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Otmar Emminger

Thedollariscertainly themost frequently discussed economicphenome-
non of our times. Wherever | go | am asked (because in the past | had for
many yearsa lot to do with the dollar): what about the dollar? Will it con-
tinuetofall?Will it riseagain? And if it should continuetofall, will it bea
gentledide towardsa soft landing, or will it end in acrash landing?Why is
there so much discussion about the dollar?Thereare threereasons:

Thedollar value— Themost important pricein the world economy

First, the dollar's exchangerateis at present the most important pricein
theworldeconomy (whileten yearsago onewould probably have attributed
thisrole to the il price). The high dollar — even at the present DM 2.80
exchangerateitisstill quitehigh (higher than at theend of 1983) — hashad
an enormousimpact on the world economy. It has affected the competitive
positionof other industrial countriesversusthe United States, theU.S. trade
balance, the structure and development of world trade, the prices of com-
moditiesand other internationallytraded goods, and price inflation both in
the United States and elsewhere. More recently the high dollar has been
called the mgjor drag on the American economy. And it hascertainly been
the foremost cause of protectionist pressures which threaten to undermine
our trading system. No wonder that the high dollar hasbeen asubject of dis-
cussion and complaintsat severa economic summit meetings, althoughin
my view the complaintsof other countries have since 1984 assumed more
the character of ahabitual rite, since most industrial countries have learned
tolivewith ahigh dollar and have drawn from it more benefits than disad-
vantages.

A second reason why the dollar is so ardently discussed is becauseit is
such a controversia subject. Its behavior has seemed to defy d| conven-

This paper was presented as the symposium's luncheon address

B



94 Otmar Emminger

tiona wisdom. At least until the beginningof 1985, we could wetch arather
paradoxicd, if not **perverse,” spectacle: the more the American budget
deficit and trade deficit increased, the higher rose the dollar." What would
havemaded| other currencieswesk seemsto have strengthened thedollar.
We have dready heard a thisconferencesome interesting viewsabout this
strange connection between high budget deficitsand astrongdollar.

A third reason for the worldwide keen interest in the dollar is concern
about the future. What will happen to the world economy if and when a
definitivereversa of thedollar trend should lead toamuch lower level of the
dollar's exchangerate? Thisconcernis, of course, basad on the belief that
the present externd positionof theU.S. economy isin thelonger run unsus-
tainable, and that sooner or later the budget deficit chicken and its conse-
guenceswill comehometo roost — and that thismay severely hit thedollar
and, in itsconsequence, also American interest rates. | don't think onecan
get around thefact that the present external paymentspositionisfragileand
representsa’* high risk Situation.™ It mekesthedollarand the U.S. economy
dependent on the unpredictable and uncontrollable whims o international
capitd flows. Thedollaris performingacircusact, and thereisno net under
it. My view has been for along timethet the uncertain futurecf thedollar is
becoming much more an American problem then a problem for the other
countries—although they, and particularly the high-debt countries, may be
greatly affected, too.

Thetopic assignedto meistheinternationa roled thedollar. Sol shall
first make afew general remarks on how thisrole hasevolved over recent
years. Second, | will discusstheinternationa impact of thehigh dollar, and
third, ventureanbit into thefoggy areaof future prospects.

Ganerd remarkson theinter national roleof thedollar

The powerful postion of the dollar is not only based on its being the cur-
rency of the largest and most powerful economy. It goes beyond that
becausethedollar fulfillsauniqueroleasaworld currency.

Thisrolehas undergonesome changesover thelast 15 years. Until 1971
we had thegold-dollar sandard which gave thedollar akey role, asthesys-
tem's official link to gold and as the anchor for other countries’ parities.
When President Nixon suspended the gold convertibility of the dollar in
Augugt 1971, many experts—both ingde and outsi de America— expected
thet thished finished thekey roleaf thedollar in theworld monetary system.
They believed that thedollar hed becomeanorma currency likedl theoth-

! The height of absurdity was reached when a leading European financia newspaper (Financia
Times, July 20) wrote: ** This week's news that Congressiond talks about cutting the U.S. deficit
have broken down may have been the best newsfor thedollar in months... The budget deficit both
keepsrateshigh...and it discourages the Fed from easing further.”
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ers, and that the United States now had lost what deGaulle had cdled the
“‘exorbitant privilege” of financingitsexternd deficitswith itsown domes-
tic currency.

These assumptions have proved thoroughly wrong. The dollar has not
only maintained its special position, it hasin somefieldseven enlarged it.
Although we no longer have an official dollar-exchange standard, we are
living defacto in alargely dollar-based internationd financia system.

First, thedollar hasremained by far the most important reserveand inter-
ventioncurrency. Since August 1971, central bankshave nearly quadrupled
their reservesaof inconvertibledollars: And theinternational banking system
has built up even much larger dollar holdings since the beginning of the
1970s. Thus the dollar has remained the main provider of international
liquidity — contrary to the well-known predictionsof Professor Triffinand
others — and has carried thisrole even to excess. Even without gold con-
vertibility, the United States enjoyed until recently the **exorbitant privi-
lege’™ of seeming to have no externa financing problem, so that it could
afford-and many believeit can till afford—the luxury of a passive bal-
ance-of-paymentsstrategy (or **benign neglect.”) This phaseisnow over.

Second, thedollar hasremained themain currency for tradeandfinancia
transactions. More than 50 percent of world trade is priced in dollars, and
that comprisesmost of theinternationally traded commoditiesincluding oil.
Thusthe upsand downsaf thedollar in theexchangemarkets haveamuch
more than proprotionateeffect on theimport pricesin other currencies. In
Germany nearly 30 percent of total imports are priced in dollars (while
di i timportsfrom the United Statesare only about seven percent), and in
France about 40 percent.

Thedoallar's postion is even more pronounced in thefinancia sphere. It
hes become the dominating currency in theinternationa financial markets,
and thisposition hasbeen built up particularly during the 1970s. Asaconse-
quence, 80 percent or more of the externa debt of the Third World is
expressedindollars. A largepart of thisdebt bearsvaridbleinterest ratestied
to dollar interest rates. Thus, large movementsof the dollar exchange rate
and, in particular, of dollar interest rates, haveabig impact on theinterna-
tional debt situation. We witnessed theeffectsafew yearsago.

Third, highdollar interest rates have not only been aheavy burden on the
high-debt countries, but also an attractionfor foreign investors, and thusan
important reason for the high dollar. It was certainly not the only factor; in
the period between 1982 and 1984, when net annua capital importsinto the
United Statessoared by the tremendousamount of $90 billion, alargecon-
tribution camea sofrom thedeclinein Americanlending abroad; thiswasto
alargeextent dueto other causesthan high Americaninterest rates (debt cri-
sis, gricter banking regulations, etc.) But taking everythingtogether, dollar
interest ratesand their changesar € amajor factor in theworld paymentssys-
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tem, mainly becausedf thekey postiond thedollar in theworld's financia
marketsand asan international investment asset.

Fourth, afurther digtinctivefeatureof thedollar is the predominant role
which capital movementsplay, bothinthe U.S. baanceof paymentsand for
thedollar'sexchangerate. Thereisnoother currency withasimilar predom-
inanceof capital movementsover the so-caled *‘traditional fundamentals”
(likeinflation differencesor thetrend of thecurrent account balance.) Capi-
ta movements may vary quickly under theinfluenceof changing expecta-
tionsor shifting confidence. This makesthe exchangerate o the dollar so
voldile and unpredictable, like a**Russan roulette.” The fact that in the
case of the dollar, the key currency, the capit balance completely over-
whelmstradeand current account flowsisamajor problem and awesk point
in the present internationa monetary systemfor it is bound to lead not only
to great volatility, but to long-lasting misaignments measured againgt cost
and pricedifferences.

Theoverwheming influencedf capital movementsand the huge amount
o liquid dollar holdingsin the world explain another uniquefeature of the
dollar: it is the only currency for which it can be said with certainty thet
under conditionsof capital mohility it can function only as afully floaing
currency. Any fixed dollar rate, or even a mere target zone for thedollar,
would sooner or later be toppled by irresistiblecapita flows and the enor-
mousamountof volatiledollar holdings. Asacounterpart against that, com-
parethe European currency situation. Herewe haveagroup of countriesfor
which the potentid for disturbing mutua capitd flowsismuch smaller, and
among which the paymentsflowsare mainly dominated by inflation differ-
ences and current account trends. Just look &t the history of the European
Monetary System (EMS) over thelast six years. Exchange rate adjustments
have dways been made so as to offset inflation differentid sand untenable
current account trends. Therefore the deviations of red exchange rates
againg theother member currencies have never been morethanfivetoeight
percent (againgt up to S0 percent or morefor severd currenciesagaing the
dollar.) Thisexplainswhy inside European adjustablepeg system, a*mini-
Bretton Woods," hasfunctioned whileit could never function againin rela
tion tothedollar.

A currency which is the leading reserve and intervention currency, the
dominatingcurrency in thefinancial markets, andisitsdf largely dominated
by capitd movements, cannot be subjected to the same rules for exchange
rate policies, for intervention in the exchange markets, etc., which may be
appropriatefor other currencies. | havedwaysconsdered it agreat mistake
thet in reviewing our exchange rate system, both economists and govern-
ment officials, includingthemost recent Report of theGroupaf Ten, nearly
awaystry tooffer uniform rulesfor exchangerate policiesand do not suffi-
ciently differentiate between currency relations with the dollar on the one



TheInternational Role of the Dollar 97

hand, and the relationsamong other currencies. Intervention, for instance,
functionsreasonably well anongtheEM Scurrencies, but it isavery contro-
versa subject — rightly or wrongly — in relation to the dollar. | repest:
therearegood reasonsfor thisdifference.

Theimpact o the “‘misaligned” dollar

Let meadd afew remarkson theinternationa impact of the high dollar.
When | spokeaboutthe* strong™ or the**high** dollar, | might aswell have
caledit the** misdigned” dollar for the valuedf thedollar hasover thelast
few yearsbeen completely out of line with international cost and pricerda
tionships, and alsoout of line with thetrend of the American trade and cur-
rent account. | am reluctant to use the word **overvalued” (if fundamental
factorsof the capital balanceare properly taken into account.) | aso think
oneshould usetheword " misdigned" only if it isaccompanied by aclarifi-
cation against which measure (or standard) the dollar is misdigned, and
againg which basisperiod. Used in that sense, adtatisticaly verified " mis-
dignment™ may be a useful indicator for achangein competitiveness, etc.
For the ske of brevity, however, | shall refrain from quotingfigureshere.

But therecan be no doubt that we have never before had acurrency whose
"red" exchangerate— the nomina exchangerate compared with priceor
cogt differential s— has risen so much and for so long as hes the dollar over
the past few years. Inevitably, the prolonged misadignment of the world's
key currency has produced distortions and deformations. Let mefirst look
at theU.S. economy becauseitsreactionsto the high dollar are soimportant
for the whole world economy. The impact of the high dollar on the U.S.
economy was at first mainly positive; in 1983-84 it helped to prevent an
overhegting by deflectingexcessivedemand abroad. In addition, it hasheld
theinflation ratedown and helped to overcometheinflationary psychology,
it has kept interest rates lower than they otherwisewould have been, and it
hasexerted pressuresto rationalizeproduction. But thelonger the misdign-
ment has|asted, the more the balance has shifted to the disadvantagedf the
U.S. economy. | notethegrowing drag on theeconomy, in particular manu-
facturing, mining, and farming, and the ensuing digtortion in the structure
o theU.S. economy; the building up of alargeexterna debt the servicedt
which will severely burdenthe U.S. payments balance on current account
for along timeahead; and theincreasingrisk that an unsustainably high dol-
lar exchangerate could reverseitsaf too sharply. Thismay in thenear term
become a greater risk for U.S. economic stability than the budget deficit.
Paul Volcker said recently that a precipitousdecline in the dollar **is the
grestestrisk we have on theinflationfront.”

The impact on other industrial countries has developed in the reverse

,order. At first the negativeinfluencesclearly prevailed, with the high dollar
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andthehigh U.S. interest rates behindit forcing overly highinterest rateson
therest of theworld. But the picturehaschanged. In anumber of countries,
especidly Japan and West Germany, monetary policy has since 1984 been
largely (athough perhaps not entirely) **uncoupled™ from the high dollar.
The price-rasing effect of thehigh dollar on import prices wastemporarily,
especialyin 1981, quitedisturbing. But Snce 1983it has been partly offset
by the fal in the dollar prices of commodities — particularly oil — and
partly by lower domestic cost increases. Thus, in Japan and Germany the
domedticinflation rate declined in 1984 towards 2 to 2-112 percent, despite
the weakness of their currenciesagainst thedollar, andis now on its way to
somewhere below two percent.

Between the United States and a group of other industrid countries(and
someoutlying countries) aqueer kind of mutua interdependencehasdevel-
oped over the last few years. These other countries have supplied large
amounts of capita to the United States, while the United States has in
exchangesupplied additional demand to them, which these countrieshave
s0 badly needed (and did not dare to create themselves because they shied
away froman increasein their indebtedness.) Isthisgoing to beanew struc-
tured theworld economy — abig capita gapin the United Statesstanding
oppositeacapita surplusin Japan and other countries?Thisis, of course, in
part smply areflectionof the contrasting policy mixes—a very expansve
budget policy here, a restrictive budget policy there. But there lies more
behind it, namely deepseatedstructura differencesin thenet savingsratioin
the private sector. Themost strikingexamplesarethe United Stateswith its
low private savingsratio and Japan with its very high ratio. The Japanese
capital surplusappearsto beastructural and lastingone, but not necessarily
on its present huge scale which is partly aconsequenceof very high profits
onitsdollar exports;and it should not go soone-sidely into dollar assets. As
concernsother countriesit is, in my view, an unreiable structure. At any
rate, it is not very satisfactory that the richest country is drawing huge
amountsof capital from therest of the world—more than twicethe amount
o the net capital imports of the whole Third World! This cannot possibly
reman adurableposition.

At any rate, it isimportant to know that many industrid countries have
learnedtolive with ahigh dollar. Moreand more thestimulatingeffectson
Japan and Europedue to the combinationof American expansion with the
high dollar haveoutweighed theinitia negetiveeffects. Thisexterna simu-
lus came just at the right time, namely when domestic demand in Europe
and Jgpan was languishing because of regtrictivefisca policiesand other
reasons. Without this helpful stimulus from the outside it might not have
been possiblefor some European countriesand Japan to carry through the
budgetary corrections so badly needed for longer-term structura reasons.
Now the export-led recoveries of some of these countries have begun to
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spread al sotothedomesticfield, particularly in Japan, but lesssoin Europe.

But theseother countries, too, liveunder theshadow of risksarisingfrom
the misdigned dollar. A primerisk is that a perpetuation of the distorted
competitive positionswould lead to very harmful protectionist reactionsin
the United States. Thisrisk is particularly acutefor Japan with itsvery dis-
torted bilateral tradeposition vis-a-visthe United States. Another risk isthat
acontinuing drag on the U.S. economy from the misaigned dollar might
over timelead to an external ly generated recession in the United States; this
would certainly have adampeningeffect on the world economy and would
aggravate the situation of debtor countries. A third risk is an abrupt and
exaggerated decline of the dollar which would unsettle established trade
relationshipsand might provoke interest rateincreasesin the United States.
Theworst scenario, particularlyfor theinternational debt situation, would,
of course, be acontinued weakness of the U.S. economy, accompanied by
anexcessivedollarfall duetoalossof foreign confidencewhichmight force
the Federal Reserveto keep interest rateshigh in spite of the weaker econ-
omy.

Futureprospects

These variousrisksfor theworld economy let it appear useful toform at
least atentativeopinionon what we may expect from the dollar in the near
future. | shall not beso presumptuousas to forecast the short-run evolution
of thedollar. Asl said: forecastingthedollar in theshort runisa** Russian
roulette.”

What we can, however, say with some assurance is that the overpriced
dollar will sooner or |ater havetodeclinetoamorenormal level. Thecrucia
questioniswhether thiswill becomea* soft landing™ or a** crash landing.”
Many experts believe that the external balance of the United Statesis so
much out of joint that its correction will inevitably lead to an abrupt and
exaggerated fall of thedollar. | believe, however, that there are also some
good reasonsfor expecting a soft landing. First, thereis the unexpectedly
low inflation ratein the United Statesand al so theforeign confidencein the
Federal Reserve. Second, other countrieswhich are greatly interested, too,
in softeningan eventua dollarfall, will probably help by lowering their own
interest rates, thedampeninginfluence of alower dollar on their export and
their priceswill push them towards such apolicy anyway. Third, itisin my
opinionwrong to assumethat thedol lar would haveto declineuntil theU.S.
current accountisin full balance; there may well remain a continuing net
capita inflow over the next few years, although at a reduced scale. And

finally, onecannotexcludethat Congressiond action may till lead toacon-
fidence-inspiring cut in the budget deficit. Thisisacrucia point. It makes
al thedifferencein theworld whether thedollar falls becauseforeigninves-
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torsloseconfidenceinit, or whether it declinesbecausethe U.S. capita gap
isdiminished by budgetary action. In thefirst case, U.S. interest rates will
beforced upin order to attract enough foreign capital, and the budget deficit
will crowd out privateinvestment, leading to an economic downturn. In the
second case, U.S. interestrates will declineand thiswill lead to alower dol-
lar.

Up to now, thedeclineof thedollar can be consdered to have beenrather
moderateand not precipitous (onecommentatorcaled it adecline™ a adig-
nified and tolerablepace™), even though it hasfallen by about 17 percent (on
aweighted basis) againgt its pesk a theend of last February. But this pesk
was 0 clearly an exotic aberration that it was an easy god for afully justi-
fied, massve (and successful) centra bank intervention. The present level
o thedollar was consdered very high, when it wasfirst reached in 1984.
Nobody can say precisely what the 'right"” exchange rate of the dollar
should be. But one can at least say that afurther modest downward move-
mentwould bein place. Thisisnot aforecast; it remainsto be seen whether
the dollar, with its exchangerate being a**riddle ingde an enigma,"” will
oblige. We should, however, not overlook that even a stronger fall of the
dollar would probably have a significant effect on the trade baance only
after aconsderabletimelag. Thisisone reason why one cannot excludean
overshootingon the downswing.

Thedollar asamajor risk factor for the American economy

I hope it has become clear that the exchangerate of the dollar, and the
huge externa deficit which is in part due to the high dollar,> have now
becomeacute problemsal sofor theU.S. economy. About adozen yearsago
aSecretary of the Tressury said to the Eurapeans: "' The dollar isour cur-
rency, but your problem.” Now thedollar problem hasreturned hometo the
United States, particularly if welook aheed to the somber eventuditiesfor
thefuture.

It corresponds to this new situation that recently thelevel and trend of the
dollar's exchange rate have become an important criterion or indicator for
the monetary policy of the Federal Reserve (which seems a present to be
"*the only guy in town™ asconcernsU.S. economic policy). Henry Wallich
hes said: "' The exchangerate of the dollar has gained weight as afactor in
monetary policy formulation.” Thisisafar cry from**benign neglect.”

When the Federa Reservelast May lowered itsdiscount rateto 7-1/2 per-
cent, it madeclear that its main concern at the time was the wesknessin the

2 The deteriorationof the U.S. tradedeficit (withequival entbenefitto other countries)over thelast
threeyearsisestimated to have beendueto about half tothehighdollar, and for therest mainly tothe
relatively stronger expansion in the United States.
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U.S. economy as well as the continued strength of the dollar, which hed
partly caused that weakness. When two months later Paul Volcker
explained the Fed's newly rebased monetary targets, he indicated that the
Fed wasnot interestedin afurther gppreciabledeclinedf thedollar, except if
it were accompanied by aconsiderablecut in the budget deficit.

Thus, there seemsto be arather narrow path between what the Fed con-
Sders an excessively strong dollar and adangeroudy low dollar. Afterall,
thedollar wasaround DM 3.08 when thediscount rate wasloweredin May,
and around DM 2.85 when Paul Volcker recently showed himself con-
cerned about afurther decline. But hemay havebeenlookinglessa thethen
exiging level than & the gpparent speed of thedownward trend.

At any rate, one concluson seems to be warranted. The Fed may find
itsdlf beforeadifficultdilemma: on theonehand, tokeepinterest rateshigh
enough to attract sufficient fundsfrom abroad and prevent atoo steepfal of
thedollar and on theother hand, to keepinterest rateslow enoughin order to
prevent the domestic economy from falling into stagnation or recession.
Isn't it astrangereversa of fatethat now the Federa Reserve may be more
dependent on external factors, whilecentra banksof severd other indugtrid
countriesare |l ess dependent then before.

Thereis perhgpsonerelievingfactor. Theimpact of afurther decline of
thedollaron U.S. pricesmay belessthan iscommonly assumed: First, mogt
commoditiestraded in world marketsare priced in dollarsand some, partic-
ularly oil, are declining even in dollar terms. Second, many foreign
exporterswill probably lower their pricesfor the U.S. market becausethey
are enjoying high profit margins thanks to the high dollar. Third, we have
seenin Japan and West Germany that moderateincreasesin wagesand other
domestic costs are in the medium term much moreimportant for the infla-
tion rate than movementsin import prices; after all, the share of importsin
total GNPismuch lower in the United Statesthan in Germany, for example,
which has shrugged off the price-raising effects of the high dollat fairly
quickly.

But one cannot excludethat theexterna deficit and its possibleeffecton
thedollar may becomeacritica factor for the U.S. economy, moreso and
sooner than other offshootsdf the big budget deficit. Theonly reliableway
out of thisrisk Situation would, of course, be agradua improvementin the
U.S. budget situation. Thiswould givethe Fed morefreedom to maneuver.
Another possible way out would be a vigorous recovery in other industrial
countries, which would lead to asignificantimprovementin the U.S. trade
baanceeven without asharpfal in thedollar. Unfortunately, thislater way
out does not ook very likely at present, even though there are some modest
improvementsin other industria countrieson the horizon. Even with afur-
ther declinein interest rates, asufficient domestic demand responsein these
countrieswill teakealot of time.
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Why havel intrudedintothefield of U.S. monetary policy, about which
you understand probably more than | ?For the Smplereason that the rest of
theworld isso much dependenton how the United Stateswill copewith the
problem of its twin deficits. The exchange rate of the dollar, American
interest rates, and thegrowthrate of the American economy arethreecf the
mogt powerful influenceson the world's economic and financial evolution.
To mention just one obviousexample: the solution to theinternationa debt
crigsiscriticaly dependent on afurther steady expansionaof the U.S. econ-
omy and on moderate dollar interest rates. This puts a heavy internationdl
respons bility on the United States. But no country can escape the respons-
bility arisng out of itsimportance.



