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The United States' economy, during the last year and a half, has 

turned in an impressive performance. From the low point of the recession, 

in late 1982, GNP has risen by 10.5 percent. Employment has risen by 3.5 mil

lion as of February, while unemployment has been reduced from a high of 10.7 per

cent to 7.8 percent. During this time, inflation has been moderate, around 
4-5 percent, which is not in itself satisfactory, as a permanent level, but 

constitutes a considerable improvement over the recent past.
These gains have been achieved, however, at considerable cost.

The budget deficit, which has fueled much of the expansion, has reached the 
order of 6 percent of GNP. The current account has gone into massive deficit, 
threatening to exceed $80 billion, or somewhat over 2 percent of GNP. The 

public debt has been rising at an excessively rapid rate, even though in 
relation to GNP its current level is less than 35 percent, far below its level 

during the 1950's and 1960's. Our international asset position has deteriorated. 

Interest rates have been high, although so far their level has not impeded a 

very good performance of the housing and business investment sectors. The
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dollar has reached a level at which American products have become very 

much less competitive abroad while foreign products can compete on favorable 

terms in our domestic markets. Protectionist pressures, therefore, are 

rising.

Most of these negative influences, which I have referred to as 
"the cost" of our recovery, could have been mitigated, if not altogether 
avoided, if a different set of policies had been followed, especially with 
respect to the federal budget. In that case the exact form of the recovery, 

of course, would have been different too but not necessarily less good. In 

any event, there would probably have been a better balance of investment 

and consumption and higher net national savings.

American policies have had repercussions abroad. The United States 

has been held responsible for high interest rates in other countries, for 
draining capital away from the rest of the world, for causing inflation, and 
for protectionist measures. I have heard little about any benefits the rest 
of the world has derived from the recent U.S. economic performance.

The point of my remarks here will be to say that the negative 
impacts of developments in the United States on the rest of the world have 
been overestimated while the positive impacts have been ignored. In my view, 
the positive impacts clearly outweigh the negative. I shall proceed with an 

examination of several criticisms made of U.S. policies, always recognizing, 

of course, that there is likely to be a grain of truth, and often more than 
that, in each of these points.
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High Interest Rates

Interest rates are high in the United States. This view, though 

somewhat judgmental, seems justified in the light of the moderate rate of 

inflation which would suggest that nominal rates are relatively high. It 

applies also to real rates, unless inflation expectations should be con

siderably above the current rate of inflation. Compared with German interest 

rates, U.S. short-term rates have been 2-5 percentage points higher in the 

last three years, long-term rates 2-1/2 - 4-3/4 percent higher. Given an 

inflation differential of 1-2 percentage points, these are significant 

differences.

German interest rates, however, are by no means exclusively 

determined by U.S. rates. Indeed, as Bundesbank President Karl Otto Poehl 

said some time ago, German rates are substantially uncoupled from American 

rates. Under a system of floating exchange rates, there is no direct trans
mission of interest rates from one country to another. A differential in 
nominal and also in real interest rates is entirely possible, although this 

may require acceptance of a somewhat lower exchange rate.

German interest rates do not appear high, even given the very moderate 
rate of inflation, either in nominal or real terms. In some European countries, 
interest rates are high for reasons that do not go back to events in the United 
States. There still are budget deficits, and in some countries there is still 
a significant rate of inflation.

I might add that recently we had a test of the proposition that it 

is the high level of the dollar that compels European countries to maintain 

their interest rates high in order to avoid further depreciation. The dollar
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has weakened somewhat in the last couple of months. Nevertheless, I have not 
observed much of a decline in interest rates nor many public statements 

indicating that interest rates in Europe could now come down.

The Capital Drain

Next there is the question of the capital drain. The United States 

has a current-account deficit that some have projected for 1984 at a level of 

about $80 billion. That means that in order to pay for its excess of imports 

over exports, the United States must import capital, that is, borrow abroad, 

for that amount. I agree that this is a strange and unattractive posture for the 

United States as one of the world's richest countries. To be sure, one could 

perhaps raise some questions about the magnitude of the amount. Our current-account 

data often do not square with our capital-account statistics, giving rise to the 
well-known "statistical discrepancy." Usually this is interpreted in the sense 

that the current account is correctly reported in the statistics while the capital 
account may fail to report some inflows or outflows that would bring the two 
accounts into balance. There is some reason, however, to question the accuracy 

even of the current account. Taking world balances of payments for all countries 
together, the sum of current-account surpluses and deficits, which, of course, 
ought to be equal, fails to match to an extent of over $100 billion. There are 
more deficits in the world than there are surpluses. This suggests at least 
the possibility that the deficits are overstated and that some international 

receipts have escaped the statistics gatherers. For the United States, the 
suspicion has been voiced that service receipts usually have been underreported.

But these statistical quibbles are not the core of the matter. By 

any method of statistical adjustment, the United States current-account deficit 

is bound to be very large. This situation usually is described in terms of the 

United States draining scarce capital from the rest of the world. But one country's

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



5 -

current-account deficit, data errors aside, is another country's export 
surplus. I have yet to hear complaints about troublesome export surpluses 

on the part of other countries. On the contrary, countries seem to welcome 

the stimulus that comes from rising exports. The gratifying expansion now 

in progress in the Federal Republic is to some extent carried by rising 

exports. The current-account surplus of the Federal Republic, of approximately 

DM10 billion at this time, was characterized as appropriate for a country 

of Germany's stature, in a speech by Vice President Schlesinger of the 

Bundesbank. Moreover, the world outside the United States, of course, is 
still very far removed from the condition of full employment at which level a 

true limitation of world savings occurs. So long as there is room for an 

economy to expand, owing to the presence of unemployment and excess capacity, 

savings also can expand. The drain of world savings to the United States, 
therefore, can at these levels of economic activity still be offset, to some 
extent, by rising income and rising savings abroad. If and when conditions of 

full employment are reached, the situation will be different, assuming the flow 

of capital still to be toward the United States.

Imported Inflation
There is no doubt that a rising dollar puts upward pressure on prices 

for countries outside the United States. It is true also that insofar as the 

good inflation performance of the United States is due to a rising dollar, 

this is nothing to boast about, since it is at the expense of the rest 
of the world. The totality of the effect seems to be greatly overrated, 

at least as far as the world outside the United States is concerned. Many
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import prices ere quoted in dollars, but that does not mean that they all 

reflect the price and cost level of the United States. Host of them, indeed, 

are world-market prices, reflecting costs and prices, and basically supply 
and demand, in world markets.

Even the price of oil clearly is not independent of the level of 

the dollar. OPEC is well aware of the real price of oil, i.e., its value 

in terms of its worldwide purchasing power. A rising dollar tends to hold 

down the dollar price of oil; a falling dollar tends to encourage increases.

As far as inflation in the United States is concerned, we estimate 
that a 10 percent change in the value of the dollar changes the rate of 

inflation by one-half of one percent per year for a period of about three years.

Protectionism

Finally, there is the charge of protectionist leanings in the 

United States. Unfortunately, this charge is not unjustified. The 

administration is making great efforts to hold these forces at bay. But 
in an election year, this is more difficult to do, and the pressures from 
interest groups are tremendous. At the same time, it needs to be emphasized 
that many of the industries seeking protection are to some extent themselves 
responsible for their predicament. Failure to keep up with modern 

technology, payment of wages far in excess of the average American pay 

level cannot be attributed to a high dollar. To shield industries against 

the consequences of their own poor judgments would reduce the pressure to make 

adjustments hereafter. Moreover, the cost of protectionism to the American 
consumer is high. It raises the cost of all the products for which protected
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products serve as inputs. It directly raises the price of foreign products 
and sometimes restricts their availability. These things are harmful to 

the American consumer whose interests surely deserve to be considered along 

with the interests of producers.

Protectionism, moreover, is not unique to the United States. At a 

time when the dollar is high, one should think that there would be less cause 

for protectionist measures in other countries. But some industries can 
always find a competitor who could outsell them and if it is not the United 

States, it is the Japanese, or the developing countries. As a result, we see 
barriers to trade threatening everywhere, although least perhaps in the 
Federal Republic.

This is particularly troublesome from the point of view of developing 

countries, which must export if they are to grow and also to meet their debt 
obligations. In some respects, their situation today resembles that of Germany 

after World War I. Heavy demands were being made upon Germany for payment of 
war reparations. At the same time, the countries receiving these reparations 
protected themselves against the imports from Germany which were the necessary 
means by which Germany might have paid. From the experience of the post-World 
War II era, with the great increase in German exports in an environment of 
liberalized world trade, we can guess that had similar liberal trends prevailed 
during the 1920's and 1930's, the world would have been spared the financial 

problems that became associated with German reparations and interallied war 

debts.

Today, the developing countries have based their development plans 
on exports to world markets of industrial products, often of low technology. 

Clearly this is a better growth strategy than to rely purely on the domestic
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market and seek to develop industry on the basis of import substitution.

But the outward-looking strategies of the successful developing countries, 

including particularly those of the Far East, require receptiveness in the 
industrial countries. If protectionist pressures prevail, the newly 

industrializing developing countries will find it difficult to export and 

also will find it difficult to meet their debt obligations. This makes it 

important for the industrial countries to act jointly in resisting the forces 

of protectionism. That the United States, because of the high dollar and 

the large current-account deficit, is experiencing particular pressures is 

unfortunately a fact of life. But it is true also that the forces favoring 

a liberal approach to trade are making great efforts in the United States, at 

the governmental and the private level, to resist these tendencies. Similar 

efforts are required everywhere.

Costs for the United States
I started my remarks saying that the United States had achieved a 

good performance in terms of output, employment and inflation, but at a high 
cost. These costs, as follows from the discussion so far, include a serious loss 
Of export markets, with a 15 percent decline in the volume of U.S. merchandise 
exports from the fourth quarter of 1980 to the fourth quarter of 1983. Also, 

there has been considerable penetration of domestic markets by producers who 
may not relinquish their market share even if the dollar should fall, exposure 

to protectionist pressure, and increasing international and domestic indebtedness. 

This enumeration seems to be in line with a statement by Dr. Emmjnger which 1 am 

quoting from memory, to the effect that the cost of U.S. policies to the United 

States is greater than to Europe or the rest of the world.
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I would add that the evidence also suggests that, on balance,

U.S. policies have had a positive effect for the world economy, even though 
at some cost. Efforts have been made to quantify the impact of the American 

economic recovery on European countries. Calculations made at the Federal Reserve 

Board suggest that the impact of the American expansion on German growth is sub

stantial. U.S. imports from Germany, in real terms, rose about 20 percent 

during 1983. This implies a direct contribution to the German rate of growth 
during that period, which was 3.2 percent during 1983, of one-third percentage 

point. However, if indirect effects are taken into account, reaching the 

Federal Republic via third countries, and allowing for multiplier effects, 

the contribution of U.S. growth to German growth may have been as much 
as one full percentage point of the German 3.2 percent growth rate, or almost 

one-third of the total growth of the German economy in 1983. The United States 

clearly has acted as a large locomotive in the incipient recovery of the world 

economy.
Another study, by Gilles Oudiz and Jeffrey Sachs, arrives at a related 

conclusion. They explored the possible consequences of a change in U.S. policies 
that would sharply cut U.S. fiscal expenditures, matched by a sharp reduction 
in interest rates. They conclude that such a change toward a tighter budget/easier 
money mix would leave the Federal Republic worse off than present U.S. policies. 
Results are ambiguous with respect to Japan but̂  even there, GNP diminishes 
and the trade balance worsens in this modeling exercise, as it does in the 
Federal Republic. The authors note that the results of their study, which 

are subject to the usual qualifications, fly in the face of conventional 

wisdom that U.S. policies are precluding a European recovery. The study in 
question formed the subject of a recent meeting in Washington.
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The Dollar

The U.S. dollar has been the focal point of the impact of U.S. 

policies on Europe and the rest of the world. Its strong rise, by 37 per
cent, from early 1981 to early 1984, on a trade-weighted basis, and 31 percent 

trade-weighted in real terms, and of 26 percent against the D-mark for the 

same period, has been dramatic and in many respects traumatic. It has 

rekindled doubts, in many quarters, about the virtues of a floating exchange 

rate system. It poses uncertainties for the future. It has given new impetus 

to the discussion of overvaluation and overshooting of exchange rates, despite 

the fact that our knowledge of what determines exchange rates is far from 

sufficient to make very reliable statements on this subject.

With those who say that the dollar is overvalued, I would agree in 

the sense that anything approaching balance-of-payments equilibrium, in the 
current-account sense, is not possible for the United States at present 

dollar rates. For that reason, I do not believe that the situation is 
permanently sustainable. On the other hand, I would note that the term "over
valuation" in the sense of a prediction on the future movements of the dollar, 
which has been in vogue for a year or two, has not proved applicable to the 
dollar so far. Those who called the dollar overvalued in that sense have 

not made much money if they followed their own advice.

I would add that the statement sometimes made that an exchange rate 
cannot be overvalued because it balances the supply and demand in the exchange 

market is true but trivial. And finally, if a denial that the dollar is
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"overvalued" is taken to mean that the present level of the dollar is inherently 

desirable because it is good for the United States to have a huge current- 

account deficit and to benefit modestly from better terms of trade and lower 
inflation, I would simply say that this is a value judgment which I do not 
share.

A very different question is to what extent the United States can 

be held responsible for the high level of the dollar. The conventional wisdom 

is that the budget deficit raises interest rates, and high interest rates 

raise the dollar. I would remind you that ordinarily one does not associate 

enormous budget deficits with a strong currency. Typically, countries with 

large deficits experience a weakening of their currency, often rapid. That 

happens even though those countries typically also experience rising interest 

rates as their economy inflates.
In the case of the dollar, it has been at least an open question whether 

the strong fiscal expansion would appreciate or depreciate the currency. Two 

econometric models with which I am acquainted give opposite answers to this 

question. The reason is very simple. Strong fiscal expansion, given a stable 
money-supply policy, raises interest rates but also increases imports. Whether 

the capital-account effect (operating through higher interest rates) or the 
current-account effect (operating through a larger deficit) will predominate 
is not a priori obvious. In the American experience, to be sure, there is some 
evidence that the capital-account effect seems to be stronger than the current- 

account effect. In cyclical expansions, which have had the result of raising 
both interest rates and imports, the United States has tended to gain exchange 

reserves under the old fixed-rate system and to experience a rising dollar under

the floating system.
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What the strong rise of the dollar seems to suggest is that there have 
been other factors, in addition to the budget deficit and rising interest rates, 

that have pushed the dollar up. I would refer to these as structural factors, 

i.e., making the United States attractive to foreign investors. The rate of 
inflation has declined, tax changes have enhanced profitability, and the 

United States offers a "safe haven" with respect to uncertainties of all 

kinds abroad. Under these conditions, it has been easy for the United States 

to finance its current-account deficit. In fact, the deficit has been over

financed, in the sense that the demand by foreign investors for dollar assets 

has been more than sufficient to meet the financial needs -- hence the rise in 
the dollar.

If the dollar should depreciate, these good fundamentals would not 

necessarily change very much. They would continue to support the dollar. 

Nevertheless, the consequences of a drop in the dollar would be far-reaching.

A drop in the dollar would reduce or eliminate the current-account deficit.

It would thereby also reduce or eliminate the capital inflow into the United 

States. The effect would be that the budget deficit, if it were still in 
existence, would have to be financed wholly from domestic sources. This 
might well generate higher interest rates, as the government and the private 
sector had to compete for a smaller volume of investable resources. One 
would then observe the spectacle common in the case of countries with large 

budget deficits but which until now the United States has avoided: a falling

currency accompanied by rising rates of interest.
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For the rest of the world, such a development would certainly 

mean the loss of the stimulus from the U.S. current-account deficits. It 

would also provide some abatement of inflationary pressures. What it would 

do for interest rates is more uncertain. To the extent that factors other 

than the level of the dollar are responsible for Interest rates prevailing 

in the world, as a result of governmental policies or of market factors, 

there might be no particular interest-rate consequences.
For the course of events very much depends, of course, on whether a 

decline of the dollar, if and when it occurs, is associated with a reduction 

In the budget deficit, a reduction in real interest rates, and an improve

ment in world conditions that would also help American exports. This kind 

of development seems more probable to me than a sequence of events where 

nothing changes very much except investors' desire for dollar assets. It 
may turn out that the structural factors supporting the dollar would continue 

to do so, even if not aided by high U.S. Interest rates.
In that event, the reduction in the U.S. current-account deficit 

might proceed more slowly than if the dollar wore to decline suddenly and 
sharply. For European exporters, competitive conditions would worson only 
moderately. A resolution of some of the tensions in the world economy that 
presently focus on the dollar might then procood in a relatively smooth and 
nondisturbing form, given appropriate budget policies in the United States.

It
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