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| have the feding that | was invited to this conferenceas a dissenting
voice. | will nat disappoint you, but | must begin by acknowledging thét |
am in agreement with the conclusion of Richard Cooper's paper thet the
grong dollar and thelargetradedeficit areadirect consequenced monetary
policy. | dso believe that Professor Cooper, dthough he has I ft the price
effectsout of hisanadysi's, hasdoneagoodjobd showingthe problemswith
many of the commonly proposed **solutions” to the U.S. trade deficit.
Thereare someissues where | disagreewith Professor Cooper. | believeit
will be helpful to thisconferenceif | fold my disagreementsinto a broader
policy context that, | believe, will strengthen Professor Cooper's paper.

Economists generaly have misinterpreted Reagan administration policy
asamix of loosefiscal policy and tight monetary policy. | do not know whet
accountsfor thismisinterpretationof adminigtration policy other than habit-
ud Keynesianwaysaf thinkingthat precluded anyonelooking at theadmin-
istration'sown statementsof its policy and & theactud facts.

The adminigration quested and planned on the bass of a different
monetary policy than theonethat theFed delivered. Theadministration was
looking for a50 percent reductionin therateof M1 growth spread over asix
year period. It did not expect 75 percent of thisreductionto show upthefirst
year, nor did it expect the volatility that has characterized monetary policy.
Toquotefrom the February 18, 1981, report that announced the administra-
tion's economic policy: ** The economic scenario assumes thet the growth
ratesof money and credit are steadily reduced from the 1980 levelsto one-
half thoselevelsby 1986."

Theadministrationcertainly hed nointention of attempting to cureinfla:
tion overnight with a recessonary monetary policy. Indeed given the con-
draintsof conventiond thinking at the time, such a policy would have hed
no credibility. Forecasting models such as DRI hed a "'core rate of infla-
tion' of 10 percent, which establisheda 10 percent inflation floor even with
restrictivemonetary and fiscal policies. Moreover, adminigtration policy-
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makers wanted to bresk the roller coaster cycle of fighting inflation with
unemployment and viceversa.

The same unexpected monetary policy that produced a sharp and unex-
pected disinflationproduced the large unexpected budget deficits thet have
been misinterpreted asaloosefiscal policy in Keynesanterms. Theadmin-
istration did not expect thesedefidit —nor did any other forecaster because
no one predicted the sharp and sudden disinflation.” The adminigration's
goas were to reduce federa expendituresand revenuesto 19.3 percent of
GNP by 1984.

Itisperhapsuseful torecall how unexpected thedisinflationwas. In 1981
the Reagan administrationprojected a1982 inflation rate of 8.2 percent and
waswidely ridiculedfor its**rosy scenario.” That year | hed toded inpublic
forums with large numbers of academic and Wall Street economists who
wereconfidentthat inflationcould not fall aslow as8.2 percentin 1982. The
actud figurecamein at 3.9 percent.

Itisingtructiveto recdl the inflation hysteria to which economists con-
tributedin 1981. | remember ameetingof theFederd ReserveBoard with its
academic consultants & which prominent economists maintained that
monetary policy wasa'*'wesk sister." They were convinced that thecombi-

‘nationaf tax cutswith adouble-digitcoreratedf inflation meant that mone-
tary policy could, a best, conduct a week rearguard action. Chairman
Volcker wasconcerned that arise in inflation would be blamed on the Fed.
In the time honored Washington way, he acted to protect hisingtitution and
smply turned off the money, reasoning that an adminigtration with mone-
tarigtsin officecould not blamethe Fed for infltion if there was no growth
inM1. Thereisevery indicationthat \Volcker did not anticipatetheresul tsof
this policy and that hewas surprised by thetelephonecall from theMexicans
in the summer of 1982. He responded to the Mexican crisis by telling the
Treasury Secretary thet hewasgoingtolet interest ratesgointoa* freefdl.”
And they did, despite massive upward revisonsin the deficit forecasts
issued by the Congressional Budget Office and Henry Kaufman.

The recession was unexpected d<o. Literdly everyone® knew" that the
problem was inflation. When on the adviceof my office Secretary Regan
warnedin thefirst week of August 1981 that the Fed's monetary policy was
leading the economy into recession, he was greeted with incredulity. Two
months passed before he was willing to make ancther public statement. By
then the Stuation was desperate. Regan again called for the Fed to honor its
own targetsand to loosen theextraordinarily tight monetary reins. Theonly

1 |n additiontothecyclical increasein thedeficit, the r ecesson contributedto the structural deficit.
Becauseof therapid fall in inflation relativeto economic for ecasts, the revenuelossfmm the lower
nominal GNP ispermanent aslongasinflation remainsdown unlessthe previouspesk nominal GNP
growth ratecan be achieved from real GNP growth.
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result was another load of ridicule dumped on the Treesury Secretary.

Economists should understand that the nominad GNP forecast is the key
tothedeficit forecast. If nomina GNPisfar bdow forecast, the deficit will
befar aboveforecast. The nomina GNP levelshave been far below every-
one's projectionsin 1981. It does not serve the purpose of understanding or
the interests of sound policy to equate the unexpected results of an unex-
pected monetary policy with the adminigration's fiscal policy. The same
monetary policy thet disinflated and restored the dollar's value (Figure 1)
produced the budget and trade deficits.

FIGURE1
Money Growth Ratesand Growth Ratesfor the Vaue
of theDollar Over Sdlected Periods, 1977-Mid-1985
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Source: Federa Reserve Board. Dollar valueis based on Federal Reserveindex of weighted-aver-
ageexchange valuedf U.S. dollar against currenciesof other G-10 countries plus Switzer-
land. March 1973 = 100.

It isimpossible to believethat theinflation rate could unexpectedly drop
fromdouble-digitratesback totheratesof the1960sand for thedollar not to
change in value. Economigts, if not journdists and politicians, should
understandthat the Fed cannot s multaneously makethedollar amoredesir-
able currency in which to hold assets and fail to meet the increased world
demand for dollarswithout thedollar risng in value. Part of thedollar's rise
in vaueisduetolower tax ratesincludingthelower ratesresulting from the
lower inflation. Thetradedeficitisamanifestation of an adjustment process
that was set in motion by achangein the inflation and investment climate.

Thisrelationshipshould be self-evident to economists. It makesit diffi-
cult to understand the overwhelming emphasison budget deficitsas the key
to the dollar's risein value-especially when the linkage between budget
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deficits and interest rates is wesk or non-exigent over the period of the
recent U.S. experiencethat they are supposed to explain. Equaly curious
are economistswho believed quite strongly in the Phillipscurvein 1981 but
who writeand spesk today as if fighting inflation isafreelunch. All of the
adjustments (seen as costs in many quarters) associated with lower than
expected inflaion—a stronger dollar, the trade deficit, budget deficits
larger than projected, and the erosion of asset va ues underlying the world
debt sructure—have been attributed tot ax rate reduction. Perhaps political
and ideol ogical oppositionon digtributiona groundsto the supply-sidepol-
icy have crowded out economic thinking. Or perhapsit isjust thesalf-inter-
est motivea work protecting human capital.

FI QURE2
Ratesof Growth in the Capital-L abor Ratio,
Productivity, and Real Net Capital Stock
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Note: Capital-laborratio is real net capital stock (grossstock less replacement requirementsand
pollution abatement expenditures)in the private businesssector divided by thecivilian labor
force (excluding government).

Productivity isoutput per hour of al personsin the private businesssector.

Concerningtheadminigtration's fiscal policy, perhaps never hasapolicy
been so willfully misunderstood. The purpose of the adminigtration's t ax
and budget policy wasto reducethecost of |abor and capital in order both to
spur red economic growth and to addressthe nation's competitivenessprob-
lem. As Professor Cooper notes, unemployed U.S. resources indicate a
competitiveness problem rather than excess demand from excessivefisca
gtimulus. Thiscompetitivenessproblem predates the dollar's recovery.
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In the 1970sdespiteaweskeningdollar, theexternal postionaf theU.S.
deteriorated. The competitivenessproblem hasitsorigin in the collapsein
the growth of thecapital-laborratio and labor productivity during the 1970s
(Figure2.) Asaresult, high priced U.S. labor was no longer shielded from
foreign competition by strong productivity growth. Thefocuson exchange
ratesaloneoverlookstheimpact of risingtota factor costs.

During thelate 1960s and the 1970s policymakerstrained in the Keynes-
ian tradition focused on theincomeeffects of fisca policy and overlooked
the relative price effects. Consequently, the tax component in the cost of
production roseasinflationeroded thered valued depreciation alowances
and pushed taxpayersinto higher tax brackets. In the Keynesan mode,
margind tax rates and theshareof GNP collected in revenuesare unimport-
ant aslong as the government spends the money. In the supply-side mode,
taxationisthe main policy varigbleaffecting the cost of capital and labor.

It would not be fair to Professor Cooper's paper for me to settle these
issueshere. However, it wasnecessary for metoraisetheminorder to prop-
erly evauae Professor Cooper's policy recommendations. He cdls for a
tighter fiscal policy and alooser monetary policy. | favor the same palicy,
but | believe that our thinkingis quite different. We both want to improve
U.S. competitiveness. Professor Cooper isaddressingthisproblem by seek-
ing to lower the exchange value of the dollar. He believes thet reducing
future budget deficits will lower interest rates and capitd inflows, thereby
lowering the dollar exchangerate, while the Fed smultaneoudy achieves
the same result by pumping more dollarsinto the currency market. In Pro-
fessor Cooper's gpproach it makes no difference whether the deficit is
reduced by cutting spendingor by raising taxes, becausehisgod it to lower
interest ratesand reducecapita inflows.

In my approach, how thedeficitisreduced makesal thedifferencein the
world. Since our competitivenessproblem is not one merdly of thedollar's
exchange vaue, the approachtaken to deficit reduction is the key. Cutting
federa spending would free red resourcesfor the private sector and lower
the cost of U.S. production, making the U.S. more competitive. On the
other hand, higher taxeswould reducethetradedeficit by raising thecost o
capita (and labor), thereby causing capital outflows. The increased factor
cogts would raise the cost of production in the U.S. and worsen the basic
cause of our competitivenessproblem. Similarly, if during 1980-83 other
countries achieved the **fiscal contractions” that Professor Cooper men-
tionsthrough tax increases, we have an overlooked causedf grester capitd
inflow intotheU.S.

Inconclusion, | think that Professor Cooper isto becongratulated for rec-
ognizing therole played by monetary policy in thedollar's recovery and for
demondtrating the smplistic nature of many proposed solutions to **the
problemaf thehighdollar.” However, U.S. competitivenessisnot merdy a
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matter of thedollar'sexchangevaue. A Keynesian perspectivedonecould
resultin thefiscal sidedf his recommendation being implemented in away
that would worsen the long-term problem of U.S. competitiveness. For
example, recent work shows that investment in equipment is much more
sengtiveto changesin tax ratesthan to changesin interest rates.? Weshould
note that theseveral tax increasessince 1982 (Tablel) havefailed to reduce
thedomesticand externa deficits.

TABLE 1
What isL€ft of the Tax Cut?
FY 1981 - FY 1989
($ billions)
Fiscal Yers
1981 through 1989
Tax Cut: Economic Recovery Tax Act -$1,488
of 1981 (ERTA)
Tax Increases: Inflation-Induced Bracket Creep +$650
1977 Socid Security Tex Rate
Increases +$287
Tax Equity and Fiscal Responsibility
Act of 1982(TEFRA) +$311
Gasoline Tax Increase +5$28
1983 Social Security Amendments +$90
“‘Downpayment” +$101
Other +$9
Tota Tax Increases +$1,476
Net Tax Cut $ 12
Nine Year Average Net Tax Cut $ 14

The linkage necessary to the deficit theory of the dollar's risein vaue
requiresincreas ngcapital outflowsin responseto higher U.S. interest rates.
However, the net capita inflowsdo not seem to be primarily aresponse to
interest rates. Thedataindicatethat the main source of the net capitd inflow
isacollapsein U.S. capita outflowsfrom $119 billion annudly in 1982 to
$21 billionin 1984. Thissharp reductionin U.S. capita outflows seemsto
be due primarily to a portfolioadjustment resulting from U.S. banksress-
sessing their third worldexposure. Itislikely to haveoccurred regardlessof

2 AldonaE. Robbins,Gary A. Robbins,and Paul Craig Roberts, ** The Relativel mpact of Taxation
and Interest Rateson the Cost of Capital," in Dale Jorgenson and Ralph Landau, eds., Technology
and Economic Policy, (Cambridge, Mass.: Ballinger, 1986.)
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theleve of U.S.interest rates. If indeed the capita inflowsreflect aportfo-
lioadjustment tolower U.S. inflationand tax ratesand to over-exposed U.S.
bank capitd in foreignloans, the dollar should drop oncethe adjustment is
completed, and with the usud lagsthetradedeficit will correct.

On closer examination economists might find that the current account
deficit is explained by internationa portfolio adjustments. The view that
capital inflowspassively finance acurrent account deficit resulting from an
overvauedcurrency isan exampledf out of date habitua waysaf thinking.
Inaworldin which money and capita marketshave been internationalized,
capitd inflowscan forcecountriestor un current account deficits. If theini-
tigtivelieswith capital inflows responding to disinflation, grester economic
and politica stability, higher after-tax ratesof return on red investment, and
cutbacksin capitd outflowsfor'sound portfolio reasons, the picturethat has
been painted by some of the tax cuts launching the U.S. on an excess
demand consumption bingethat isfinanced by highinterest ratessuckingin
foreign capitd isslly in theextreme.



