
There are serious problems with the dollar's 

exchange rate and our Treasury Department, 

the Federal Reserve System nothwithstanding. 

Correcting this imbalance will, in my view, 

require another 30 percent depreciation. 

The real exchange rate of the dollar adjusts 

for inflation differentials overtime to tell us how 

competitive the United States is relative to our 

trading partners (see Chart 1). When the real 

exchange rate goes up, we lose competitive-

ness; when it goes down, we get half our com-

petitiveness back. Over the past five years, our 

nation's economic experience, as embodied in 

the real exchange rate index, has nearly paral-
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leled that of Argentina, Mexico, Chile, and Peru. 

Like those Latin American countries, we have 

undergone a vast overvaluation of the currency, 

a dramatic loss of competitiveness, and an 

incredible trade deficit sustained by an irre-

sponsibly large budget deficit and external 

borrowing. The difference is that because of our 

good credit standing, the U.S. figures are much 

larger than for those other nations. At its height, 

overvaluation of the U.S. dollar reached 50 

percent—an extraordinary level. It is as though 

while one dealer offers cars at half-price, another 

sells them for double the price. Playing the lat-

ter role in the world market, the United States 

has yielded most of the business to the half-

price vendors. 

Understandably, the number of customers 

worldwide has been shrinking, and more and 

more foreign firms have been able to outper-

form us in third markets as well as in the U.S. 

market. Since 1985, our competitive position 

has taken a turn for the better: the dollar has 

depreciated 50 percent or more relative to 

other major currencies, and with inflation rates 

not much different among the leading developed 

countries, that means we have recovered com-

petitiveness. Nonetheless, even after the sig-

nificant depreciation over the past two years, we 
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The Dollar: How Much Further 
Depreciation Do We Need? 

Rudiger W. Dornbusch 

Staggering deficits in our trade account and domestic budget can be addressed through 
substantial exchange rate adjustments. International economist Rudiger W. Dornbusch cautions 
that such adjustments must occur soon if the United States is to avoid the fate of many Latin 
American debtor nations. 

have not regained our 1980 real exchange rate 

level. 

The question of dollar depreciation can be 

posed in two ways. First, supposing the dollar 

were to fall to its 1980 level, would that be 

enough? There are a number of reasons why that 

might be sufficient, or, if it is not, at least why we 

should not worry about it. I want to explore 

those reasons first—and then argue that they are 

totally unpersuasive. I'll next marshall twice the 

number of reasons why we should worry, offer-

ing credible evidence to support this view. We 

finally arrive at the second question: If it is so 

obvious that the dollar must decline further, 

why is it not doing so? 

Let us ask first why we should persuade our-

selves that the 1980 exchange rate level is 

enough. The immediate answer is that in that 

year the U.S. external trade balance was basi-

cally in equilibrium. If today's exchange rate 

reverts to the earlier level, then sooner or later 

the trade flows will adjust and we should see 

approximately what we had in 1980. That argu-

ment is very strong because we know that there 

are significant lags in the adjustment of trade 

flows to the exchange rate. If the dollar goes 

down today, the people who just bought abroad 

certainly cannot cancel all their orders. Next 

time, however, they may prefer to go shopping 

in Atlanta. Likewise, those who were unprepared 

to sell in the world market this season will surely 

compete there next season. Since substantial 

evidence exists for long and large lags, it would 

be irresponsible to urge further depreciation 

simply on the basis of the latest trade numbers. 

I will argue later that while this view has merit, it 

is not sufficient. 

A different school of thought says, "Don't 

worry about the exchange rate. Markets are 

there to look after things; they put the right 

prices on currencies as they do on any other 

asset." According to this logic, if enough people 

are willing to buy the dollar at the current price, 

then that is the right price. Consequently, there 

is no reason why exchange rates should be linked 

to a level where trade flows balance. If the rest of 

the world is eager to lend to America, then we 

should borrow, using the resources to invest 

domestically, or to consume, or to do whatever 

people wish at the prevail ing interest rates. Pro-

ponents of this view would further argue that 

just as the federal government does not inter-

fere in the stock market, it should stay out of the 

foreign exchange market. Though unsatisfactory, 

the argument is a powerful one if you do not 

know better. 
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Chart 1. 
The Real Exchange Rate for the U.S. Dollar 

Source: Morgan Guaranty Trust, World Financial Markets. 

There is a more cynical position. It holds that 

while the dollar is quite clearly and totally over-

valued, we should permit this situation to con-

tinue because the rest of the world is eagerly 

buying U.S. Treasury bills. Essentially, global 

creditors are making unwise loans, just as when 

they lent to Mexico, Argentina, Bolivia, and Brazil. 

When the United States has borrowed enough, 

we will say, "Big mistake! You borrowed in 

dollars, and here comes the major inflation." We 

will wipe out those debts, and, in the end, all the 

debt service that is now piling up and aggravat-

ing the current account deficit will never in fact 

materialize. Thus, the only difference between 

our nation and Argentina will be that Argentina 

could not get rid of its dollar-denominated 

debts, but we can. We have the printing press. 

Is that a persuasive argument? I doubt that 

U.S. policymakers, much less U.S. politicians, 

are willing to accept a big inflation in order to 

wipe out a domestic or external debt. There is 

some weight to the argument, though, for we 

surely will see real interest rates approaching 

closer to zero, even flirting with the negative. 

Decreased rates would solve some of the prob-

lems entailed in our increasing domestic public 

debt, but I do not envision a massive liquidation 

of our debt. Hence, I believe that the trade 

problem and the exchange rate problem de-

mand more serious scrutiny. 

Among the arguments reviewed, the only 

really respectable one is that which points to 

important lags in the adjustment of trade flows. 

We should therefore find out in a more sys-
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Table 2. 
U.S. Trade with Developing Countries 

(Billion $) 

All Goods Manufactures 
Imports Exports Balance Imports Exports Balance 

1980 122.6 79.6 -43.0 29.5 55.6 26.1 
1981 121.3 87.4 -33.9 35.1 61.5 26.4 
1982 103.7 80.7 -23.0 37.0 55.5 18.5 
1983 107.4 71.0 -54.7 45.9 45.7 -0.2 
1984 125.9 72.7 -53.2 61.8 47.5 -14.3 
1985 122.2 69.7 -52.5 65.5 46.0 -19.5 
1986 124.8 68.3 -56.5 77.3 49.4 -27.9 

Source: GATT and U.S. Department of Commerce. 

tematic way what is likely to happen over the 

next year or two as the result of currency align-

ments that have already occurred over the pre-

ceding years. Some good news will be forth-

coming, albeit hesitatingly. Even if one chal-

lenged the significance of the lags or knew 

exactly what they were, the same hopeful con-

clusion would be reached. In either case we may 

ask the same question: If the 1980 exchange rate 

prevailed today, would it still be accompanied 

by balanced trade? 

The answer is no, for at least six reasons. The 

first and most obvious is the debt crisis. In 1980, 

any self-respecting Latin American country had 

a grossly overvalued exchange rate, a recklessly 

large budget deficit, an enormous trade deficit, 

and unbelievable capital flight. The United 

States was on the other side, as the beneficiary, 

exporting to Latin America on a massive scale. 

Today, however, the situation is exactly the 

reverse. Every Latin American country has had a 

50 percent real depreciation of its currency, 

budgets have been trimmed, and Latin American 

nations all run trade surpluses, primarily with 

respect to the United States. Thus, the big dif-

ference between 1980 and 1987 is that countries 

which formerly were buying our goods now are 

exporting to us. Since that difference is largely 

unrelated to the value of the dollar in world 

currency markets, it has to be corrected by 

either a change in the currency or changes in 

policies here and abroad. 

How much of our trade deficit can be attrib-

uted to the Latin debt crisis? The total effect is 

hard to identify exactly, because for several 

reasons the United States would have increas-

ing imports from Latin America anyway. Even so, 

if you advanced a number like $25 billion 

deterioration on our trade balance, that cer-

tainly would not be far off the mark. Of course, 

that figure is only a small fraction of our $ 150 

billion deficit. All the same, it constitutes the 

first substantial difference between 1980 and 

1987. 

The second difference between those two 

years comes from the same neighborhood. Over 

the past decade, newly industrializing countries 

(NICs) have been investing at significant rates in 

their export sectors. Perhaps the most striking 

example is Korea, which annually invests 33 per-

cent of its output. Most of the investment is in 

manufacturing, and much of that is in the export 

sector. Over time these investments inevitably 

come on line and start producing goods that go 

one way—to the United States. For example, ten 

years ago we sold capital goods to Korea, and as 

late as 1980 we sold them equipment. Today, 

these capital goods are producing Hyundai cars 

sold in America. 

Our nation has experienced a complete rever-

sal in our trade with newly industrializing coun-

tries in two respects. As a result of their de-

velopment, NICs are becoming net exporters, 

rather than net importers, of the kind of goods 

the United States produces; and during the 

period of dollar overvaluation, NICs have shifted 

to Japan for buying their machines and to the 

United States for selling what those machines 

produce. Within that triangle, this country has 

been the decided loser since 1980. Year after 
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year, these newly industrializing countries are 

increasingly becoming net exporters, meaning 

that we see a trend deterioration in the U.S. 

external balance. Over a four- or five-year period, 

we can estimate those effects at 1 percent of our 

gross domestic product (GDP). Over a seven-

year period, the effect is clearly sizable. In re-

spect to newly industrializing countries, today 

we are no longer where we were in 1980; seven 

years of bad news have intervened. Just to fasten 

on one number to characterize our dramatic loss 

of competitive advantage, since the start of the 

eighties a $50 billion shift has occurred in our 

manufacturing balance vis-a-vis developing 

countries (see Table 1)—from a surplus of $25 

billion to a deficit of $25 billion. 

For the third difference, let us go to factors 

more specific to industrialized countries. The 

United States has had large real appreciations 

of its currency and then several real deprecia-

tions. Although some imagine that all is well 

once the level is back down, that simply is not 

true. During the period of overvaluation foreign 

firms have established themselves in the U.S. 

market, incurring the considerable fixed costs of 

establishing distribution networks and brand 

names. Now, with the dollar down, those firms 

are competing well and are very willing to trim 

their profit margins to stay in business. On the 

other hand, many U.S. firms that struggled from 

1981 through 1983 to preserve their share in 

foreign markets finally withdrew in 1984-85 to 

cut their losses. Thus, when the dollar went back 

down, the old trade pattern could not auto-

matically reestablish itself. As a result, today 

more foreign firms are selling in the United 

States while American firms abroad are selling 

much less. A further, much larger real deprecia-

tion would be required before U.S. firms could 

profitably resume their foreign operations. 

Likewise, only a substantial real depreciation of 

the dollar could exterminate foreign firms that 

have established themselves here. We are far 

from making it so badly unprofitable that they 

fold up and run; in fact, we are not even quite 

back to the 1980 exchange rate level. 

The fourth difference distinguishing 1980 from 

1987 is disparities in growth performance be-

tween Europe and japan on one side and the 

United States on the other. Since 1980, when our 

nation had balanced trade, U.S. expenditure 

growth has exceeded that in Europe and Japan 

by a cumulative 12 percentage points. Conse-

quently, the level to which our imports have 

grown is much higher than the corresponding 

level for our exports, not even taking into 

account exchange rate movement. This growth 

gap is reflected in our large trade deficit. To 

bridge that growth gap, either the rest of the 

world must start growing very rapidly relative to 

this country or the dollar must make the adjust-

ment. Because the 12 percentage point growth 

gap is so immense and because trade flows are 

highly responsive to expenditure growth, a large 

part of our deficit even today embodies that 

cumulative differential in growth rate. 

External debt accounts for the fifth major dif-

ference between 1980 and the present. The 

United States is experiencing something very 

Latin American: we run large current account 

deficits and borrow abroad, thereby building up 

interest obligations. In 1980 this nation was a net 

creditor in global capital markets, able to 

finance trade deficits with the receipt of earn-

ings from our investments abroad. Today we are 

about to become the biggest net debtor in the 

world. Our net external assets, which are some-

thing between $250 billion and $400 billion in 

deficit, are deteriorating rapidly, as we have the 

interest plus the current account deficit, now at 

$ 150 billion, to add to it each year (see Table 2). 

Anyone looking ahead to 1995 can easily foresee 

an external debt of a trillion dollars. 

Whereas in 1980 a trade balance or small 

deficit was acceptable, in the future the United 

States will need a trade surplus to service our 

ever-accumulating debt. This surplus has to 

come either from changes in policy or from a dif-

ferent exchange rate. Faced with overwhelming 

net external debts and mushrooming interest 

obligations, Latin American nations greatly de-

preciated their currencies and tightened their 

belts over the last four years. These measures 

have produced trade surpluses with which those 

countries can earn dollars to service their debts. 

Since the United States appears to be following 

the pattern set by Latin American nations in the 

latter part of the seventies—borrowing to finance 

deficits—we, too, will eventually have to gener-

ate a trade surplus so that we can service the 

inevitable debt that lies ahead. 

Finally, the sixth argument against the return 

and sufficiency of balanced trade with a 1980 

exchange rate concentrates on what is likely to 

6 SEPTEMBER/OCTOBER 1987, ECONOMIC REVIEW 
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

September 1987



Table 2. 
The U.S. External Balance and Net Investment Position 

(Billion $ except as noted) 

1982 1983 1984 1985 1986 

International Investment Position 136.2 88.5 4.4 -107.4 -238.0 
Current Account 

Total "9.2 -45.6 -112.5 -124.4 -147.7 
Non-Interest -28.1 -37.0 -131.3 -149.6 -170.6 
(Percent of GNP) -0.9 -1.1 -3.5 -3.7 -4.1 

Budget Deficit (Percent of GNP) -4.1 -5.6 -4.9 -5.1 -4.6 

Source: U.S. Department of Commerce, Federal Reserve System, and International Monetary Fund. 

happen in the U.S. macroeconomy over the next 

ten years. At some point, our domestic budget 

deficit will be corrected, for it is too large to con-

tinue at the current rate. The budget deficit 

builds up debt service at home, which ulti-

mately must be addressed. Expenditure cuts 

cannot go far toward balancing the budget, and 

so most of the remedy will have to derive from 

tax increases. Although these tax hikes must 

await a politically convenient time, they will 

surely come. 

With tax increases, the consumer's dispos-

able income will shrink, resulting in lower con-

sumer spending and reduced demand for U.S.-

produced goods and services. Thus, the United 

States will experience a recession. The Federal 

Reserve inevitably will ease monetary con-

ditions in order to stimulate a recovery, or at 

least to alleviate the recession, and consequent-

ly the dollar will go down. 

Because U.S. deficits are so large—3 percent 

of GNP— the commensurate budget correction 

will deal a forceful blow to the macroeconomy. 

Essentially, the correction will entail shifting our 

employment abroad: people who before worked 

for the U.S. consumer now will start to work for 

exports or to replace imports. This shift will 

mean a very sizable transfer of resources from 

the home economy to the export sector and to 

import competition. At constant relative prices, 

however, that straightforward reshaping of the 

labor force will not occur. It simply is not true 

that cutting the budget will by itself improve the 

trade balance without any adverse impact on 

employment. Our service sector, which has 

expanded significantly in the last seven years, 

no doubt will be the first victim of such a 

downward correction, since demand for U.S.-

produced goods and services in the home 

economy will diminish. 

Every one of the six reasons I have set forth to 

explain how 1980 differs from 1987 implies that 

the current level of the exchange rate no longer 

will do. This is so either because we are looking 

ahead to budget corrections that will create 

unemployment and the need for some alterna-

tive use of American resources, forcing us to 

become more competitive to sell abroad; or 

because we will eventually require a trade sur-

plus in order to service our external debt; or 

because our customers have disappeared as a 

result of the debt crisis; or because the United 

States has been so good at transferring technol-

ogy abroad that today everybody else makes 

better and cheaper what we used to make; or 

because the long overvaluation of our currency 

made our customers go elsewhere, not to return 

without an extra incentive. 

All these reasons make a good case for why 

the 1980 value of the dollar is insufficient. 

Indeed, these factors account for about $100 

billion of our current $ 150 billion trade deficit. If 

further proof is required, we need only consider 

U.S. net exports, which is exports minus imports, 

as a fraction of GDP (see Chart 2). From 1980 to 

1986, net exports fell from a surplus to a deficit 

of 2.5 percent of GDP. For a "No Further Change" 

scenario, which takes the current level of the 

dollar and assumes that over the next five years 

Europe, Japan, and the United States continue 

to grow at the same rate, we can estimate an 

equation to predict what will happen to net 
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exports. What that equation reveals is that we 

will see a significant improvement in our exter-

nal balance, meaning that those who emphasize 

lags in adjustment are quite right. The next two 

years will deliver the further improvements in 

net exports that are now in the pipeline. 

While that is true, we are nonetheless left with 

a $100 billion deficit from the original $150 

billion. Moreover, while we are sleeping, the 

Koreans are busily at work, expanding their 

export sector and discovering new oppor-

tunities. Thus, over time U.S. net exports will 

actually be deteriorating as we import more and 

more from southeast Asia, northern Mexico, and 

Brazil. That deterioration is shown by the 

gradual downturn following the initial improve-

ment in the "No Further Change" scenario. The 

conclusion from econometric estimates not only 

from these but from any U.S. econometric model 

is that, with growth rates of spending the same 

here and abroad and with no further change in 

the dollar, trade will improve somewhat. By 

1990, however, the deficit will still reach $100 

billion, a level that, forever rising, is too high to 

sustain. Therefore, saying the dollar will not 

have to move is almost certainly wrong. 

1 say "almost certainly" because one other 

important possibility remains. In talking earlier 

about the growth gap, 1 noted that in the last 

seven years U.S. growth in spending has far 

exceeded that in Europe and in Japan. The 

"Higher Growth Abroad" scenario reverses that 

situation. Suppose that Europe and Japan 

dramatically increase their spending rates by 

2.5 percentage points over and above those in 

the United States for a three-year period. That 

spurt would be enough to wipe out our deficit, 

thus making the point that much of the U.S. 

deficit today is a consequence of our running 

ahead of the rest of the world and not of the 

dollar. Obviously, though, we do not believe 

that Europe and Japan are actually about to 

engage in that kind of growth. They have a hard 

time keeping pace at today's rates; in fact, our 

problems are getting worse because we are 

always growing faster than Europe and some-

times even Japan. Sofornowthe "HigherGrowth 

Abroad" scenario is at best wishful thinking. 

This elusive dream is perpetuated by summit 

meetings among the G-5 countries, but it will not 

emerge from promise to reality until more than 

moral suasion is applied by the United States. 

8 

If the growth gap reversal will not occur, then 

the dollar must be the adjustment for our 

deficit. According to the model used here, it will 

take about a further 30 percent U.S. real currency 

depreciation to bring us within comfortable 

reach of external balance. (We certainly do not 

need a balanced current account.) Now, the 30 

percent figure comes as a rude shock to some 

people, as the dollar has already plunged 50 

percent and the yen has moved from 250 to 140. 

Do I really mean that the yen has to go to 100? I 

firmly believe that it does. 

Let us first look at the costs and benefits to 

our nation of such a dollar depreciation and 

then consider its impact on the rest of the world. 

On the cost side, inflation is the issue; on the 

benefits side, the sooner we correct our budget 

and our external balance, the lower the ultimate 

cost to our standard of living. 

Currently, depreciation is inevitably linked to 

the inflation rate because currency realignment 

is the means by which we are trying to correct our 

external balance. A weaker dollar raises import 

prices, causing people to shift away from imports 

and toward domestically produced goods. In 

terms of foreign currency, depreciation strength-

ens our competitive position and thus leads to 

greater exports because U.S. firms have better 

opportunities for selling abroad. At home, 

however, prices will tend to rise. We see that 

most obviously in primary commodities: if the 

dollar goes down, agricultural prices are likely to 

go up, as will wood and pulp, oil, gold, and a host 

of other items. 

Depreciation's inflationary impact may be 

dramatic, as it was in 1978-80 when the dollar 

decline was accompanied by a sharp increase in 

commodities and in oil, or it may be very mod-

erate. In large part, the impact depends on how 

wages respond to the depreciation. If the in-

creased cost of living ushered in by higher 

import prices spills over into stepped-up wage 

demands, the result will be greater costs for 

firms. Inevitably, these increases will generate 

price hikes, which in turn will exert upward pres-

sure on wages, thus taking us far up in inflation. 

Conversely, if wages hardly respond because we 

are a relatively closed economy—even 10 per-

cent depreciation of the exchange rate barely 

changes the cost of living—then depreciation 

offers a very effective way of cutting our wage in 

terms of buying power in deutsche marks or yen 
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Chart 2. 
U.S. Net Exports 

(Percent of GDP) 
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/ No Further 

— r T 1 
1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 

Source: Rudiger Dornbusch, "External Balance Correction: Depreciation or Protection?" Brookings Papers on Economic 
Activity, 1 (1987), p. 258. 

without at the same time setting off inflation 

here. When Mexico depreciates, the inflation 

impact is violent; when the United States de-

preciates, the inflation impact has so far been 

extremely moderate. For example, our 50 percent 

depreciation over the last two years has produced 

an effect that is best embodied by the disparity 

between inflation rates in consumer and producer 

prices. The former are hovering somewhere 

about 4 percent, while the latter are below 3 

percent; the difference is the impact of oil price 

increases and the exchange depreciation. 

A very important difference exists between 

early, dramatic depreciation of the dollar and 

lengthy postponement. For every year of extra 

budget deficit, someone will have to pay the 

taxes to service the domestic debt, or else 

someone will suffer the inflation that wiped the 

debt out. As for our external debt, the situation 

is much the same and in an obvious way. A coun-

try that overborrows ultimately must have a 

massive real depreciation in order to produce 

the staggering trade surpluses required to pay 

the built-up interest. That is the scenario being 

played out in Mexico today. The United States is 

in for exactly the same fate if we allow an over-

valued dollar to stay with us too long. 

A look at the costs and benefits clearly shows 

that early, large real depreciation is desirable— 

and the faster and bigger, the better. A rapid, 

sizable depreciation will encourage any U.S. 

firm that considers going into exporting to do so 

much earlier, just as it will more decisively drive 

out any foreign firm that is trying to hang in the 

U.S. market. Adjusting the dollar's value over a 

couple of years cannot have the same forceful 

effect. 

These issues of timing are important, for we 

know that major japanese corporations today 

are budgeting the yen at 100 to the dollar and 

are finding it profitable. Thus, they have in fact 

already adjusted significantly, a process that 

might have been impossible if the dollar had 

fallen even faster. 

When urging a faster dip in our currency, we 

must consider inflation once again. Taking the 

dollar down more gradually may create less of 

an inflation atmosphere in commodity markets, 

and hence may slow its inroads on wages. If we 

had a precipitous decline in the dollar and an 
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upsurge in commodity prices and gold, the 

Federal Reserve might feel obliged to temper 

the inflation with a steep increase in interest 

rates. If the dollar can be eased downward 

gradually and avert inflation, one might have the 

best of all worlds. 

Having concluded that the dollar must drop 

30 percent, we must next puzzle out why that has 

not yet occurred. Why have the markets not gone 

short on dollar-denominated assets and long on 

deutsche mark—and yen—bonds to take advan-

tage of this coming collapse of the dollar? For 

the explanation, we must look to the Federal 

Reserve's policies. In the first half of 1987, our 

current account deficit of $75 billion was ex-

clusively financed by foreign central banks, not 

by foreign private savers. Although the latter 

had already begun to stay away from what is an 

obviously overvalued currency, they have been 

shy about taking the dollar to the brink. Every 

other day the dollar goes up a 1 ittle bit and every 

other day it notches down, producing an overall 

trend that has been down 50 percent for the last 

two years. 

We can view market participants' hesitating 

withdrawal from the dollar in two ways. In hind-

sight, the depreciation in the U.S. dollar looks 

extraordinary. With the dollar's quiet descent, 

foreign investors experienced some brutal capi-

tal loss. Had investors anticipated this drop, 

they certainly would not have held dollars 

without the inducement of astronomical interest 

rates. Nonetheless, even faced with the likeli-

hood that the dollar will fall by 30 percent, they 

are now letting their central banks finance our 

current account deficit for the next five years. 

Furthermore, foreign investors are holding onto 

rather than selling their dollars. U.S. financial 

institutions, for example, are subject to regu-

latory constraints, in particular the need to 

report their losses to the Securities and Ex-

change Commission every three months. Although 

they may feel certain that over two years the 

dollar will be down significantly, their horizon is 

much shorter. Investors really cannot afford to 

speculate in the current atmosphere of uncer-

tainty, for they know that every time it gets 

"warm,"the Federal Reservemightletthedollar 

appreciate, and investors will suffer terrible 

losses. Then, when those investors get out, the 

Fed permits the dollar to drop, belatedly prov-

ing that the foreign firms were right. 

I believe that the Fed's management of the 

exchange rate over 1987 has exactly followed 

this pattern. Its policy has been to discourage 

massive short-term speculation, which would 

take the dollar down too fast, while at the same 

time fostering seeming ambiguity in the dollar's 

movement. Such an approach is attractive in 

that it wards off the big stampede out of dollars 

that would engender a currency collapse, a 

sharp increase in commodity prices, and, hence, 

a 1978/80-styIe inflationary surge which would 

force the Federal Reserve into a high interest 

rate policy. 

So the impossible is being done: an obvious 

and large depreciation of the currency has taken 

place without being reflected in interest rates. 

But how long can this masterpiece in engineer-

ing last? To date it has held up very successfully, 

"Having concluded that the dollar 

must drop 30 percent, we must next 

puzzle out why... the markets [haveJ 

not gone short on dollar-denominated 

assets... to take advantage of this 

coming collapse of the dollar." 

since rates have risen minimally even as the 

dollar keeps going down. Looking ahead, there 

will be days when the dollar goes up, even a lot, 

and that is exactly what burns the little fingers 

and keeps the speculators away. That tactic is 

what keeps the affair manageable—as well as 

the fact that central banks have already put up 

$90 billion to defend the dollar this year. Over 

the next two years, however, the dollar cannot 

continue to ratchet downward day by day, as the 

course would become too obvious. 

Having looked at the costs and benefits to the 

United States of a 30 percent dollar deprecia-

tion, let us briefly assess what will happen in 

Europe and Japan. Europe has been stagnating 

economically for the last seven years. Its average 

growth rate of capital income for the period is 

-0.8, which is a terrible performance compared 

with that of the United States. Europe fears that 
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there are extremely tight limits on the extent of 

possible expansion, and that any attempt by 

governments to expand their economies through 

easier money would very rapidly result in infla-

tion rather than in output growth. Because of 

this belief, governments do not act, and in turn 

firms do not expand because they know that 

their governments' willingness to stimulate the 

economy is constrained by fears of inflation. 

Europe is clearly stuck. 

Japan is stuck also because it has found it far 

easier to announce policy and then to ignore it 

than actually to do something. Imagine, though, 

what would happen with a further 30 percent 

decline of the dollar, taking the yen beyond the 

100 level at which japan is comfortable today, 

japan has been able to maintain its cost-

competitiveness despite the dollar's slide in 

"If the alternative Is are/ ...to keep the 

overvalued dollar at the current level 

or to have a dramatic fall, 1much prefer 

the latter. The dollar is overvalued and 

hence one day must drop." 

part by skipping wage bonuses, hence reducing 

unit costs, and in part by shifting its sourcing to 

Korea, Taiwan, and Singapore, thereby dramat-

ically reducing the cost of intermediate imports. 

As there is very little Japan can do in terms of 

further cost reductions, another round of dollar 

depreciation actually would scratch the nerve as 

well as the cavity, compelling Japan to form a 

policy response. 

The same is true of Europe, where Germany 

has stood in the way of more expansionary 

monetary policies. With further dollar deprecia-

tion, the European Monetary System (EMS) 

might break up. With a 30 percent dollar push, 

Italy would likely decide to stay with the dollar, 

which would in turn make the deutsche mark 

appreciate relative to European currency. In 

terms of Germany's trade, that development 

would be extremely costly, as Germany trades 

primarily with Western Europe. So there, too, we 

would be touching a nerve. 

Notwithstanding the pain, I believe that 

dollar depreciation is the best way to get 

improved policy performance out of Japan and 

Germany. When the dollar falls, Germany and 

Japan have only one means to stop its decline-

dramatically lowering their interest rates and 

expanding their budgets. These measures will 

not be taken until the push comes. As we have 

already seen in the first round of depreciation, 

support from our trade partners has tended to 

disappear. For the United States, it all adds up 

to a very large deficit while our partners enjoy a 

comfortable surplus. 

1 conclude, then, that the dollar must go down 

and that the Federal Reserve's accomplishment 

of lowering the dollar gradually and firmly by 50 

percent over two years is wonderful. Another 30 

percent in a year-and-a-half would be utterly 

satisfactory. If the Fed can achieve this slowly, 

kudos to them. If the alternative, though, is to 

keep the overvalued dollar at the current level 

or to have a dramatic fall, I much prefer the lat-

ter. The dollar is overvalued and hence one day 

must drop. If it is locked in at its present rate, we 

shall have to pay for a much larger and steeper 

plunge some time later. 

Let me talk about a closely related issue 

before I conclude my remarks on dollar depre-

ciation. It would be a serious mistake to aban-

don flexible exchange rates in favor of target 

zones within which rates are fixed. According to 

this plan, the government would tighten mone-

tary policy whenever the currency depreciates 

and relax it whenever it appreciates. Thus, 

monetary policy would be oriented toward the 

exchange rate. Our experience with a fixed 

exchange rate came to a halt in the 1960s when 

the United States' expansionary monetary policy 

conflicted with Germany's preference for low 

inflation and positive real interest rates. Since 

then, the world has not changed one bit. If we 

attempted to return to a fixed exchange rate, we 

would have to decide whether our 4 percent or 

Germany's I percent rate is the right inflation 

rate. Obviously, it would be only a question of 

time before we were once more at loggerheads 

and the deutsche mark started to rise. By adopt-

ing target zones we would lose the freedom to 

sustain a strong expansion, as we have done 

over the last five years in the U.S. economy. The 
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Table 3. 
Foreign Direct Investment Flows to the United States 

(Billion $) 

1981 1982 1983 1984 1985 1986* 

Total 23.2 10.8 8.1 15.2 23.1 31.5 
Classified by Industry 

Manufacturing 8.1 2.4 3.1 3.1 12.1 13.7 
Retail and Wholesale Trade 0.9 1.1 0.3 2.0 2.0 5.8 
Banking, Insurance, and Finance 2.2 1.7 0.7 1.9 1.7 3.3 
Real Estate 3.7 3.3 2.7 2.2 1.9 4.0 

Classified by Country 
Japan 0.6 0.6 0.4 1.8 1.2 4.7 
Europe 10.6 6.4 4.9 6.5 15.4 17.1 
Canada 6.1 1.2 1.1 2.6 2.9 5.2 
Middle East 3.4 0.9 0.7 0.9 1.0 0.5 

* Preliminary data. 
Source: U.S. Department of Commerce. 

growth that flexible rates have accommodated 

has been accompanied by relative price sta-

bility. All we must be careful to do is clean up the 

cost of that expansion before we actually have to 

pay a far heavier toll. 

The second issue is foreign direct investment, 

which has been pouring into the United States 

at very noticeable rates (see Table 3). Those who 

are alarmed about this influx have fears such as 

that for every Japanese car producer that opens 

in this country a U.S. producer is closing down. 

Studies show that a domestic firm produces 

12,000 more jobs than does the Japanese firm. 

This disparity is attributable partly to the 

Japanese firm's greater efficiency, but mostly to 

the fact that the Japanese firm buys a majority of 

its parts and suppl ies from Japan or Korea rather 

than from U.S. suppliers. 

So here we seem to have an intriguing point. If 

foreign firms do not create as much employ-

ment as the displaced U.S. firms, on balance the 

latter may seem preferable. However, that 

thinking would be fallacious, because we have 

to take a comparative stance. When we consider 

a situation where our borders are closed to keep 

out everybody, no doubt U.S. firms produce 

more jobs. But if the alternative is that the 

Japanese producer exports a whole car to the 

United States, of course the firm's having been 

located here creates some domestic value added. 

Foreign direct investment also brings other 

advantages to the host country, such as superior 

management skills, advanced technology, and 

growing capital—all of which Mexico, for exam-

ple, welcomes with U.S. investment in that coun-

try. In that respect, therefore, 1 think that foreign 

direct investment in the United States should 

be openly and happily embraced. 

For the time being, foreign direct investment 

in the United States is negligible. Foreign firms 

located here employ less than 1 percent of the 

labor force; their real estate holdings are less 

than what we have in military air fields; and they 

account for less than 3 percent of total U.S. pro-

ductive efforts. In fact, foreign direct investment 

in this country is only a very small fraction of 

foreign bank deposits in the United States. We 

are likely to see a lot more foreign investment 

over the next year because of spreading trade 

restrictions. The United States would do well 

actively to encourage such investment, for it 

enables us to share in cheap foreign labor 

without running the risk of protectionism. 

Let me summarize what 1 have tried to say. In 

the last five years the United States has ex-

perienced very strong growth. Unemployment 

has dropped to the level of the late 1960s, and 

inflation had earlier subsided to almost noth-

ing. Even today, we can hardly feel that inflation 

has edged back up around 4 percent. The party 

is not over—in fact, we could stay until daylight— 

but it is wise to bring it to a halt. Fed Chairman 
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William McChesney Martin used to say that the 

Federal Reserve is like the matron who removes 

the punch bowl just as the party gets going. This 

year and the next probably are the time to make 

major adjustments so as to lock in our extra-

ordinary five-year expansion and look toward 

restoring manufacturing to a firm position in the 

U.S. economy. The effective way to make the cor-

rection is via a massive depreciation of the 

dollar, which would make our costs more realis-

tic by world standards. Among the major macro-

economic issues involved in that adjustment, 

the most significant is the impact that the re-

sultant inflation would have on monetary policy 

and interest rates. Notwithstanding these con-

cerns, the adjustment must be made, and 

budget correction is the way to avoid inflation 

and crowding out. 

The United States' current plight is infinitely 

far away from that of Mexico, Argentina, and 

Brazil. Not only can these countries no longer 

borrow, but they also must undergo dramatic 

and costly adjustments to compensate for their 

past overborrowing. We can avoid that dire 

situation, in part because the U.S. economy is 

much more closed and hence exchange rate 

adjustment offers a powerful means for getting 

better trade flows without cutting the standard 

of living. We can only rely on this approach, 

though, if we devalue the dollar soon enough 

and with great care. If we allow the dollar to 

remain overvalued, perhaps because of some 

misperception about purchasing power parity, 

then in the end the United States will be more 

nearly like Mexico. 
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