Overview

William Poole

| wasinvited to this conference, | assume, as one who frequently com-
ments on monetary policy. My overview, however, may disgppoint our
Kansas City Fed hass—assuming they are looking for some controversy to
enliven our procesdings—for | will say nothing nasty about the monetary
authoritiesin the present context. The strong dollar isnot primarily amone-
tary phenomenon.

I will, perhaps, redeem my reputationby saying at theoutset thet | dissent
from the standard view expressed at this conferencethat thedollaris mes-
Svely overvaued today and must inevitably depreciate subgtantialy over
theyearsahead. In my view, thereisinstead roughly an even changethat the
dollar will appreciaterather than depreciate.

As| read theconferencepapersand hear thediscussion, thereisconsder-
ableagreement that the strong dollar isared and not a monetary phenome-
non. Ron McKinnon emphasized that monetary policy is concerned with
nominal magnitudes. But over the past few years we have seen changesin
thered exchangerateandin thered rateof interest that are far beyond whet
we could reasonably expect to occur for purely monetary reasons.

Themodd

Asafirst gpproximation, theappropriatemode for exploring theserecent
exchange and interest rate developmentsis one that concentrateson red
cons derationsand omits monetary ones. There seemsto be genera agree-
ment on the characteristicsof the appropriatemodd. Abovedll, the mode
mugt provide an integrated trestment of stocks and flows of assets. The
exchange rate is an endogenous variable and we want to use the modd to
understand how changesin exogenousvariables haveyie ded thestrongdol -
lar.

Assume that there was an initid equilibrium in about 1980 with an
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gpproximatecurrent account baance. If we want to be fancy we set up the
modd so that the initia equilibrium has a dight current account surplus,
which meansthat the United Stateswasinvestingin foreign assets. With thet
wrinkle, our initia conditionsinvolveaccumulationof net foreignassetsat a
ratethat sabilizestheratiodf thoseassetsto GNP.

Then, in 1981 there was a mgor changein U.S. fiscal policy, and thet
changedisturbed theinitial balance-of-paymentsand exchangerateequilib-
rium. | discuss the precise nature of thisfiscal policy change shortly--the
detailsarevery important. At themoment, though, Smply notethet the new
fiscd policy produced a mgor increase in the real rate of interest in the
United States.

Theincreasein the red rate of interest led initidly to an atempt by for-
eigners to move capitd into the United States and by U.S. resdents to
reduce capital outflows. That initid effort was unsuccessful, but did have
theeffect of bidding up the valueof the dollar. Over timethe higher dollar
induced acurrent account deficit--thecurrent account reectswith alagtoa
changed red exchangerate. Thiscurrent account deficit is thereal counter-
part of the capitd inflow.

After the short-run current account adjustment is completethe dollar hes
greatly gppreciated from its initid level in 1980. Thereis a large current
account deficit and capita account surplus. These conditionsaredl part of
the same phenomenon—the responsedf theeconomy to thechangein fisca
policy.

Now considerthecritica festuresof theintegrationof stocksand flowsin
our modd. Thecapital flow year by year changesthe stock of U.S. net for-
eignassats. A condition for asustainablestuationisthat net foreign assets,
whether they be positiveor negative, cannot go to infinity asapercentageof
GNP. Sowecan makethissmpleobservation: a somepointtheannual cap-
it flow into the United States must dow and this reduced capitd inflow
must beaccompaniedby dollar depreciation. Thereasonisthet thereisnoth-
ing in the modd so far other than dollar depreciation which can changethe
current account and the corresponding capita inflow.

Rationa market participantsare, of course, assumed to understand this
modd. All isinorder if dollar depreciation proceedsa arateegua tothedif-
ferentid between U.S. and foreign interest rates. Thisgradua depreciation
o thered vaued the dollar dowly reducesthe current account deficit. A
new long-runequilibriumisestablished when the current account deficit has
declined to the point where the growth of U.S. net foreign liabilitiesequas
thegrowth of GNP.

Cdculations by Paul Krugman and others suggest that these numbers
don' fit together. If thedollar depreciatesat arate given by theinterest dif-
ferentia, then the dollar will be too high for toolong and the accumulation
of U.S. netforeignliabilitiesrelativetotheszedf theeconomy will become
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unsustainebly large. Thus, itisargued thet thedollar must for atime depre-
ciate much morerapidly than therategiven by theinterest differential.

But thereis more to thisargument. The fisca policy changein 1981 is
unsustainable because the price tag--the budget deficit--has proven too
large. Therefore, when the budget deficit is reduced—as it must be-the
initia fiscal disturbancethat raised interest rateswill bereversed. U.S. red
interest rates will fall and that event will cause thedollar to depreciaterap-
idly. In other words, oncetheinterest rate prop holding up theexchangerate
isremoved, thedollar will crumble.

These are the considerationsthat have led amost dl participantsat this
conference, and many other anadydts, to believe that the dollar is unsus-
tainably high and must without questionfall & arate much greater then the
differential betweeninterestratesin the United Statesand abroad. Thelogic
is straight-forward and yet the result is troubling. How can the market,
which has been demongtrated to passeconomigts testsof market efficiency
and rational expectationswith agradeof at least A-, be committing such a
massive and obvious mistake? Perhapsiit is the economists, who are not
notorioudy successful speculators, who are making the massive mistake.

M odifyingthemodd

if the modd is yielding the wrong resultsit is not because thelogic is
wrong. Something must be left out, or the premises must be wrong or
incomplete. Todter theresults| will bresk into themode in twodirections,
first by examiningmorefully the nature of thefiscal policy changein 1981,
and second by examining the relevanceof economicconditions abroad.

Most observershave concentrated on thedeficit effectsof the 1981 fiscal
policy change. At this conferencethere has been only alittlediscussion--
very much toolittle-of theeffectsof the changein the corporatetax laws
on the after-tax red rate of return on new businessinvestment. Thisisan
important issue becausein our general mode thereis an equilibrium condi-
tion thet saysthat thered rate of return on financid assets, or what may be
cdledthered ratedf interest, hasto beconnected to thered ratedf returnon
physicd capitd.

Theequilibrium condition at the present high level of abstraction is thet
red ratesof returnon physica andfinancia capital must bethesame. These
ratesof return must, of course, both be measured on an after-tax bads. This
equilibriumconditionisof exactly thesametype astheonethat theexpected
ratedf depreciationof thedollar hestoegua thedifferencebetweenthered
raedf interestin the United States and abroad.

Thefiscal policy changein 1981 reduced businesstaxation by avery large
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amount. I n addition--andhereis my onereferenceto monetary policy--the
lower ratedf inflationafter 1981, engineered in part by the Federal Reserve,
interacted with thedepreci ationprovisionsof thecorporatetax law tofurther
raise the after-tax red rate of return to new investment. This effect ooocurs
becauseorigina cost depreciationis more vauableto firms at lower infla-
tion rates.

In theshort run thepre-taxinterna rateof return on new investment can-
not be affected by changesin the budget deficit or tax policy. Among other
things, thepre-tax returnisdetermined by thecapital/labor ratioin theecon-
omy. Thestock of capital initidly iswhat it is. Becausethecapital stock is
very large compared to the annud flow of new investment, the pre-tax rate
of returnisfixed in theshortr un by themargina product of capitdl & theini-
tia capita stock. Thereduction in the tax rate applying to new investment
must, therefore, in the short run increasethepodt-tax red rate of return on
new investment. Given an increasein the podt-tax rate of return on new
physica investment, the after-tax redl rate of return on financial assets must
dsorise

Mos of theincreaseof thered rate of interest after 1981 isdueto this
changeintaxationof capita. Asemphasizeddready, the tax reduction was
due partly to changesin thetax law and partly to thelower rateof inflation.
Nevertheless, thequestion of therelativecontributionsto the high redl rate
o interest of the budget deficit per seand of the changein the taxation of
capitd remains. | don't know the relative contributionsand neither does
anyonedse. But my consdered professiona judgment —therwise known
as ahunch—is that we should be talking about atwo-thirdd one-third split,
with the tax effect accountingfor the two-thirds and the budget deficit for
theone-third. That isagood enough guessfor present purposes.

The 1981 changein businesstax policy ispotentidly a permanent change
in our tax law. The lower rate of inflation is dso potentidly a permanent
changein U.S. policy. My interpretationof thestrongdollar isthat the mar-
ket is betting that the necessary reduction in the budget deficit will be
accomplished without a mgjor increasein businesstaxes. If thereal rate of
return on capital is maintained, then policy adjustments will not have a
major effect on thered rate of interest and will not much affect the basic
determinantsof international capital flows.

Indeed, | challengeanyoneto find me an exampleof a country that has
suffered a depreciating currency as a result of putting its fisca house in
order. Thelikely result of putting our housein order—if wecan doitin a
congtructivewey—is that wewill find ourselvesin astronger positionrather
then awesker one. Thedollar will then appreciatefurther rather than depre-
ciate.

Maintaining an attractiveinvestmentclimatein the United Stateswill sus-
tan ahigh ratioof new investmentin plant and equipment relaive to GNP.
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Asthe U.S. capital stock growsrelaiveto the path it would otherwisefol-
low themargina product of capital and thered ratedf return will gradualy
fal. However, this process will be a dow one because the annud flow of
evenahigh rateof invesmentissmall relativeto thecapital stock.

Muchof thenew investment, however, will befinanced from abroad and
thereturnsfrom theinvestmentwill haveto be devoted to servicing foreign
creditors. Thereisnothing unsustainableabout such asituation. What woul d
be unsustainable would be accumulationdf foreigndebtsto financecurrent
consumption, for in that case there would be no extracapital formation to
providetheincometo servicethedebt. Thebudget deficit mattersinsofar as
it depressesnationd saving. Theevidenceisnotal inontheeffectsof recent
deficitson saving, but the deficits seem to have reduced nationa saving to
someextent, dthough not by thefull amount of the deficit.

There are severd other directionsin which we can breek into this basic
model. The current account balancecould change at the present exchange
rate. First, Europeanand L atin American economiesshoul d recover, raising
U.S. exports. Second, theU.S. recovery after 1982 hasinvolved avery high
level of domestic investment, and that investment was partly satisfied by
importsof capital goods. Thiscomponentof import demand will fall asthe
cyclicd part of the U.S. investment boom tgpers off. Invesment might be
high in the secular sense but il not as high as experienced in the early
stagesdf recovery.

Third, if countries abroad change their domestic policies to promote
growthand capital formationtheir currencieswill strengthen against thedol -
lar ascapita flowstothesecountriesingtead of tothe United States. But it is
very unlikely that other countries will al change their policies together.
Thus, the dollar on average may depreciate only dowly, first againgt one
currency and then against another. Stronger foreign economieswould obvi-
oudy behighly congtructivefor theworld economy asawhole. But thereis
littlethe United Statescan do to encouragebetter policies abroad, other then
to set agood example.

Fourth, asemphasized in acomment by Roger Brinner, thered return on
physica capitd may be significantly above the cost of borrowing from
abroad. Thereis nothing unsustainable about borrowing a six percent and
earning 12 percent on our physica capital.

These considerationsexplain why | dissent from the prevalling view &
thisconferencethat thered dollar exchangerateisexcessvely highand will
inevitably fdl —fdl much more rapidly than the dow declinegiven by the
interest parity condition. There is nothing inevitable about the policy
changesthat would entail such aresult. if the United Statesretainsan envi-
ronment conducive to capital formation, then there is every reasson to
believethat thedollar will remain strong and perhgpsstrengthen further.
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Additional comments

| have three very short additiond comments. First, the macro mode
appropriatefor analyzinginflation isvery mideading under present circum-
gtances. Therewere mgjor changesin relativepricesin theearly 1980s, and
neglecting them introduces maor errors into the anayss. Second, | am
annoyed by referencesto the presentfloating ratesysemasa’’ nonsystem.”
Wewould not refer to asystem of deregulatedair travel asa ' nonsystem;
central planning is not theonly way to organizecommercid aviation, and it
isnot theonly way to organizeinternational finance.

Findly, the floating rate system is only about 15 years old. In the past,
under both the gold standard and the Bretton \Woods system, floating rates
wereregarded by governmentsand marketsasatemporary phenomenon. In
contragt, the present system is regarded as & |east semi-permanent. This
sysemisyoung; governmentsand marketsaretill learning how thesystem
works. So alsoareeconomists.



