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Reagan Fiscal Policy and the Dollar

The U.s. dollar rose sharply from 1980 to 1985,
and then depreciated by almost the same amount
through 1988. The sources of these large swings
in the dollar have been the subject of consider
able debate. This Letter sorts out the relative
contributions of fiscal and monetary policies to
the recent swings in the dollar, using a simula
tion from a macroeconometric model developed
at the Federal Reserve Bank of San Francisco. (A
complete description of this model is available in
FRBSF Working Paper 89-01.) The analysis sug
gests that the fiscal expansion under the Reagan
Administration was the most important reason for
the dollar's appreciation, but that monetary con
ditions at home and abroad were primarily
responsible for its depreciation.

Linkages
Financial capital has become highly mobile
among industrialized countries. Therefore, move
ments in the real exchange value of the dollar
(that is, the dollar's current value, adjusted for
differences in the general level of prices at home
and abroad) are dominated in the short run by
the effects of international capital flows. A rise
in real, or inflation-adjusted, interest rates in the
U.S. relative to abroad immediately will encour
age investors to purchase dollar-denominated
assets and thereby cause the real value of the
dollar to rise. This rise in the dollar's value
will tend to equalize the expected returns on
investments at home and abroad because of an
expected depreciation in the future. But in the
long run, real interest rate differentials tend not
to persist because the equilibrium value of the
exchange rate is not expected to change. Rather,
in the long run, it is conditions affecting the
underlying fundamentals in markets for goods
and services, and not financial markets, that tend
to determine the real value of the dollar.

Stated more formally as the so-called "open
interest parity condition," this line of reasoning
says that the current real value of the dollar re
flects the magnitude of any real interest rate dif
ferential on domestic and foreign financial assets
and the underlying factors that determine the

expected real value of the dollar in long-run
equilibrium.

One implication of this analysis is that an
appreciation in the real value of the dollar will
be temporary if it is caused solely by a rise in the
real interest rate differential (and not by any
change in the expected long-run fundamentals).
Thus, if the u.s. real one-year interest rate
exceeds the foreign one-year rate by, say, one
percentage point, the real value of the dollar
should stand one percentage point above the
market's expectation of its value a year from now.
At the higher exchange rate, the market would
expect the real value of the dollar to depreciate
by one percent over the year. The expected de
preciation would just offset the higher yield on
u.s. assets, making the net return equal to that
on foreign assets. ,

Similarly, because a one percentage point dif
ferential in the real interest rate on alO-year
bond implies that, on average, future one-year
rates are also expected to exceed foreign rates
by one percentage point, this should result in a
value of the dollar that is 10 percent above the
market's expectation of its value 10 years from
now. To the extent that current short- and long
term interest rates are not highly correlated, the
longer-term interest rate differential tends to
dominate in determining the current value of the
dollar. But shorter-term interest differentials will
indicate the expected pattern of the dollar's
change over the investment horizon.

The open interest parity condition may be mod
ified to include a "risk premium" in the returns
to investments in one country versus those in
another. Foreigners may regard u.s. and foreign
assets as imperfect substitutes, and therefore,
may not be willing to absorb higher proportions
of dollar-denominated assets in their portfolios
unless they can obtain a greater expected return
on them. In this case, a higher U.s. real interest
rate would not result in as large a current appre
ciation of the dollar, thereby providing investors
with a higher expected return (because of a



smaller expected depreciation in the future) as
compensation for holding more dollars. The
available evidencesuggeststhat.risKPremia on
internationally-traded assets are small; vary with
time, and are difficult to associate systematically
with other variables. Nevertheless, there is some
intuitiveappeal tothe ideathatinvestors may
require risk premia if exchange rates ar~ suffi
ciently volatile, or if at some point, portfolios
become " satu rated" .with .investments denomi
nat:ed it) .a particular currency.

EffectsoHiscal policy. .
Asustainedchange in fiscal policy can be
expected to affecUhe .real value of the dollar
through two channels. Fir5t,intheshort run, a
higher budget deficitwiJlcause u.s. interest rates
to rise as increased government borrowing places
greater demar)ds on U.S. capital markets. The as
sociat~d increase in the real interest rate differen
tial will attract greaj:erinflow? offoreign funds
until the. dol.larappreciates by enough to satisfy
the open.interest paritycond itions.· S~c:ond, an
expansionary fiscal. policy thatis expected to be
sustained also can change the anchor of the par~

ity condition, that is, the market's expectation of
the longer-run value ofth~ dollar. If foreigners
were .will ing toaccumu late an .unl im itedamount
of u..S./debtover the relevant investmenthorizon,
the marketwould tend to expect a sustainedap
preciation. of the dollar because of the need for a
sustained rate of capital inflow to finance the
continued budgetdeficit.

However,iftheforeign accumulation of dollarc

denominated assets that would be caused by a
persistent u.s. budget deficit.is sLJfficientlylarge,
foreignerseventLJally mightdemand a risk pre
miumon. ~.s.assets. Inde~d, it is possible that
the expected risk premium would be so large
that the expected long-run value of the dollar
actually would decline, rather thanrise. In this
case, the expectation of a continued U.s. budget
deficit in the futLJre would tend to cause the
doHar to depreciate.

Evidence from the exchange rate equation in
the San Francisco model, estimated over the en
tire period offloating exchange rates since 1973,
indicates that expansionary fiscal policy has, in.
fact,raised the expected long-run~quilibrium

valueofthedollar. Specifically, the mod~l in
dicates that risk premiums have not been very
important and that market participants have

tended to expect about two-thirds of any change
in fiscal policy to persist over an estimated
investment horizon of about 10years. As U.s.
budget deficits increased in the 1980s, these
expectations, in turn, raised the long-run anchor
for the dollar and therefore caused the current
value of the dollar to appreciate. Moreover, the
model also finds that althoughthe rise in.the real
interest rate differential that was associated with
the fiscal expansion played a role in appreciating
the dollar, the effect of the change in expecta
tions concerning the long-run value of the
exchange rate was more influential.

Reagan fiscal policy
Due to the tax cuts and expenditure increases
introduced by the Reagan Administration, the
federal budget moved from a position of approxi
mate balance in 1980 to a deficit equal to four
percent of high-employment GNP in 1986 before
declining to 2.4 percent of high-employment
GNP by 1988. (The measure of the deficit used
here counts the erosion in the real value of the
federal debt due to inflation as tax revenue.) To
assess the impact of this fiscal expansion on the
dollar, the San Francisco model was used to sim
ulate the economy's path asif there had been no
change in fiscal policy after 1980.

Such a simulation requires that there be no
change in federal marginal tax rates that would
alter economic incentives for saving, investment,
and work effort. It also requires that federal out
lays and receipts as a fraction of high-employ
ment GNP remain at their 1980 levels. Such
unchanged receipts and outlays, as well as un
changed marginal tax rates, would result in no
change in aggregate demand or SLJpply due to
fiscal policy. In the simulation, the path of M2
was kept unchanged, although the results would
have been fairly similar if the simulation had
proceeded on the assumption that the Federal
Reserve had targeted M3 or nominal GNP
instead.

As shown in the accompanying chart, the sim
ulation indicates that even under an unchanged
fiscal policy, the real trade-weighted value of
the dollar would have appreciated by about 30
percent from 1980 to 1985, compared to an ac
tual real appreciation of 55 percent. Because a
variety of factors account for this 30 percent
appreciation, the single most important contrib
uting factor to the appreciation that actually



occurred was, in fact, the Reagan fiscal expan
sion, which by itself contributed nearly half of
the overall appreciation.

Moreover, the effect of the u.s. budget deficit
on the expected long-run value of the dollar was
found to be a considerably more important cause
of the dollar's appreciation than its short-run
effect through raising U.S. real interest rates. In
t~e simu.lation of unchanged fiscal policy, the
differential between u.s. and foreign real bond
rates was changed very little. U.S. real interest
rates did increase relative to foreign real rates in
this period, but not primarily because of larger
budget deficits.

Of the 30 percent appreciation that would have
occurred anyway, about equal contributions can
be a~signed to domestic monetary tightening, fis
cal tightening in the U.S.' major trading partners,
and unexplained speculative factors that appear
to have been present in 1985. It is interesting to
note that it primarily was the monetary tightening
t~at occurred in the U.s., not the fiscal expan
Sion, that caused the real interest rate differen
tial to rise. As a result of the Federal Reserve's
attempt to reduce inflation, the U.S. real bond
rate rose between 1980 and 1984. And although
foreign countries also were pursuing policies that
raised interest rates (to counter the inflationary
effects of a strong dollar on their economies),
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Reasons for the dollar's fall
After 1985, the effects of the Reagan fiscal
program on the value of the dollar were rela
tively small. In the absence of the Reagan fiscal
expansion, the dollar would have declined by
about as much as it actually did, but starting
from a lower level. In this period, a decline in
the real interest rate differential from about four
percentage points in 1985 to less than one per
centage point in 1988 accounts for close to 80
percent of the dollar's depreciation. The decline
in this differential primarily was the result of two
developments. During this period, the u.s. real
bond rate declined as the Federal Reserve's dis
infl~tionary goals were achieved and monetary
policy eased. At the same time, foreign real bond
rates continued to rise as foreign central banks
tightened policy in response to the inflationary
effects of the strong dollar on their economies.
The strong dollar tended to create inflation
abroad both directly through higher prices of
tradable goods and indirectly through the boost
to aggregate demand from increased exports to
the u.s.

Summing up
In summary, then, fiscal policies at home and
abroad were more important than underlying
monetary conditions in pushing up the real value
of the dollar through 1985. But from 1985 to
1988, monetary conditions, including the lagged
response of foreign monetary authorities to the
effects of a strong dollar, were more important
than fiscal policies in bringing the dollar down.
0oreo~er, as a result of their effect on expecta
~Ions, fiscal changes have had a relatively large
Impact on the dollar, but only a small influence
?n. real.interest rates. In contrast, although var
Iations In monetary conditions also have affected
the real value of the dollar substantially, they
have done so solely by moving the differential
between U.S. and foreign real bond rates.

foreign real rates did not rise by as much as those
in the u.s.

1973 = 100

130

120

110

100

90

80

70

60
19881986198419821980

Real Trade-Weighted U.S. Dollar

Opinions ~xpressed in this newsletter do not necessarily reflect the views of the management of the Federal Reserve Bank of
Sa? Fr.anclsco, or of the Board.of Governors of the Federal Reserve System.
Edlt~nal. comments may.be addressed to the editor (Barbara Bennett) or to the author.... Free copies of Federal Reserve
pubhcatl~ns can be obtamed from the Public Information Department, Federal Reserve Bank of San Francisco P.O. Box 7702
San FranCISco 94120. Phone (415) 974-2246. ' ,



Research Department

Federal Reserve
Bank of
San Francisco
Alaska Arizona California Hawaii Idaho

nevada Oregon Utah Washington

¥


