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EXCHANGE RATES: THE DOLLAR I N  INTERNATIONAL MARKETS 

SUMMARY 

Mains t ream economic t h e o r y  s u g g e s t s  t h a t  t h e  U.S. budget  d e f i c i t  was 
t h e  main c a u s e  o f  t h e  d o l l a r  a p p r e c i a t i o n  between 1980 and e a r l y  1985. 
The h i g h  budge t  d e f i c i t  f o r c e d  t h e  U.S. Government t o  compete a g a i n s t  t h e  
p r i v a t e  s e c t o r  f o r  a v a i l a b l e  s a v i n g s ,  r a i s i n g  i n t e r e s t  r a t e s  i n  t h e  Un i t ed  
S t a t e s .  I n  r e s p o n s e ,  n e t  c a p i t a l  i n f l o w s  t o  t h e  Un i t ed  S t a t e s  i n c r e a s e d ,  
t h e  demand f o r  d o l l a r s  on t h e  f o r e i g n  exchange  marke t  went  up ,  and t h e  
d o l l a r  a p p r e c i a t e d ,  R e s t r i c t i v e  budge t s  and l o o s e  monetary  p o l i c i e s  
a b r o a d ,  b o t h  o f  which k e p t  i n t e r e s t  r a t e s  low a b r o a d ,  a l s o  c o n t r i b u t e d  t o  
t h e  d o l l a r ' s  a p p r e c i a t i o n  o v e r  t h i s  p e r i o d .  

Most economis t s  a g r e e  t h a t  a  r e d u c t i o n  i n  t h e  U.S. budget  d e f i c i t  i s  
t h e  most  e f f e c t i v e  way t o  r e d u c e  t h e  v a l u e  of  t h e  d o l l a r .  I n  a d d i t i o n ,  
a t t e n t i o n  h a s  f o c u s e d  on c o o r d i n a t i o n  of economic p o l i c i e s  among t h e  ma jo r  
i n d u s t r i a l  c o u n t r i e s  t o  r educe  wide swings i n  exchange r a t e s .  

U.S. p o l i c y  towards  t h e  d o l l a r  i s  t h e  r e s p o n s i b i l i t y  of t h e  U.S. 
T r e a s u r y  Depar tment ,  e x c e p t  f o r  f i s c a l  p o l i c y ,  where t h e  Congres s  h a s  a  
l a r g e  r o l e .  From 1980 t o  1985, t h e  A d m i n i s t r a t i o n  d i d  n o t  t a k e  an  a c t i v e  
r o l e  i n  exchange  r a t e  management, l e t t i n g  marke t  f o r c e s  d e t e r m i n e  t h e  
v a l u e  o f  t h e  d o l l a r .  I n  September 1985, however,  t h e  f i n a n c e  m i n i s t e r s  
and c e n t r a l - b a n k e r s  o f  t h e  G-5 c o u n t r i e s  (Un i t ed  S t a t e s ,  Uni ted  Kingdom, 
Germany, J apan  and F r a n c e ) ,  met ( a t  t h e  i n i t i a t i v e  of  t h e  Un i t ed  S t a t e s )  
and announced a j o i n t  e f f o r t  t o  r educe  t h e  d o l l a r ' s  v a l u e .  S i n c e  t h e n ,  
t h e  ma jo r  i n d u s t r i a l  c o u n t r i e s  have met s e v e r a l  times t o  c o o r d i n a t e  
p o l i c i e s ,  w i t h  a  l i m i t e d  d e g r e e  of s u c c e s s .  Most r e c e n t l y ,  t h e  G-7 ( t h e  
G-5 c o u n t r i e s  p l u s  Canada and I t a l y )  m e t  on A p r i l  8,  i n  an  a t t e m p t  t o  
s t a b i l i z e  t h e  d o l l a r  a t  c u r r e n t  l e v e l s .  

I n  t h e  1 0 0 t h  Congres s ,  H .R .  3 ,  T i t l e  IV, S u b t i t l e  A ,  t h e  C o m p e t i t i v e  
Exchange Ra te  Act of  1987,  has  s t i m u l a t e d  c o n s i d e r a b l e  d i s c u s s i o n .  The 
p u r p o s e  o f  t h i s  s u b t i t l e  i s  t o  make exchange  r a t e  s t a b i l i t y  a n  i m p o r t a n t  
p o l i c y  g o a l  i n  t h e  Uni ted  S t a t e s .  To t h a t  end ,  S u b t i t l e  A ,  a s  r e p o r t e d ,  
d i r e c t s  t h e  P r e s i d e n t  t o  n e g o t i a t e  w i t h  o t h e r  c o u n t r i e s  on t h e  exchange  
r a t e  s y s t e m ,  a n d  e n c o u r a g e s  t h e  A d m i n i s t r a t i o n  t o  i n t e r v e n e ,  a s  
a p p r o p r i a t e ,  i n  t h e  f o r e i g n  exchange marke t .  Pe rhaps  most i m p o r t a n t ,  
S u b t i t l e  A r e q u i r e s  a  s e r i e s  o f  r e p o r t s  t o  C o n g r e s s  o n  t h e  
~ d m i n i s t r a t i o n ' s  e f f o r t s  t o  enhance  exchange r a t e  s t a b i l i t y .  S. 30 ,  S.  
452 and  S. 490 and H.R.  532 a l s o  c o n t a i n  p r o v i s i o n s  on exchange  r a t e s .  



ISSUE DEFIMITION 

The l a r g e - d o l l a r  a p p r e c i a t i o n  be tween-1980 and e a r l y  1985 w a s  a  m a j o r  
c a u s e  of t h e  1986 t r a d e  d e f i c i t  of $170 b i l l i o n .  Although t h e  d o l l a r  h a s  
d e p r e c i a t e d  s u b s t a n t i a l l y  s i n c e  1985 a g a i n s t  t h e  yen and t h e  European 
c u r r e n c i e s ,  i t  i s  n o t  c l e a r  t h a t  t h e  amount of d o l l a r  d e p r e c i a t i o n  t o  
d a t e  i s  s u f f i c i e n t  t o  s u b s t a n t i a l l y  r educe  t h e  t r a d e  d e f i c i t .  

T h e  1 0 0 t h  C o n g r e s s  i s  c o n s i d e r i n g  l e g i s l a t i o n  t o  make t h e  
A d m i n i s t r a t i o n  more a c c o u n t a b l e  f o r  p o l i c i e s  which a f f e c t  exchange r a t e s .  
The main i s s u e  f o r  Congress  i s  how t o  encourage  ( o r  r e q u i r e )  t h e  
A d m i n i s t r a t i o n  t o  make exchange  r a t e s  an impor t an t  p o l i c y  g o a l  w i t h o u t  
i n h i b i t i n g  t h e  f l e x i b i l i t y  of  t h e  A d m i n i s t r a t i o n  i n  a c h i e v i n g  o t h e r  g o a l s ,  
such  a s  r e s t r a i n i n g  i n f l a t i o n .  

BACKGROUND AND ANALYSIS 

E x p l a n a t i o n  o f  Exchange R a t e s  

An exchange  r a t e  i s  t h e  p r i c e  o f  one  c u r r e n c y  i n  terms o f  a n o t h e r  
c u r r e n c y .  Fo r  example,  assume t h e  exchange r a t e  between t h e  U.S. d o l l a r  
and t h e  German Deutsche  mark (DM) i s  $1=DM 2.50, which c a n  a l s o  be 
e x p r e s s e d  a s  DM 1=$.40. If t h e  d o l l a r  s u b s e q u e n t l y  buys more DMs,  t h e  
d o l l a r  h a s  a p p r e c i a t e d  (and  t h e  DM d e p r e c i a t e d ) .  For  example ,  i f  one  
d o l l a r  buys DM 2.50 i n  one  t ime  p e r i o d ,  and l a t e r  buys DM 3, t h e  d o l l a r  
h a s  a p p r e c i a t e d .  

The f o r e i g n  exchange marke t ,  where one  c u r r e n c y  i s  exchanged f o r  
a n o t h e r ,  i s  a  ne twork  of commercial banks,  b r o k e r s ,  c e n t r a l  banks ,  and 
c u s t o m e r s  who comnunica te  e a s i l y  and q u i c k l y  w i t h  e a c h  o t h e r .  F o r e i g n  
exchange  m a r k e t s  e x i s t  i n  most f i n a n c i a l  c i t i e s  i n  t h e  wor ld  and a r e  
c l o s e l y  l i n k e d  t o  marke t s  i n  o t h e r  c i t i e s  and c o u n t r i e s  by t e l e p h o n e  and 
t e l e x .  A r b i t r a g e  ( t h e  buying  of  a  c u r r e n c y  i n  one  marke t  and  
s i m u l t a n e o u s l y  s e l l i n g  i t  i n  t h e  same o r  d i f f e r e n t  marke t s  t o  t a k e  
a d v a n t a g e  o f  p r e v a i l i n g  p r i c e  d i f f e r e n t i a l s )  i n s u r e s  t h a t  exchange  r a t e s  
a r e  v e r y  c l o s e  i n  a l l  c i t i e s  i n  t h e  world.  

I f  exchange r a t e s  a r e  de t e rmined  i n  a  f r e e  market  ( n o  government  
i n t e r v e n t i o n ) ,  t h e  s u p p l y  and demand f o r  d o l l a r s  d e t e r m i n e s  t h e  exchange  
r a t e .  The s u p p l y  and demand f o r  d o l l a r s ,  i n  t u r n ,  depends on t h e  demand 
f o r  u n d e r l y i n g  t r a n s a c t i o n s ,  such a s  e x p o r t s ,  i m p o r t s ,  and i n t e r n a t i o n a l  
c a p i t a l  f lows .  For  example,  i f  t h e  demand f o r  U.S. e x p o r t s  i n c r e a s e s ,  and  
e v e r y t h i n g  e l s e  r ema ins  t h e  same, t h e  demand f o r  d o l l a r s  t o  pay f o r  t h e  
i n c r e a s e d  e x p o r t s  w i l l  go up, c a u s i n g  t h e  d o l l a r  t o  a p p r e c i a t e .  
S i m i l a r l y ,  i f  f o r e i g n e r s  d e c i d e  t o  buy more U.S. s e c u r i t i e s ,  and 
e v e r y t h i n g  e l s e  remains  t h e  same, t h e  demand f o r  d o l l a r s  t o  pay f o r  t h e  
a d d i t i o n a l  s e c u r i t i e s  i n c r e a s e s  and t h e  d o l l a r  a p p r e c i a t e s .  Many o t h e r  
t y p e s  of i n t e r n a t i o n a l  t r a d e  and f i n a n c i a l  t r a n s a c t i o n s  a f f e c t  t h e  
d o l l a r ' s  exchange  r a t e .  

From 1945 t o  1973,  exchange r a t e s  among c o u n t r i e s  were f i x e d ,  i n  
a c c o r d a n c e  w i t h  t h e  i n t e r n a t i o n a l  agreement  r eached  a t  B r e t t o n  Woods, N e w  
Hampshire i n  1944,  which a l s o  e s t a b l i s h e d  t h e  I n t e r n a t i o n a l  Monetary Fund 



(IMF). Under t h e  B r e t t o n  Woods sys t em,  t h e  v a l u e  o f  t h e  d o l l a r  was 
d e f i n e d  i n  terms o f  g o l d  (and c o n v e r t i b l e  i n t o  g o l d )  and a l l  t h e  o t h e r  
c u r r e n c i e s  w-e f i x e d  i n  r e l a t i o n  t o  t h e  d o l l a r .  The exchange r a t e  f o r  
e a c h  c u r r e n c y  c o u l d  f l u c t u a t e  o n l y  one  p e r c e n t  above o r  below t h e  f i x e d  
v a l u e  of  t h e  c u r r e n c y .  Each c o u n t r y  was e x p e c t e d  buy o r  s e l l  i t s  own 
c u r r e n c y  ( i n t e r v e n e  i n  t h e  f o r e i g n  exchange m a r k e t ) ,  i f  n e c e s s a r y  t o  
p r e v e n t  w i d e r  f l u c t u a t i o n s .  I n  c a s e s  of fundamenta l  d i s e q u i l i b r i u m  i n  a  
c o u n t r y 1  s b a l a n c e  of payments ( e x p o r t s  and i m p o r t s  of goods and s e r v i c e s  
and f i n a n c i a l  f l o w s  among c o u n t r i e s ) ,  a  c o u n t r y  was p e r m i t t e d  t o  d e v a l u e  
o r  r e v a l u e  i t s  c u r r e n c y  ( change  t h e  f i x e d  r a t e ) .  

I n  t h e  l a t e  1960s ,  U.S. b a l a n c e  of payments d e f i c i t s  became l a r g e  and 
s p e c u l a t i o n  a g a i n s t  t h e  d o l l a r  became s e v e r e .  F ixed  exchange  r a t e s  were 
abandoned i n  March 1973, and each  c o u n t r y  now d e t e r m i n e s  whe the r  i t s  
c u r r e n c y  w i l l  be f i x e d ,  f l o a t i n g ,  o r  some v a r i a n t  of t h e  two. 

The c u r r e n t  sys t em i s  termed t h e  " f l o a t i n g  ( o r  f l e x i b l e )  exchange  
r a t e  system1' even  though o n l y  a  r e l a t i v e l y  few c o u n t r i e s  a l l o w  t h e i r  
c u r r e n c i e s  t o  f l u c t u a t e  f r e e l y .  The major  i n d u s t r i a l  c o u n t r i e s  e i t h e r  
a l l o w  t h e i r  c u r r e n c i e s  t o  f l o a t  i n d e p e n d e n t l y  ( t h e  Uni ted  S t a t e s ,  Canada,  
J a p a n  and t h e  Uni ted  Kingdom) o r  p a r t i c i p a t e  i n  t h e  European Monetary  
System (Belg ium,  Denmark, F rance ,  Germany, I r e l a n d ,  I t a l y ,  Luxembourg, 
N e t h e r l a n d s )  i n  which f l e x i b i l i t y  among t h e  p a r t i c i p a t i n g  c o u n t r i e s  i s  
l i m i t e d ,  b u t  t h e i r  c u r r e n c i e s  f l o a t  w i t h  r e s p e c t  t o  non-EMS c u r r e n c i e s .  

I n  t h e  e a r l y  1970s ,  when t h e  f l o a t i n g  exchange r a t e  sys t em was 
r e l a t i v e l y  new, i t  was t hough t  t h a t  exchange r a t e s  were  d e t e r m i n e d  m a i n l y  
by t r a d e  f l o w s  ( c a p i t a l  f l o w s  were r e l a t i v e l y  s m a l l  and o f t e n  r e s t r i c t e d ) .  
T rade  f l o w s ,  i n  t u r n ,  were though t  t o  be de t e rmined  ma in ly  by r e l a t i v e  
r e a l  incomes and r e l a t i v e  p r i c e s .  For  example,  a c c o r d i n g  t o  t h i s  t h e o r y ,  
i f  real  income i n  t h e  Uni ted  S t a t e s  i n c r e a s e s  r e l a t i v e  t o  t h a t  a b r o a d ,  
U.S. i m p o r t s  w i l l  i n c r e a s e ,  l e a d i n g  t o  a  worsened U.S. c u r r e , n t  a c c o u n t  
b a l a n c e ,  a n  i n c r e a s e d  supp ly  o f  d o l l a r s  on f o r e i g n  exchange  m a r k e t s  and a 
d o l l a r  d e p r e c i a t i o n .  Or ,  i f  U.S. p r i c e s  f a l l  r e l a t i v e  t o  t h o s e  a b r o a d ,  
U.S. e x p o r t s  w i l l  i n c r e a s e ,  U.S. impor t s  w i l l  d e c r e a s e ,  t h e  U.S. c u r r e n t  
a c c o u n t  w i l l  improve and t h e  d o l l a r  w i l l  a p p r e c i a t e .  

I n  r e c e n t  y e a r s ,  however, c a p i t a l  f l ows  have  i n c r e a s e d  s u b s t a n t i a l l y  
and most a n a l y s t s  b e l i e v e  t h e y  a r e  t h e  major  f a c t o r  i n  t h e  d e t e r m i n a t i o n  
of  exchange  r a t e s .  For  example,  a  f o r e i g n  exchange  su rvey  by t h e  F e d e r a l  
R e s e r v e  Bank of  New York shows t h a t  f o r e i g n  exchange t r a n s a c t i o n s  i n  t h e  
Un i t ed  S t a t e s  were a b o u t  10  t i m e s  t h e  sum of a n n u a l  U.S. e x p o r t s  p l u s  
i m p o r t s  i n  1983. Based on b a l a n c e  of payments d a t a ,  n e t  c a p i t a l  i n f l o w s  
i n t o  t h e  Un i t ed  S t a t e s  were aboutS118 b i l l i o n  i n  1985. C a p i t a l  f l o w s  a r e  
m o t i v a t e d  main1 y  by d i f f e r e n c e s  among c o u n t r i e s  i n  a c t u a l  o r  a n t i c i p a t e d  
i n t e r e s t  r a t e s  and exchange  r a t e s ,  and by p e r c e p t i o n s  of  economic and  
p o l i t i c a l  s t a b i l i t y  i n  d i f f e r e n t  c o u n t r i e s .  

Under f l o a t i n g  exchange r a t e s ,  economic p o l i c i e s  and pe r fo rmance  i n  
t h e  Un i t ed  S t a t e s  and ab road  u l t i m a t e l y  d e t e r m i n e  exchange  r a t e s .  A s  a  
r e s u l t ,  changes  i n  monetary  o r  f i s c a l  p o l i c i e s  may have  a  s u b s t a n t i a l  
e f f e c t  on exchange r a t e s .  For  example,  t i g h t  monetary and l o o s e  f i s c a l  
p o l i c y  may l e a d  t o  h i g h  r e a l  i n t e r e s t  r a t e s ,  c a p i t a l  i n f l o w s ,  and a n  
a p p r e c i a t i o n  of t h e  c u r r e n c y .  Most a n a l y s t s  a r g u e  t h a t  t h e  U.S. budget  



d e f i c i t  was t h e  major  c a u s e  of t h e  d o l l a r ' s  a p p r e c i a t i o n  f rom 1980 t o  
1984. 

I n  a d d i t i o n  t o  changing  monetary and f i s c a l  p o l i c i e s ,  governments  c a n  
i n t e r v e n e  (buy  and s e l l  f o r e i g n  c u r r e n c i e s  i n  t h e  f o r e i g n  exchange  m a r k e t )  
t o  i n f l u e n c e  t h e  exchange  r a t e .  I n t e r v e n t i o n  by i t s e l f  i s  t h o u g h t  t o  have  
o n l y  a  small e f f e c t  on exchange r a t e s ,  b u t  may be a u s e f u l  supplement  t o  
economic p o l i c y  changes .  Although t h e  U.S. T r e a s u r y  h a s  u l t i m a t e  
r e s p o n s i b i l i t y  f o r  i n t e r v e n t i o n ,  t h e  d e c i s i o n  t o  i n t e r v e n e  i s  u s u a l l y  made 
j o i n t l y  by t h e  U.S. T r e a s u r y  and t h e  Board o f  Governors  of t h e  F e d e r a l  
R e s e r v e  System. The a c t u a l  buying  and s e l l i n g  o f  c u r r e n c i e s  i s  done  by 
t r a d e r s  a t  t h e  F e d e r a l  Reserve  Bank of New York. 

Magnitude of  Exchange B a t e  F l u c t u a t i o n s  

The amount of d e p r e c i a t i o n  ( o r  a p p r e c i a t i o n )  of  t h e  d o l l a r  d i f f e r s  
s u b s t a n t i a l l y  depend ing  on which c u r r e n c i e s  i t  i s  measured a g a i n s t .  I n  
f a c t ,  t h e  d ~ l l a r  may d e p r e c i a t e  a g a i n s t  one  c u r r e n c y ,  w h i l e  a t  t h e  same 
time i t  i s  a p p r e c i a t i n g  a g a i n s t  o t h e r  c u r r e n c i e s .  

The d o l l a r  h i t  an a l l - t i m e  h igh  on Feb. 25 ,  1985. S i n c e  t h e n ,  i t  h a s  
been d e p r e c i a t i n g  s u b s t a n t i a l t y  a g a i n s t  t h e  European c u r r e n c i e s  and  t h e  
yen. When measured a g a i n s t  t h e  c u r r e n c i e s  of  some o f  t h e  o t h e r  ma jo r  
t r a d i n g  p a r t n e r s  o f  t h e  U n i t M  S t a t e s ,  however, t h e  r e s u l t s  have  been  
q u i t e  d i f f e r e n t .  I t  shou ld  be n o t e d  t h a t  some c u r r e n c i e s ,  s u c h  a s  t h e  
Sou th  Korean won and t h e  Taiwan d o l l a r ,  do n o t  f l o a t  f r e e l y ,  b u t  a r e  
c l o s e l y  l i n k e d  t o  t h e  d o l l a r .  

To d e t e r m i n e  t h e  o v e r a l l  d e p r e c i a t i o n  o r  a p p r e c i a t i o n  of t h e  d o l l a r ,  
a  t r ade -we igh ted  a v e r a g e ,  i n  which t h e  d o l l a r  i s  measured a g a i n s t  a  number 
of c u r r e n c i e s ,  e a c h  weighted  by i t s  s h a r e  i n  U.S. t r a d e  o r  i n  wor ld  t r a d e ,  
i s  used .  Trade-weighted a v e r a g e s  a r e  computed by t h e  I n t e r n a t i o n a l  
Monetary Fund, t h e  F e d e r a l  Reserve  Board,  t h e  F e d e r a l  Rese rve  Bank of  
D a l l a s ,  and Morgan Guaranty  T r u s t ,  among o t h e r s .  

T h e  v a r i o u s  t rade-weighted  a v e r a g e s  have d i f f e r e d  c o n s i d e r a b l y  
r e g a r d i n g  t h e  magni tude  of t h e  d o l l a r  d e p r e c i a t i o n  s i n c e  Feb rua ry  1985.  
Al though d i f f e r e n c e s  can  be caused  by s e v e r a l  f a c t o r s ,  such  a s  whe the r  
e a c h  c u r r e n c y  i s  weighted  by i t s  s h a r e  i n  U.S. t r a d e  o r  i n  wor ld  t r a d e ,  
two r e a s o n s  s t a n d  o u t  a s  most impor t an t .  F i r s t ,  t h e  number and c h o i c e  o f  
c u r r e n c i e s  t h a t  a r e  i n c l u d e d  i n  t h e  a v e r a g e  i s  s i g n i f i c a n t .  

S e c o n d ,  w h e t h e r  o r  n o t  t h e  a v e r a g e  i s  i n  nominal  o r  r e a l  
( i n f l a t i o n - a d j u s t e d )  t e rms  may be c r u c i a l .  Rea l  exchange r a t e s  measure  
t h e  r a t e  o f  exchange between U.S. goods and f o r e i g n  goods because  t h e y  
t a k e  i n t o  a c c o u n t  b o t h  exchange r a t e  changes  and changes  i n  p r i c e  l e v e l s ,  
w h i l e  nominal  exchange r a t e s  measure t h e  r a t e  of exchange  among c u r r e n c i e s  
o n l y .  The volume of e x p o r t s  and impor t s  depends on r e a l ,  n o t  nomina l ,  
exchange  r a t e s .  The d o l l a r  o f t e n  a p p r e c i a t e s  a g a i n s t  a  c u r r e n c y  ( s u c h  a s  
t h o s e  i n  L a t i n  America) because  t h e  r a t e  of i n f l a t i o n  a b r o a d  i s  f a r  
g r e a t e r  t h a n  i n  t h e  Uni ted  S t a t e s .  I f  a  t rade-weighted  a v e r a g e  i n c l u d e s  
c o u n t r i e s  w i t h  w i d e l y  d i f f e r e n t  r a t e s  of i n f l a t i o n ,  r e a l  exchange r a t e s  
a r e  more mean ing fu l  t han  nominal  exchange r a t e s .  



The F e d e r a l  Rese rve  Boa rd ' s  month ly  t r ade -we igh ted  i n d e x ,  which  
measu re s  t h e  ehange  i n  t h e  d o l l a r  a g a i n s t  t h e  c u r r e n c i e s  o f  Canada,  J a p a n ,  
t h e  U.K. ,  Germany, F rance ,  I t a l y ,  Belgium, t h e  N e t h e r l a n d s ,  S w i t z e r l a n d  
and Sweden, i s  w i d e l y  used .  Al though t h i s  i ndex  i s  i n  nominal  terms, t h e  
i n f l a t i o n  r a t e s  of t h e  c o u n t r i e s  whose c u r r e n c i e s  a r e  i n c l u d e d  do  n o t  
d i f f e r  s u b s t a n t i a l l y ;  c o n s e q u e n t l y ,  i t  app rox ima te s  a n  i n d e x  o f  real 
exchange  r a t e  changes .  

Between Feb. 25 ,  1985,  and Apr. 14 ,  1987,  t h e  p e r c e n t a g e  change  i n  
t h e  nominal  exchange r a t e  of t h e  d o l l a r  f o r  f i v e  major  t r a d i n g  p a r t n e r s  of  
t h e  U n i t e d  S t a t e s ,  a l o n g  w i t h  t h e  F e d e r a l  Rese rve  B o a r d ' s  t r ade -we igh ted  
i n d e x ,  was: 

J a p a n e s e  yen -46.5% 
German DM -48.0 
Canadian  d o l l a r  - 5.6 
Sou th  Korean won 4 0.9 
Taiwan do 11 a r  -13.2 

F e d e r a l  Reserve  Board ' s 
t r ade -we igh ted  index  -41.6 

What Caused The Dollar To Appreciate  Between 1980 and Early 1985? 

Mains t ream economic t h e o r y  s u g g e s t s  t h a t  t h e  h i g h  U.S. budget  d e f i c i t  
was t h e  main c a u s e  o f  t h e  d o l l a r  a p p r e c i a t i o n  between 1980 and 1984. A s  
t h e  budget  d e f i c i t  i n c r e a s e d ,  t h e  U.S. Government competed a g a i n s t  t h e  
p r i v a t e  s e c t o r  f o r  a v a i l a b l e  s a v i n g s .  S i n c e  monetary  p o l i c y  was 
r e l a t i v e l y  t i g h t  o v e r  much .of  t h i s  p e r i o d ,  t h e  s u p p l y  o f  f u n d s  d i d  n o t  
i n c r e a s e  t o  f i n a n c e  t h e  budget  d e f i c i t ,  As a  r e s u l t ,  r e a l  ( i n f l a t i o n  
a d j u s t e d )  i n t e r e s t  r a t e s  i n  t h e  Uni ted  S t a t e s  r o s e .  T h i s  l e d  t o  l a r g e  n e t  
c a p i t a l  i n f l o w s  from a b r o a d ,  a d d i n g  t o  t h e  demand f o r  d o l l a r s  on t h e  
f o r e i g n  exchange  marke t s .  Consequen t ly ,  t h e  d o l l a r  a p p r e c i a t e d .  

A l though  t h e  U.S. budget  d e f i c i t  i s  c o n s i d e r e d  by most economis t s  t o  
be t h e  main c a u s e  of d o l l a r  a p p r e c i a t i o n ,  o t h e r  c a u s e s  have  a l s o  been  
s u g g e s t e d .  F i r s t ,  t h e  Un i t ed  S t a t e s  i s  p e r c e i v e d  a s  b e i n g  c o n s i d e r a b l y  
more s t a b l e ,  i n  bo th  economic and p o l i t i c a l  t e rms ,  t h a n  many o t h e r  
c o u n t r i e s ,  and t h u s  h a s  been t h e  r e c i p i e n t  of  f o r e i g n  f u n d s  s e e k i n g  a  
" s a f e  haven." Second,  t h e  s u c c e s s  of  t h e  Uni ted  S t a t e s  i n  r e d u c i n g  
i n f l a t i o n  and i n c r e a s i n g  t h e  p r o f i t a b i l i t y  of  i n v e s t m e n t  may have  
c o n t r i b u t e d  t o  n e t  c a p i t a l  i n f l o w s .  

T h i r d ,  p o l i c i e s  and t h e  economic per formance  of  o t h e r  c o u n t r i e s  have  
i n f l u e n c e d  t h e  demand f o r  d o l l a r s .  For  example ,  t i g h t  f i s c a l  p o l i c y  i n  
Germany h a s  r e s t r a i n e d  economic a c t i v i t y  i n  Germany, r e d u c i n g  t h e  
w i l l i n g n e s s  of f o r e i g n e r s  t o  i n v e s t  i n  Germany. I n  t h e  c a s e  of J a p a n ,  
u n t i l  1985,  monetary  p o l i c y  was l o o s e  and f i s c a l  p o l i c y  t i g h t ,  k e e p i n g  
i n t e r e s t  r a t e s  ( a l r e a d y  low because  of i n t e r e s t  r a t e  r e s t r i c t i o n s  on some 
f i n a n c i a l  i n s t r u m e n t s )  lower t han  i n  t h e  Uni ted  S t a t e s .  T h i s ,  t o g e t h e r  
w i t h  t h e  h i g h  s a v i n g s  r a t e  i n  J a p a n ,  l e d  t o  c a p i t a l  o u t f l o w s  t o  t h e  Un i t ed  
S t a t e s ,  c o n t r i b u t i n g  t o  t h e  d o l l a r  a p p r e c i a t i o n .  



F i n a l l y ,  some a n a l y s t s  b e l i e v e  t h a t  p a r t  of t h e  d o l l a r  a p p r e c i a t i o n  
r e f l e c t s  a  " s p e c u l a t i v e  bubble." I n  o t h e r  words ,  d o l l a r  a p p r e c i a t i o n ,  
once  underway,  b u i l d s  up a  momentum of i t s  own, and p u r c h a s e r s  buy d o l l a r s  
i n  hopes  o f  s e l l i n g  them l a t e r  a t  a  h i g h e r  p r i c e ,  n o t  because  of any  
u n d e r l y i n g  f a c t o r s .  I n  p a r t i c u l a r ,  some a n a l y s t s  t h e o r i z e  t h a t  t h e  d o l l a r  
a p p r e c i a t i o n  between t h e  middle  o r  end o f  1984 and Feb rua ry  1985,  which  
appea red  g r e a t e r  t h a n  was war ran t ed  by t h e  fundamen ta l s ,  r e f l e c t e d  a  
s p e c u l a t i v e  bubble .  T h i s  t h e o r y  i s  c o n t r o v e r s i a l ,  however, and many 
a n a l y s t s  do  n o t  a c c e p t  i t .  

Bow Does D o l l a r  A p p r e c i a t i o n  Affec t  t h e  U.S. Economy? 

D o l l a r  a p p r e c i a t i o n  makes U.S. e x p o r t s  l e s s  c o m p e t i t i v e  a b r o a d  by 
r a i s i n g  t h e i r  f o r e i g n - c u r r e n c y  p r i c e .  For  example,  a  U.S. machine s e l l i n g  
f o r  $100 would s e l l  i n  Germany f o r  DM 250 when t h e  exchange  r a t e  i s  $l=DM 
2.5 and f o r  DM 300 when t h e  d o l l a r  a p p r e c i a t e s  t o  $1-3.00. S i m i l a r l y ,  t h e  
d o l l a r  p r i c e  o f  U.S. i m p o r t s  d e c l i n e s  when t h e  d o l l a r  a p p r e c i a t e s .  

S o m e t i m e s  a n  i m p o r t e r  o r  e x p o r t e r  w i l l  a b s o r b  ( a n d  n o t  
"pass- through")  p a r t  of t h e  d i f f e r e n c e  i n  p r i c e  a r i s i n g  f rom exchange  
r a t e  changes .  Using t h e  same example of a U.S. machine ,  assume t h e  U.S. 
e x p o r t e r  r e d u c e s  h i s  d o l l a r  p r i c e  (by  t a k i n g  a  s m a l l e r  p r o f i t )  t o  $90 when 
t h e  d o l l a r  a p p r e c i a t e s  t o  DM 3.  The German p r i c e  of t h e  machine t h e n  
r i s e s  from DM 250 t o  DM 270, i n s t e a d  of  DM 300. A s t u d y  p u b l i s h e d  i n  t h e  
F e d e r a l  Rese rve  B u l l e t i n  i n  June  1986 i n d i c a t e d  t h a t  t h e  pas s - th rough  f o r  
U.S. e x p o r t s  i s  r e l a t i v e l y  h i g h ,  w h i l e  t h e  pas s - th rough  f o r  U.S. i m p o r t s  
h a s  been low i n  r e c e n t  y e a r s .  

Assuming t h a t  buye r s  a r e  s e n s i t i v e  t o  p r i c e  changes  (known a s  
" e l a s t i c  demand"), a  d o l l a r  a p p r e c i a t i o n  w i l l ,  a f t e r  a  time l a g  of one  t o  
two y e a r s ,  l e a d  t o  a  worsening  of  t h e  U.S. t r a d e  b a l a n c e .  I t  i s  e s t i m a t e d  
t h a t  t h e  d o l l a r  a p p r e c i a t i o n  o f  1980 t o  1984 a c c o u n t s  f o r  a b o u t  one-ha l f  
t o  t w o - t h i r d s  of t h e  U.S. t r a d e  d e f i c i t  ($170 b i l l i o n  i n  1986) .  

D o l l a r  a p p r e c i a t i o n  a l s o  r e d u c e s  t h e  U.S. r a t e  of i n f l a t i o n ,  b o t h  
d i r e c t l y  and i n d i r e c t l y .  The lower d o l l a r  p r i c e  of  U.S. i m p o r t s  d i r e c t l y  
Lowers t h e  Consumer P r i c e  Index .  I n d i r e c t l y ,  t h e  lower  p r i c e  of U.S. 
i m p o r t s  may d e c r e a s e  t h e  demand f o r  import-competing goods ,  whose p r i c e s  
must b e  k e p t  down t o  be  c o m p e t i t i v e .  A l so ,  t o  t h e  e x t e n t  t h a t  i m p o r t s  a r e  
i n p u t s  i n  t h e  p r o d u c t i o n  p r o c e s s ,  lower  impor t  p r i c e s  r e d u c e  c o s t s .  
F i n a l l y ,  lower  p r i c e s  may r educe  union  demands f o r  h i g h e r  wages. 
Accord ing  t o  a  s t u d y  p u b l i s h e d  by t h e  F e d e r a l  Reserve  Bank o f  New York 
Q u a r t e r l y  Review, Autumn 1985, a  10% r i se  i n  t h e  d o l l a r  r e d u c e s  t h e  
Consumer P r i c e  Index  by abou t  1.2% o v e r  a  two-year p e r i o d .  

The re  i s  c o n s i d e r a b l e  a n e c d o t a l  e v i d e n c e  t h a t  d o l l a r  a p p r e c i a t i o n  
s t i m u l a t e d  many f i r m s  t o  l o c a t e  p l a n t s  ab road  o r  t o  buy more o f  t h e i r  
m a t e r i a l s  ab road .  There  i s  no a g g r e g a t e  d a t a  on t h e s e  s h i f t s ,  however. 
To t h e  e x t e n t  t h a t  do1 l a r  a p p r e c i a t i o n  i s  o n l y  temporary ,  t h e s e  r e s o u r c e  
s h i f t s  a r e  i n e f f i c i e n t .  



F i n a l l y ,  d o l l a r  a p p r e c i a t i o n  h a s ,  some a r g u e ,  s t i m u l a t e d  i n c r e a s e d  
p r o t e c t i o n i s t  p r e s s u r e s  by e x p o r t e r s  and import-competing f i r m s  who have  
l o s t  s a l e s .  - 

Dollar D e p r e c i a t i o n  S i n c e  F e b r u a r y  1985 

A s  d i s c u s s e d  e a r l i e r ,  t h e  d o l l a r  d e p r e c i a t e d  42% on a  t r ade -we igh ted  
b a s i s  a g a i n s t  10 c u r r e n c i e s  between Feb rua ry  1985 and Apr. 14 ,  1987. 
Changes i n  fundamenta l  economic c o n d i t i o n s  were p robab ly  t h e  ma jo r  c a u s e  
of  t h e  d e p r e c i a t i o n .  I n t e r e s t  r a t e  d i f f e r e n t i a l s  narrowed s u b s t a n t i a l l y ,  
t h e  U.S. budge t  d e f i c i t  began t o  d e c l i n e ,  i n f l a t i o n  r a t e s  conve rged ,  and 
economic growth  improved ab road .  The o i l  p r i c e  d e c l i n e  may h a v e  r educed  
t h e  demand f o r  d o l l a r s  s i n c e  o i l  s a l e s  a r e  denominated and p a i d  f o r  i n  
d o l l a r s  wor ldwide .  A l so  Germany and Japan  (who a r e  l a r g e  o i l  i m p o r t e r s )  
were p e r c e i v e d  t o  b e n e f i t  more from t h e  o i l  p r i c e  d e c l i n e  t h a n  t h e  U.S. 
F i n a l l y ,  t h e  C-5 agreement  on S e p t .  2 2 ,  1985,  may have  conv inced  f o r e i g n  
exchange  t r a d e r s  t h a t  d o l l a r  d e p r e c i a t i o n  i s  l i k e l y .  

I t  i s  w i d e l y  expec t ed  t h a t  d o l l a r  d e p r e c i a t i o n  w i l l  u l t i m a t e l y  r e d u c e  
t h e  U.S. t r a d e  d e f i c i t .  S e v e r a l  f a c t o r s ,  however, may k e e p  t h e  t r a d e  
d e f i c i t  r e l a t i v e l y  h i g h  i n  1987. F i r s t ,  t h e  d o l l a r  h a s  d e p r e c i a t e d  m a i n l y  
a g a i n s t  t h e  J a p a n e s e  yen and t h e  major  European c u r r e n c i e s .  When measured 
a g a i n s t  t h e  c u r r e n c i e s  of o t h e r  major  t r a d i n g  p a r t n e r s ,  such  a s  t h e  
Canadian  d o l l a r ,  t h e  Sou th  Korean won and t h e  Taiwan d o l l a r ,  t h e  U.S. 
d o l l a r  h a s  remained  abou t  t h e  same. Second,  d u r i n g  t h e  d o l l a r  
a p p r e c i a t i o n  of 1980-84, f o r e i g n  s u p p l i e r s  abso rbed  exchange ra te  changes  
i n  t h e i r  p r o f i t  marg ins  t o  a  c o n s i d e r a b l e  e x t e n t ,  r a t h e r  t h a n  l o w e r i n g  t h e  
d o l l a r  p r i c e  o f  U.S. i m p o r t s .  T h i s  means t h a t  f o r e i g n  s u p p l i e r s  a r e  now 
a b l e  t o  t a k e  lower  p r o f i t s ,  and t h e  pass- through of t h e  d o l l a r  
d e p r e c i a t i o n  t o  t h e  d o l l a r  p r i c e  of  U.S. impor t s  may b e  r e l a t i v e l y  low. 

The sudden d e b r e c i a t i o n  of t h e  d o l l a r  i n  J a n u a r y  1987 and  a g a i n  i n  
A p r i l  1987 r a i s e d  c o n c e r n s  abou t  t h e  p o s s i b i l i t y  of h i g h e r  i n t e r e s t  and  
i n f l a t i o n  r a t e s  i n  t h e  Un i t ed  S t a t e s .  A d o l l a r  d e p r e c i a t i o n  r e f l e c t s  
f e w e r  c a p i t a l  i n f l o w s  i n t o  t h e  Uni ted  S t a t e s ,  which would i n c r e a s e  U.S. 
i n t e r e s t  r a t e s .  A l so ,  r a p i d  d o l l a r  d e p r e c i a t i o n  r a i s e s  t h e  d o l l a r  p r i c e  
of U.S. i m p o r t s  i n  a  s h o r t  p e r i o d  o f  time, and o t h e r  s e c t o r s  of t h e  
economy o f t e n  f o l l o w  w i t h  p r i c e  i n c r e a s e s ,  t o o .  

P o l i c y  O p t i o n s  

Reduce t h e  Budget  D e f i c i t  

Most a n a l y s t s  a g r e e  t h a t  a  r e d u c t i o n  i n  t h e  U.S. b u d g e t ' d e f i c i t  would 
be t h e  most e f f e c t i v e  method of  r educ ing  t h e  v a l u e  o f  t h e  d o l l a r .  I f ,  a s  
i s  a r g u e d ,  t h e  budget  d e f i c i t  l e a d s  t o  h i g h  i n t e r e s t  r a t e s ,  which a t t r a c t s  
f o r e i g n  c a p i t a l ,  t h e n  p r o g r e s s  t o  r educe  t h e  d e f i c i t  would r e d u c e  p r e s s u r e  
on i n t e r e s t  r a t e s ,  and l e a d  t o  f ewer  c a p i t a l  i n f l o w s  and a  lower  d o l l a r .  



C o o r d i n a t e  Economic P o l i c i e s  Among h j o r  I n d u s t r i a l  C o u n t r i e s  

C o o r d i n a t i o n  among t h e  major  c o u n t r i e s  o f  monetary  and f i s c a l  
p o l i c i e s  would p r o b a b l y  r educe  t h e  d i v e r g e n c e  between r e l a t i v e  economic 
g rowth  r a t e s ,  i n f l a t i o n  r a t e s ,  and i n t e r e s t  r a t e s .  Accord ing  t o  most  
a n a l y s t s ,  t h i s  would l e a d  t o  s m a l l e r  d i f f e r e n t i a l s  among c o u n t r i e s  i n  
t h e i r  t r a d e  and c u r r e n t  accoun t  b a l a n c e s  and i n t e r e s t  r a t e s ,  and t o  f e w e r  
d e s t a b i l i z i n g  c a p i t a l  f lows .  

A ma jo r  problem w i t h  t h i s  o p t i o n  i s  t h a t  governments  would have  t o  
a g r e e  on t h e  g o a l s  of  macroeconomic p o l i c i e s  and have  t h e  p o l i t i c a l  w i l l  
t o  c o o r d i n a t e  p o l i c i e s .  R e c e n t l y ,  t h e  main forum f o r  i n t e r n a t i o n a l  p o l i c y  
c o o r d i n a t i o n  h a s  been t h e  mee t ings  o f  t h e  c e n t r a l  banke r s  and f i n a n c e  
m i n i s t e r s  of t h e  G-5 c o u n t r i e s  (Un i t ed  S t a t e s ,  Uni ted  Kingdom, F r a n c e ,  
Germany and J a p a n ) ,  G-6 c o u n t r i e s  (G-5 p l u s  Canada) o r  G-7 c o u n t r i e s  (G-6 
p l u s  I t a l y )  on S e p t .  22, 1985,  Feb. 22, 1987,  and Apr. 8 ,  1987. A l though  
somewhat s u c c e s s f u l ,  p o l i c y  comnitments  have o f t e n  been weak and were  n o t  
a lways  implemented.  

I n t e r v e n e  i n  the F o r e i g n  Exchange Market 

I n t e r v e n t i o n  i n  t h e  f o r e i g n  exchange market  by t h e  c e n t r a l  bank w i l l ,  
u n l e s s  o f f s e t t i n g  a c t i o n s  a r e  t aken ,  a f f e c t  t h e  domes t i c  money supp ly .  
When o f f s e t t i n g  a c t i o n s  a r e  t a k e n ,  t h e  i n t e r v e n t i o n  i s  termed 
I I s t e r i l i z e d " ;  t h e  Uni ted  S t a t e s  u n d e r t a k e s ' s t e r i l i z e d  i n t e r v e n t i o n  when i t  
i n t e r v e n e s .  

Many s t u d i e s  h a v e  b e e n  made o f  t h e  e f f e c t s  of  s t e r i l i z e d  
i n t e r v e n t i o n ,  a n d ,  a l t h o u g h  t h e  r e s u l t s  a r e  i n c o n c l u s i v e ,  i t  a p p e a r s  t h a t  
s t e r i l i z e d  i n t e r v e n t i o n  i s  i n e f f e c t i v e ,  e x c e p t  f o r  v e r y  s h o r t - r u n  exchange  
r a t e  changes .  For  example,  a  s t u d y  r e l e a s e d  i n  A p r i l  1983 by t h e  Working 
Group ( e s t a b l i s h e d  a t  t h e  V e r s a i l l e s  Economic Sumnit i n  June  1982) found 
t h a t  i n t e r v e n t i o n  cou ld  be  impor t an t  i n  r e d u c i n g  c u r r e n c y  f l u c t u a t i o n s  i n  
t h e  s h o r t - r u n ,  b u t  c o u l d  have  a  long-run e f f e c t  o n l y  i f  combined w i t h  
economic p o l i c y  changes .  

Opponents  of i n t e r v e n t i o n  a r g u e  t h a t  s i n c e  f o r e i g n  exchange  m a r k e t s  
a r e  v e r y  l a r g e ,  compared t o  t h e  r e l a t i v e l y  s m a l l  amounts of i n t e r v e n t i o n  
t h a t  c e n t r a l  banks c o u l d  u n d e r t a k e ,  i n t e r v e n t i o n  would be i n e f f e c t i v e .  
P roponen t s  o f  s t e r i l i z e d  i n t e r v e n t i o n  a r g u e  t h a t  i t  might  have  a p o s i t i v e  
e f f e c t  on e x p e c t a t i o n s  i n  t h e  f o r e i g n  exchange marke t ,  e s p e c i a l l y  i f  
i n t e r v e n t i o n  i s  c o o r d i n a t e d  w i t h  c e n t r a l  banks of  o t h e r  c o u n t r i e s ,  and  i f  
economic p o l i c y  changes  a r e  c a r r i e d  o u t  a t  t h e  same time. 

Impose C a p i t a l  C o n t r o l s  

S i n c e  i t  i s  b e l i e v e d  t h a t  n e t  c a p i t a l  i n f l o w s  were  a  major  c a u s e  of 
t h e  d o l l a r ' s  a p p r e c i a t i o n ,  some a n a l y s t s  a r g u e  t h a t  c a p i t a l  c o n t r o l s  
shou ld  be  imposed, e i t h e r  by t h e  Uni ted  S t a t e s  o r  by o t h e r  c o u n t r i e s .  
C o n t r o l s  c o u l d  t a k e  t h e  form of  a  t a x  on c a p i t a l  f l o w s ,  o r  on i n t e r e s t  
payments ,  o r  r e s t r i c t i o n s  on t h e  amount of c a p i t a l  f l ows .  Opponents  a r g u e  
f i r s t ,  t h a t  s i n c e  i n t e r n a t i o n a l  c a p i t a l  i s  h i g h l y  mob i l e ,  c a p i t a l  c o n t r o l s  
c o u l d  be  e a s i l y  evaded and would n o t  be e f f e c t i v e .  Second,  c a p i t a l  
c o n t r o l s  would r e s u l t  i n  a  i n e f f i c i e n t  a l l o c a t i o n  of s a v i n g s  among 



c o u n t r i e s .  T h i r d ,  i f  c o n t r o l s  were imposed and e f f e c t i v e  w h i l e  t h e  U.S. 
budget  d e f i c i t  i s  h i g h ,  c a p i t a l  i n f l o w s  would d e c l i n e ,  p u t t i n g  upward 
p r e s s u r e  on  U A .  i n t e r e s t  r a t e s .  

E s t a b l i s h  a System o f  T a r g e t  Zones 

One c u r r e n t  p r o p o s a l  i s  t h a t  c e n t r a l  banks a g r e e  on an  e q u i l i b r i u m  
exchange  r a t e  and e s t a b l i s h  a  " t a r g e t  zone" o f  pe rhaps  10% above  and 10% 
below t h e  chosen  exchange r a t e .  Economic p o l i c i e s  and  f o r e i g n  exchange  
i n t e r v e n t i o n  would t h e n  be  d i r e c t e d  a t  m a i n t a i n i n g  exchange r a t e s  w i t h i n  
t h e  t a r g e t  zone .  

P r o p o n e n t s  a r g u e  t h a t  t a r g e t  zones  would i n c r e a s e  t h e  commitment o f  
governments  t o  exchange  r a t e  s t a b i l i t y  and would have  a  p o s i t i v e  e f f e c t  on 
p r i v a t e  p a r t i c i p a n t s  i n  t h e  f o r e i g n  exchange marke t ,  who, i f  t h e  t a r g e t  
zones  were  c r e d i b l e ,  would n o t  t a k e  d e s t a b i l i z i n g  a c t i o n s .  Opponents  
a r g u e  t h a t  i t  i s  t o o  d i f f i c u l t  t o  s e l e c t  a n  e q u i l i b r i u m  exchange  r a t e  and 
t h e  a p p r o p r i a t e  w i d t h  of t h e  t a r g e t  zone;  i f  t h e  t a r g e t  zone w i d t h  i s  t o o  
l a r g e ,  i t  would have  no e f f e c t ,  b u t  i f  i t  were t o o  s m a l l ,  i t  would n o t  b e  
s u s t a i n a b l e .  

N e g o t i a t e  w i t h  C o u n t r i e s  Which M a i n t a i n  Undervalued Exchange R a t e s  

C o u n t r i e s  t h a t  i n t e r v e n e  s u b s t a n t i a l l y  i n  t h e  f o r e i g n  exchange  marke t  
t o  m a i n t a i n  an  unde rva lued  exr+?ange r a t e  w i l l ,  unde r  most c i r c u m s t a n c e s ,  
e x p e r i e n c e  an i n c r e a s e  i n  t h e i r  money s u p p l i e s  and u l t i m a t e l y  a  r ise  i n  
t h e  i n f l a t i o n  r a t e .  Al though such  c o u n t r i e s  s w i l l  u l t i m a t e l y  l o s e  
c o m p e t i t i v e n e s s  i n  world marke t s  a s  a  r e s u l t  o f  t h e i r  h i g h e r  i n f l a t i o n  
r a t e s ,  some a r g u e  t h a t  i n  t h e  s h o r t  run  t h e y  w i l l  be more c o m p e t i t i v e ,  and  
t h u s  n e g o t i a t i o n s  t o  u r g e  them t o  r e v a l u e  t h e i r  exchange  r a t e s  a r e  
n e c e s s a r y .  

U.S. P o l i c y  Toward t h e  D o l l a r  

U.S.  p o l i c i e s  towards  t h e  d o l l a r  a r e  t h e  r e s p o n s i b i l i t y  of  t h e  
e x e c u t i v e  b ranch  o r  t h e  F e d e r a l  Reserve ,  e x c e p t  i n  t h e  c a s e  of  f i s c a l  
p o l i c y ,  where t h e  Congress  has  a  c r i t i c a l  r o l e .  For  example,  t h e  F e d e r a l  
R e s e r v e  c a n  c o n s i d e r  t h e  v a l u e  of  t h e  d o l l a r  when d e c i d i n g  on monetary  
p o l i c y .  The T r e a s u r y  Department  has  u l t i m a t e  a u t h o r i t y  f o r  d e t e r m i n i n g  
t h e  amount and t i m i n g  of f o r e i g n  exchange i n t e r v e n t i o n ,  which may be 
e f f e c t i v e  i n  supp lemen t ing  o t h e r  p o l i c i e s .  The e x e c u t i v e  b ranch  c a n  
i n i t i a t e  o r  p u r s u e  d i s c u s s i o n s  w i t h  o t h e r  c o u n t r i e s  t o  c o o r d i n a t e  
macroeconomic p o l i c i e s ,  o r  d i s c u s s  m o d i f i c a t i o n s  i n  t h e  f l o a t i n g  exchange  
r a t e  sys t em,  o r  pe r suade  c o u n t r i e s  whose exchange r a t e s  a r e  f i x e d  ( s u c h  a s  
Taiwan and Korea)  t o  l e t  t h e i r  c u r r e n c i e s  a p p r e c i a t e  r e l a t i v e  t o  t h e  
d o l l a r .  

From 1980 th rough  1984,  t h e  A d m i n i s t r a t i o n  d i d  n o t  t a k e  a n  a c t i v e  
r o l e  i n  e x c h a n g e  r a t e  d e t e r m i n a t i o n .  I n  1 9 8 5 ,  h o w e v e r ,  t h e  
A d m i n i s t r a t i o n ' s  p o l i c y  changed.  Of most impor t ance ,  t h e  U n i t e d  S t a t e s  
i n i t i a t e d  t h e  P l a z a  Accord o f  S e p t .  22,  1985, i n  which t h e  U n i t e d  S t a t e s ,  
J a p a n ,  Germany, t h e  Uni ted  Kingdom and F rance  ag reed  t o  c o n t i n u e  p o l i c i e s  
t h a t  would r e d u c e  t h e  v a l u e  of t h e  d o l l a r .  S i n c e  l a t e  J u l y  1986,  t h e  U.S. 



T r e a s u r y  Department  h a s  been engaged i n  i n f o r m a l  d i s c u s s i o n s  w i t h  t h e  
Government of  Taiwan and Sou th  Korea r e g a r d i n g  t h e i r  unde rva lued  exchange  
r a t e s .  On Feb.  22,  1987,  and Apr. 8 ,  1987,  t h e  Un i t ed  S t a t e s  and t h e  
o t h e r  major  i n d u s t r i a l  c o u n t r i e s  met and a g r e e d  t h a t  exchang6 
be s t a b i l i z e d  a t  c u r r e n t  l e v e l s .  

r a t e s  would 

L e g i s l a t i o n  i n  t h e  1 0 0 t h  Congress  

I n  t h e  9 9 t h  Congres s ,  a  v a r i e t y  o f  b i l l s  were i n t r o d u c e d  r e q u i r i n g  o r  
d i r e c t i n g  t h e  A d m i n i s t r a t i o n  t o  u n d e r t a k e  monetary o r  f i s c a l  p o l i c y  
changes ,  c o o r d i n a t e  p o l i c i e s  w i t h  o t h e r  c o u n t r i e s ,  i n t e r v e n e  i n  t h e  
f o r e i g n  exchange  marke t  o r  i n i t i a t e  an  i n t e r n a t i o n a l  monetary c o n f e r e n c e  
t o  r e f o r m  t h e  exchange r a t e  system. 

The main i s s u e  r a i s e d  by t h e s e  b i l l s  i s  t h e  e x t e n t  t o  which  t h e  
Congress  s h o u l d  r e q u i r e  t h e  A d m i n i s t r a t i o n  t o  u s e  mone ta ry  o r  f i s c a l  
p o l i c y ,  t o  c o o r d i n a t e  p o l i c i e s  w i t h  o t h e r  c o u n t r i e s ,  o r  t o  i n t e r v e n e  i n  
t h e  f o r e i g n  exchange marke t ,  i n  o r d e r  t o  i n f l u e n c e  exchange  r a t e s .  
S u p p o r t e r s  o f  t h e  b i l l s  a r g u e  t h a t  i t  i s  n e c e s s a r y  t o  r e q u i r e  t h e  
A d m i n i s t r a t i o n  t o  t a k e  a c t i o n  s i n c e  t hey  have  n o t  a lways  done  s o  when 
n e c e s s a r y  i n  t h e  p a s t .  A l so ,  l e g i s l a t i o n  would send a c l e a r  s i g n a l  t o  t h e  
f o r e i g n  exchange  marke t s  t h a t  e x c e s s i v e  exchange r a t e  f l u c t u a t i o n s  would 
n o t  be  p e r m i t t e d .  Opponents  m i n t s i n  t h a t  such  l e g i s l a t i o n  would unduly  
r e s t r i c t  t h e  f l e x i b i l i t y  o f  t h e  e x e c u t i v e  b ranch ,  w i t h  p o s s i b l e  a d v e r s e  
e f f e c t s .  F u r t h e r m o r e ,  l e g i s l a t i o n  i s  n o t  n e c e s s a r y  s i n c e  t h e  
A d m i n i s t r a t i o n  i s  c u r r e n t l y  c o o r d i n a t i h g  p o l i c i e s  w i t h  o t h e r  c o u n t r i e s  
( f o r  example ,  i n  t h e  P l a z a  Accord of S e p t .  22, 1985,  and t h e  P a r i s  Accord 
of Feb. 22 ,  1987) .  

One of t h e  f i r s t  l e g i s l a t i v e  a c t i o n s  i n  t h e  1 0 0 t h  Congress  was t h e  
i n t r o d u c t i o n  of  H.R. 3, t h e  T rade ,  Employment and P r o d u c t i v i t y  Act o f  
1987. T h i s  b i l l  was a lmos t  i d e n t i c a l  t o  H.R. 4800,  which p a s s e d  t h e  House 
on May 22 ,  1986 ( i n  t h e  9 9 t h  Congress) .  T i t l e  IV, S u b t i t l e  A of  H.R.  3 
makes exchange  r a t e  s t a b i l i t y  an impor t an t  p o l i c y  g o a l  i n  t h e  Un i t ed  
S t a t e s  and i n c r e a s e s  t h e  a c c o u n t a b i l i t y  of t h e  A d m i n i s t r a t i o n  f o r  economic 
p o l i c i e s  t h a t  a f f e c t  t h e  exchange  r a t e .  

As r e p o r t e d ,  t h e  main p r o v i s i o n s  of T i t l e  IV, S u b t i t l e  A, a r e :  

* D i r e c t s  t h e  P r e s i d e n t  t o  c o n f e r  and n e g o t i a t e  w i t h  o t h e r  
c o u n t r i e s  on t h e  exchange r a t e  sys tem;  

* D i r e c t s  t h e  P r e s i d e n t  t o  n e g o t i a t e  w i t h  c o u n t r i e s  whose 
c u r r e n c i e s  a r e  pegged t o  t h e  U.S. d o l l a r  t o  e l i m i n a t e  c u r r e n c y  
m i s a l i g n m e n t s ;  

* Encourages t h e  U.S. T r e a s u r y  t o  i n t e r v e n e ,  a s  a p p r o p r i a t e ,  i n  
t h e  f o r e i g n  exchange marke t ;  

* E s t a b l i s h e s  e x t e n s i v e  r e p o r t i n g  r e q u i r e m e n t s  by t h e  U.S. 
T r e a s u r y ,  p a r t l y  t o  encourage  d e b a t e  on exchange  r a t e  p o l i c y .  



S. 30 ,  S. 452 and S. 490 i n  t h e  S e n a t e  and H.R. 532 i n  t h e  House a l s o  
c o n t a i n  p r o v i s i o n s  on exchange r a t e s .  See  t h e  LEGISLATION s e c t i o n  f o r  
f u r t h e r  i n f o r m a t i o n .  

LEGISLATION 

H.R. 3 (Gephard t  e t  a l . )  
T i t l e  I V ,  S u b t i t l e  A -- Compe t i t i ve  Exchange Ra te  Act o f  1986. A s  

i n t r o d u c e d ,  r e q u i r e s  i n t e r n a t i o n a l  n e g o t i a t i o n s  t o  r e fo rm t h e  exchange  
r a t e  s y s t e m  and t o  c o o r d i n a t e  p o l i c i e s ,  r e q u i r e s  f o r e i g n  exchange  
i n t e r v e n t i o n ,  and r e q u i r e s  a  s e r i e s  of r e p o r t s  t o  Congress  on  t h e  
~ d m i n i s t r a t i o n ' s  exchange r a t e  p o l i c i e s .  I n t r o d u c e d  J a n .  6 ,  1987;  
r e f e r r e d  t o  Comni t tee  on Banking,  F inance  and Urban A f f a i r s ,  and 
Subcommittee on n t e r n a t i o n a l  F inance ,  Trade  and Monetary P o l i c y ,  which  
h e l d  h e a r i n g s  March 3 and 4 and markup Mar. 1 7 ,  1987. The f u l l  co rnn i t t ee  
r e p o r t e d  S u b t i t l e  A (amended) Mar. 25 ,  1987 (H.Rept. 100,  P a r t  4 ,  Apr. 6 ,  
1987 1. 

HA. 532 (La F a l c e )  
C o m p e t i t i v e  Exchange Ra te  Act of  1987. I d e n t i c a l  t o  H.R. 3 ,  T i t l e  

I V ,  S u b t i t l e  A ,  a s  i n t r o d u c e d ,  e x c e p t  t h a t  H.R.  532 o m i t s  t h e  p r o v i s i o n  
r e q u i r i n g  a  S t r a t e g i c  -Cur rency  Reserve  t h a t  i s  i n c l u d e d  i n  H.R.  3.  
I n t r o d u c e d  J a n .  8 ,  1987;  r e f e r r e d  t o  Committee on Banking,  F i n a n c e  and 
Urban A f f a i r s  and Subcomni t t ee  on I n t e r n a t i o n a l  F inance ,  T rade  and  
Monetary P o l i c y .  

S ,  30 (Moynihan) 
Exchange R a t e  Adjus tment  Act of 1987. R e q u i r e s  i n t e r v e n t i o n  i n  t h e  

f o r e i g n  exchange  marke t  t o  accumula t e  a t  l e a s t  $30 b i l l i o n  o f  f o r e i g n  
c u r r e n c i e s  w i t h i n  t h r e e  y e a r s  i n  a  S t r a t e g i c  Currency  Reserve .  D i r e c t s  
t h e  P r e s i d e n t  t o  n e g o t i a t e  w i t h  c o u n t r i e s  who t i e  t h e i r  c u r r e n c i e s  t o  t h e  
d o l l a r .  R e q u i r e s  compu ta t ion  o f  exchange r a t e  i n d e x e s  which a c c u r a t e l y  
r e f l e c t  changes  i n  t h e  d o l l a r ' s  v a l u e .  I n t r o d u c e d  J a n .  6 ,  1987; r e f e r r e d  
t o  Committee on Banking,  Housing and Urban A f f a i r s .  

S. 452 (Baucus et a l . )  
F a i r  Cur rency  Exchange R a t e  and Trade  Act of 1987. R e q u i r e s  a n n u a l  

r e p o r t s  on exchange  r a t e s  f o r  each  of  t h e  20 f o r e i g n  c o u n t r i e s  which have  
t h e  l a r g e s t  b i l a t e r a l  c u r r e n t  accoun t  s u r p l u s  w i t h  t h e  Un i t ed  S t a t e s .  
R e q u i r e s  n e g o t i a t i o n s  on exchange r a t e  p o l i c y  w i t h  t h o s e  c o u n t r i e s  among 
t h e  twen ty  who m a n i p u l a t e  t h e i r  c u r r e n c i e s .  I f  exchange r a t e  n e g o t i a t i o n s  
do n o t  r e s u l t  i n  c u r r e n c y  r e v a l u a t i o n ,  r e q u i r e s  n e g o t i a t i o n s  t o  o b t a i n  
t r a d e  c o n c e s s i o n s .  I n t r o d u c e d  Feb. 4 ,  1987; r e f e r r e d  t o  Committee on  
F inance .  

S. 490 (Ben t sen  e t  a l , )  
T i t l e  I ,  S e c t i o n  108. N e g o t i a t i o n s  on Cur rency  Exchange R a t e s .  

R e q u i r e s  t h e  P r e s i d e n t  t o  n e g o t i a t e  w i t h  e a c h  c o u n t r y  t h a t  pegs i t s  
exchange  r a t e s  t o  t h e  d o l l a r  t o  make s u r e  t h e  exchange  r a t e  r e f l e c t s  
economic fundamen ta l s  and t o  r e p o r t  t o  Congress  on t h e  e f f e c t s  o f  t h e  
n e g o t i a t i o n s .  I n t r o d u c e d  Feb. 5 ,  1987; r e f e r r e d  t o  C o r n i t t e e  on F i n a n c e ,  
which h e l d  h e a r i n g s  Apr. 7 ,  1987. 



04/08/87 --- The f i n a n c e  m i n i s t e r s  and c e n t r a l  - bank g o v e r n o r s  o f  t h e  
U n i t e d  S t a t e s ,  t h e  Uni ted  Kingdom, F rance ,  Germany, J a p a n ,  
I t a l y  and Canada met i n  Washington and r e a f f i r m e d  t h e i r  Feb. 
2 2  agreement  t o  s t a b i l i z e  exchange r a t e s  a t  c u r r e n t  l e v e l s .  

02/22/87 --- The f i n a n c e  m i n i s t e r s  and c e n t r a l  bank g o v e r n o r s  o f  t h e  
U n i t e d  S t a t e s ,  t h e  Uni ted  Kingdom, F rance ,  Germany, J a p a n  and  
Canada met i n  P a r i s  and announced t h a t  t h e y  would " c o o p e r a t e  
c l o s e l y  t o  f o s t e r  s t a b i l i t y  o f  exchange r a t e s  a round  c u r r e n t  
l e v e l s . "  

01/20/87 --- I n  a  s t a t e m e n t  on exchange r a t e s ,  T r e a s u r y  S e c r e t a r y  Baker  
and J a p a n e s e  F inance  M i n i s t e r  Miyazawa r e a f f i r m e d  t h e i r  
commi tmen t  t o  t h e  Oct .  31, 1986 announcement and  t o  
c o o r d i n a t i o n  of economic p o l i c i e s  among major  c o u n t r i e s .  

10/31/86 --- J a p a n  announced a r e d u c t i o n  from 3-112% t o  3% i n  i t s  d i s c o u n t  
r a t e  i n  a n  a t t e m p t  eo s t i m u l a t e  t h e  d o m e s t i c  economy, one  o f  
s e v e r a l  measures which t h e  Uni ted  S t a t e s  had been  u r g i n g  
Japan  t o  t a k e .  A t  t h e  same t ime ,  t h e  Un i t ed  S t a t e s  and J a p a n  
j o i n t l y  a m o u n c e d  t h a t  t h e  do l l a r -yen  exchange r a t e  i s  "now 
b r o a d l y  c o n s i s t e n t  w i t h  t h e  p r e s e n t  u n d e r l y i n g  fundamen ta l s , "  
imp ly ing  t h a t  t h e  Uni ted  S t a t e s  would n o t  encourage  a  f u r t h e r  
weakening o f  t h e  yen. 

05 104-05 106186 --- The 1 2 t h  annua l  economic s u w i t  among t h e  heads  o f  
s t a t e  of t h e  U.S., U . K . ,  West Germany, F rance ,  J a p a n ,  I t a l y  
and Canada was h e l d  i n  Tokyo. The p a r t i c i p a n t s  a g r e e d  t o  
form a " ~ r o u ~  of Seven" (which would i n c l u d e  t h e  Croup o f  5 
p l u s  Canada and I t a l y ) ,  who w i l l  work t o g e t h e r  t o  improve 
c o o r d i n a t i o n  o f  i n t e r n a t i o n a l  economic p o l i c y .  The o t h e r  
main economic t o p i c s  d i s c u s s e d  were t h e  i n t e r n a t i o n a l  d e b t  
problem and t h e  m u l t i l a t e r a l  t r a d i n g  sys tem.  

03106-07/86 --- The c e n t r a l  banks of  Germany, J apan  and t h e  U.S. r educed  
t h e i r  d i s c o u n t  r a t e s ,  i n  an a p p a r e n t  c o o r d i n a t e d  a t t e m p t  t o  
l ower  i n t e r e s t  r a t e s  worldwide. 

09/22/85 --- The f i n a n c e  m i n i s t e r s  and c e n t r a l  bank g o v e r n o r s  o f  t h e  
Un i t ed  S t a t e s ,  t h e  Uni ted  Kingdom, F rance ,  Germany, and J a p a n  
announced a j o i n t  e f f o r t  t o  lower t h e  d o l l a r ' s  v a l u e .  The 
o f f i c i a l s  a l l u d e d  eo  p o s s i b l e  f o r e i g n  exchange i n t e r v e n t i o n  
and o u t l i n e d  s p e c i f i c  macroeconomic p o l i c y  a c t i o n s  e a c h  
c o u n t r y  would pursue .  
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