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I appreciate the opportunity to discuss with you this morning, on 

behalf of the Federal Reserve Board, developments in the external position 

of the United States and related policies here and abroad. The openness of 

the U.S. economy is continuously being brought home to all sectors of our 

economy. The value of the dollar, other developments affecting our exports 

and imports, and the inflow of capital from abroad play a crucial role in 

determining the growth and composition of U.S. output and income. Thus our 

policies must be deliberate, constructive, and far-sighted; the costs over 

the long run of acting incautiously now are too great.

One of the most significant external economic developments for the 

United States in recent years has been the dramatic appreciation of the 

dollar. Since the end of 1980, the international value of the dollar 

against a weighted average of the other G-10 currencies has appreciated on 

balance by about 60 percent, despite backing off significantly from its 

peak earlier this year. The appreciation has been great even after 

allowing for the somewhat faster rate of increase of prices abroad than in



the United States. The increase in the dollar's value has been greater 

against European currencies than against the Japanese yen or the Canadian 

dollar. In a sense, those latter two currencies have been strong, just not 

as strong as the U.S. dollar.

The factors underlying the dollar's rise are complex. A great deal 

of the explanation centers on a combination of a highly expansionary fiscal 

policy and a decline in the rate of inflation in the United States. 

Reductions in taxes in recent years and increases in government spending 

have enhanced the attractiveness of investment in this country and have 

raised overall demands for goods and services. The federal government has 

increased substantially its demands for credit to finance its huge 

deficits. With Federal Reserve policy designed to avoid "monetizing" the 

deficit, real interest rates have been higher in the past five years than 

they were earlier in the postwar period. These interest rates, relatively 

robust rates of economic growth in this country (both actual and projected), 

as well as confidence and more general "safe-haven" factors, have produced 

a record volume of capital inflow from abroad, a moderation in U.S. capital 

outflow, and a rise in the foreign exchange value of the dollar.
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The extreme volatility in exchange markets earlier this year and 

especially the dollar's substantial spurt in February provide convincing 

evidence that expectational and other factors have been at work, as well. 

However, the decline in the dollar since the end of February probably was 

related again mainly to more fundamental perceptions —  for example, 

prospects for lower real interest rates on dollar assets in response to 

weaker U.S. economic growth and the market's views of improved chances for 

reducing our budget deficit. Another factor may have been the situation 

of thrift institutions in Ohio and elsewhere, which received widespread 

and, perhaps, exaggerated attention abroad.

The rise in the international value of the dollar since 1980 has 

been a significant proximate factor contributing to our unprecedented 

deficits on trade and current accounts. From a balance near zero in 1980, 

the current account has moved to a deficit at an annual rate of about $125 

billion so far this year and is likely to widen still further.



Our current account deficit has reflected primarily the unparalleled 

increase in our trade deficit, which occurred despite the significant 

decline in the value of oil imports from $80 billion in 1980 to less than 

$50 billion at an annual rate in the first half of 1985. The rise in the 

international value of the dollar has reduced the competitiveness of U.S. 

goods, both in foreign markets and here at home. Thus, the growth of our 

exports has been held down. At the same time, imports into the United 

States have grown phenomenally —  by about 65 percent in volume since 

1980.

The rise in the dollar has not been the only factor underlying the 

deterioration in our trade position. Another factor has been that economic 

growth in our trading partners generally has lagged significantly behind 

growth in the United States, and their demands for imports have for this 

reason grown more slowly. Among the industrial countries, this has been 

especially true in Europe, where growth of real GNP has averaged only about 

1-1/2 percent over the past three years. Many developing countries, 

notably in Latin America, the Far East and Eastern Europe, have adopted



adjustment programs, in order to service their external debts, that 

temporarily have had an adverse effect on their imports. Weak global 

demand and high real interest rates made the servicing of their external 

debts increasingly difficult.

Given the importance of these relative demand factors in the 

evolution of the U.S. trade position, it is oversimplified but nevertheless 

instructive, I believe, to characterize external developments over the past 

few years in the following way. There has been a shift in the demand for 

claims on the U.S. economy by foreign as well as by U.S. investors that 

has bid up the value of the dollar sufficiently to generate a current 

account deficit that corresponds to the desired increase in net claims on 

the United States. This contrasts with earlier periods, in which it was 

typically believed that the exchange value of the dollar moved to 

equilibrate trade or current account positions; when those positions became 

too large or too small, a change in exchange rates was expected to correct 

the situation.
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The more recent evolution of our external situation has both positive 

and negative implications for the U.S. and world economies. On the 

positive side, our government budget deficit has been financed at lower 

interest rates than would otherwise have been the case. As a consequence, 

there has been less crowding out in the interest sensitive sectors of the 

U.S. economy, and, in particular, there has been more private investment 

and housing activity.

At the same time, the sharp increase in our imports has provided 

needed stimulus to the world economy and has helped improve the balance of 

payments of some heavily indebted developing countries.

We also have experienced lower inflation rates than we would have 

otherwise, given the vigor of the 1983-1985 U.S. recovery and the robust 

increase in U.S. employment. The cost of the goods we purchase has been 

lowered —  directly, because of the lower price and ready availability of 

imported goods and materials, and indirectly, because U.S. producers have 

been forced to adopt more efficient techniques to modernize and to cut 

costs, to innovate, and to invest in productivity enhancements to compete



with foreign producers. The rate of U.S. labor productivity increase has 

improved on balance, although it remains less than that in some of our 

major trading partners.

On the negative side, of course, have been severely adverse effects 

on some sectors of the U.S. economy. These are the sectors that are most 

vulnerable to foreign competition —  both those whose sales abroad have 

been eroded and those who have lost shares of domestic markets to less 

expensive foreign products. Agriculture, manufacturing, and even "high 

technology" goods producers have lost world and domestic market shares. 

Whereas more than seven million jobs have been created since the end of 

1980 in the private service sectors -- which, by their nature, are less 

open to foreign competition —  the number of jobs in our manufacturing 

industries has actually declined. Indeed, there is some evidence of U.S. 

firms beginning to shift some of their investment and production abroad.

Without in any sense denying the social and economic costs that these 

adjustments entail, I should reiterate, however, that the high value of
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the dollar and the external developments I have cited basically have 

shifted some of the burden of accommodating to the government deficit away 

from traditional interest-sensitive sectors and toward sectors relatively 

sensitive to movements in exchange rates. The specific sectoral impacts 

have been mitigated, but not avoided, by the strong overall recovery.

The severe strains imposed on certain sectors of our economy have 

contributed to serious pressures for more restrictive trade policies. I 

will come back to this issue in a few minutes when I discuss alternative 

policy responses. But it should be clear that such protectionist pressures 

must be resisted. This follows from our general policy of seeking to 

enhance the benefits of international trade for our citizens. Moreover, so 

long as we continue to run a huge federal budget deficit, the inflow of 

capital from abroad and our access to foreign goods provide welcome relief 

to our credit markets.

Let me turn now to one other implication of our large and growing 

current account deficit, namely, the continuing erosion of the net
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external financial position of the United States. Data recently released 

by the Department of Commerce suggest that the United States became a net 

debtor to the rest of the world sometime in the spring of 1985, falling 

from a peak position in which the United States had net claims on the rest 

of the world of about $150 billion at the end of 1982.

These statistics are subject to a variety of defects. For example, 

our stock of gold —  amounting to more than 260 million ounces —  is 

valued in these statistics at about $42 per ounce, compared with a market 

price now over $300 per ounce. Similarly, the stock of U.S. direct 

investments overseas, as well as foreigners' direct investments here, are 

expressed only at book value. At the same time, none of the statistical 

discrepancy in our balance of payments accounts has been counted as net 

capital inflows, contrary to the conventional wisdom that much of the 

discrepancy takes that form; to that extent net foreign claims on the 

United States are understated.

Notwithstanding these statistical issues, it remains clear that if 

the United States is not now a net debtor country, we probably soon will
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be as we continue to run current account deficits of well over $100 billion 

a year.

One might ask, "How serious is this development?" One answer is that 

an increasing burden will be placed on current and future generations to 

service that debt. This burden will be especially onerous to the extent 

that foreign funds end up financing current consumption —  for example, by 

the federal government —  since in that case our ability to consume in the 

future will be adversely affected. However, I have argued above that we 

have had more investment in this country than we would have had without the 

inflow of capital. While it is impossible to know precisely how much more 

investment we have had, to some extent at least the inflow of capital has 

had as its direct or indirect counterpart some increase in the productive 

capacity of this country that will facilitate the servicing of our debt.

Also worrisome is the inference, based on the experience of several 

developing countries in recent years, that the vulnerability of an economy 

to shocks can be very sensitive to the level of its net external debt. But 

there are two major differences between our situation and that of many of
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the financially troubled developing countries. First, we are not building 

up large debts denominated in foreign currencies. Second, creditor 

confidence in the ability of the United States to service its debts is 

supported by a healthy, flexible economy with a large and diversified 

tradable goods sector and a broad and dynamic capital market.

Nevertheless, we must recognize that foreigners will not forever 

invest an increasing share of their wealth in this country, and we might 

wonder whether it is appropriate for one of the richest countries in the 

world to be a net absorber of capital from the rest of the world.

I want to emphasize that we must protect against the risk that the 

factors inducing investors to bid up the price of dollar assets could 

reverse abruptly. If that were to happen at a time when credit demands in 

this country were still strong, especially those from the federal 

government, the resulting pressures on our financial markets could have 

seriously harmful consequences. Interest rates would be driven up, private 

investment would be curtailed, and the housing sector would be hard hit.

It will come as no surprise to you, therefore, that I believe prompt 

action to reduce the federal budget deficit is an essential aspect of the



appropriate policy response to the problem of our twin deficits. Indeed, 

action in this area is long overdue. In particular, I believe that 

progress in controlling the growth of the spending side of the budget is 

vital. Reductions in the government's demand on savings and on resources 

tend to reduce pressures on interest rates and to provide scope for strong 

private investment and employment growth. Such a process would also 

tend to reduce upward pressures on the dollar and relieve some of the 

excessive burden on many of our manufacturing firms and on our farmers.

In contrast to the need to tighten the budget position in the United 

States, I am inclined to believe that there is scope for more vigorous 

economic expansion abroad. Authorities in other industrial countries have 

been reluctant to alter existing policies, which have been aimed at 

disinflation and moderate economic growth over the medium term. They 

apparently are concerned about the financing of government deficits, about 

the excessive role of the public sector in economic decision-making, and 

about the potential that a lowering of interest rates could weaken the 

value of their currencies and apply upward pressure on domestic prices.
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These are legitimate concerns, but they should be balanced by an awareness of 

the costs and dangers of continued high unemployment and continued 

international imbalances. Moreover, more rapid expansion in several countries 

together would be mutually supportive. Tax revenues would be enhanced, 

and the value of their currencies would tend to move together against the 

dollar. Indeed, the prospects of stronger economic growth actually could tend 

to raise the demand for investments denominated in those currencies.

A more vigorous expansion abroad —  together with an improvement in the 

U.S. fiscal position -- would over time help to redress some of the major 

distortions in the global economy today. These distortions have adversely 

affected not just the U.S. economy but the economies of other industrial 

countries, as well, and have exacerbated the difficult adjustment process now 

under way in many of the developing economies, especially in Latin America.

In the face of the basic imbalances in the U.S. and world economy, 

resort to increased trade protection would be pointless and, in the long run, 

counterproductive. The list of reasons for opposing the imposition of 

additional import barriers is well known. Import barriers raise prices
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facing U.S. consumers and U.S. producers who use imported goods and 

materials as inputs in production processes. By raising prices, they 

threaten to reignite the inflation psychology we have struggled so 

painfully to subdue. Import barriers distort the allocation of domestic 

resources and enable producers to postpone the investment and 

rationalization of production that ultimately is necessary. Barriers can 

involve significant economic setbacks for some of our friends and trading 

partners —  again, including those in Latin America -- for whom access to 

markets in industrial countries is vital in economic, social, and political 

terms.

Trade barriers often violate or undermine international agreements. 

Especially in such cases, but surely not only then, they are likely to 

provoke retaliation and so threaten the global trading order on which U.S. 

exporters and therefore the U.S. economy in general importantly depend.

I have not so far explicitly addressed the role of monetary policy in 

dealing with our external situation. An aggressive policy by the Federal 

Reserve of massive money growth to bring down short-term interest rates
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in order to reduce the value of the dollar would set the stage for higher 

inflation in the future. Excessively expansionary monetary policies 

obviously would not be a solution to the yawning trade deficit. The 

experience in the late 1970s taught us harsh lessons about the disruptive 

influence of high and variable inflation in the United States on the 

domestic and world economies. This experience also has demonstrated the 

high costs for the economy of substantially reducing inflation once it 

gains momentum.

This is not to say that the Federal Reserve is indifferent or 

insensitive to the problems we have discussed this morning. The Board and 

the Federal Open Market Committee take into account the foreign exchange 

value of the dollar and the international economic situation explicitly in 

their policy deliberations. Moreover, to the extent that the dollar and 

the current account deficit affect U.S. prices, growth, and employment they 

are taken account of implicitly, as well. But the overriding task of 

monetary policy is to ensure long-run price stability, and thereby 

sustainable long-run economic growth. We cannot afford to jeopardize the 

the successful accomplishment of that task.
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We cannot deny that we have economic problems. What I have argued 

this morning is that those problems derive from fundamental imbalances that 

must be corrected. The search for easy short-term palliatives such as 

trade barriers or overly expansionary monetary policy cannot ultimately be 

successful, and will only distract us from the tough decisions that must be 

made. There are, of course, a number of developments that would help in a 

real way. I am optimistic that the rapid growth in the U.S. capital stock 

so far in this recovery and other productivity-enhancing developments will 

improve the competitiveness of U.S. products in world markets. Moderately 

faster growth in industrial countries abroad also would help to correct 

international imbalances. But the most fundamental force behind the 

problems I have discussed is the huge federal budget deficit, and thus 

substantial reductions in this deficit offer the best long-run solution to 

trade imbalances. Although the Federal Reserve will continue to consider 

exchange rates and trade imbalances in its deliberations, we should not be 

looked to as a main source of a solution. As I mentioned earlier, any 

attempt by the Federal Reserve to bring exchange rates down through highly
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expansionary policies would inevitably lead to more inflation. Thus our 

best hope for correcting international imbalances lies with efforts by 

Congress and the Administration to cut federal deficits.


