est-bearingclaimson the United States.
That effect would r elieve somewhat downwar d pressure on thedollar.

7 CECDestimatessuggest that the U.S. economy wasoperating4 to 5 percent below capacity
in 1984.
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tivenesscould beimproved, domesticoutput would riseand satisfy someof
thedemand thatis now being satisfied by imports. The higher output would
generatetheadditional savingsthat woul d, absent an investment boom, per-
mit a declinein net foreigninvestment in the United States. Thus to the
extent that a monetary-policy induced depreciation of the dollar simulated
output, incomes and savings, it would reduce the trade deficit as well.

Of course, the Federal Reservemay understandably hesitate over adopt-
ingapolicy of greater monetary expans on. It has been successfully engaged
infightinginflationaryexpectations. Moreover, the policy suggestedwould
actudly result in some domestic priceincreasesfollowing depreciation of
the dollar. However, priceincreasesfrom a depreciation of the dollar are
inevitable sooner or later, and they are less likey to revive inflaionary
expectationsin thecontextof apolicy that isdeliberate, fully explained, and
takeninabroader contextof economicdowdown and desiredfiscal contrac-
tion.

Therisk of revived inflationary expectationscould be reduced further if
the Federal Reserve undertook monetary expansion by buying foreign
rather than domesticsecurities, at least beyond itsnorma monetary targets.
Such an action would have threedesirableeffects. First, it would makethe
symbolicaly ussful point thet the Fed is not smply monetizing the federa
deficit. Second, it would signd that the Fed is concerned about the
exchangeratedf thedollar in termsof other mgor currencies, and will take
it into account in framing monetary policy.® Third, the process of selling
dollarsfor yenor German markswould put direct downward pressureonthe
dollar relativetothesecurrencies. Suchamovewould beofficialy welcome
by thosecountrieswhich haveoccas ondly urged the United Statesto closer
cooperation in exchanger ate management. Appreciationof thelr currencies
would reduce their trade surpluses, and would provide encouragement to
greater fiscal stimulusto take up the-dack.

OF course, purchasingforeign securitieswould put lessdownward pres-
sureon Treasury hill rates than would purchases of Treasury bills, but the
increased bank reservesthat would result from Fed purchases of foreign
exchangewould result in alowering of short-term interest rates as banks
expand their invesmentsand loans.

What is suggested here is that the Federd Reserve should engage in
unsterilized exchange market intervention. There is little doubt that such
action can influence the exchange rate. It is sometimes suggested that the
Fed should intervene in the foreign exchange market to influence the
exchangeratewthout atering the path of monetary magnitudes; i.e. that it

8 Ronald McKinnon (1984)ar guesthat the Fed should go much further and actually key mone-
tary policy totheyen and DM exchanger ates, in conjunctionwith acollabor ativeeffort with the
Gennan Bundesbank and Bank of Japan to control thegrowth of thejoint U.S.-Japanese-Ger-
man money supply.
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should engagein sterilized intervention, offsetting the monetary effectsof
foreign exchange purchases by sales of domestic securities. It has lately
become fashionableto assert, citing Fed staff studies, that sterilized inter-
ventiondoes not in fact influencetheexchangerate beyond somevery short
run. Yet the Fed studies| have seen suggest a much more agnostic position
than this contentionclaims, and | consider sterilized intervention useful in
certaincontexts.® However, in presentU.S. circumstances, wherethedollar
ished strong by deficit-drivencapital inflows, serilizedintervention would
not be helpful beyond a signd of the Fed's interest in the exchange rate
(which however itsdf might be important in shaping exchange market
expectations), becauseit would tend to widen rather than narrow theinterest
ratedifferentiasthat are in largepart driving thecapita flows. Moreover, it
would be premature, beforeasustainablebudget i sreestablished, toadopt a
sysem of target zonesfor exchangerates.

Concludingobservation

In many ways, theproblem that the United Statesfacesissimilar tothat of
adeveloping country in need of a stabilization-cum-deval uatiorpackageof
policy measures. Thereareof coursesomeimportant differences, revolving
around thefact that the United States hasafl oating currency and largecapi-
td inflowsthat aredirectly responsiblefor keeping thecurrency strong. But
thereare aso someimportant Ssmilarities, revolvingaround alarge budget
deficit and acurrency that (on the arguments given above) is unsustainably
strong. So let us pursuetheana ogy further.

Theartful task of stabilization policy is to reducethe budget deficit and
improve the trade balance without driving the country into an economic
dump. Thisbaancing act isaccomplished by cutting the budget deficitand
simultaneously devaluing the currency, so that increased (net) export
demand can replace the cutback in government demand (or in household
demand, if atax increaseisinvolved.) Eventhen, for acountry with alarge
trade deficit, theimpact of the devauation may itsdf be contractionary at
first becausethe public must pay morein homecurrency for importsbefore
they haveachanceto adjust their pattern of expenditures(or before domes-
tic businesses have an opportunity to produce replacementsfor the
imports).*® Thestimulusto exportsw beexpansionary but not initialy by
an amount that will offset the contractionary effect of higher expenditures
onimports.

This timing factor from currency depreciation suggests another reason

9 See the summary in Henderson and Sampson, 1983.
10 Thisfactor will belessimportant for the United Statesto theextent that foreign exporters cut
their pricesinorder to maintain their positioninthe U.S. market. But that practicehasitslimits.
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why thefiscal contractionshould begradual, and thecurrency depreciation
should be brought about as rapidly as possible, if necessary with policy
encouragement. In other words, if the passagedf a budget packagedoesnot
at oncelead to an anticipatory declineininterest ratesand thedollar (asl sus-
pect it will not), the monetary authorities would be well advised to push
interest ratesand the dollar exchangeratedown.
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