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Introduction

Paul W. McCracken

Even with its penchant for taking the short-run view, particularly in a
quadrennial year, government is confronting an awesome array of
major issues about which some decisions cannot much longer be
postponed. What is to be the course for the federal budget as we look
down the road through the remaining years of this decade? How can
we better reconcile our management of domestic economic policies
with the growing significance of international economic develop-
ments for production, employment, and incomes here at home?
These are questions whose answers will influence the course of the
nation in the years ahead.

Participants in a session on “The Interaction of Domestic and
International Economic Policy Issues” during the annual Public Policy
Week in December 1983, organized and conducted by the American
Enterprise Institute for Public Policy Research, prepared statements
on these issues to serve as the basis for discussion in the session.
Because of its basic commitment to the principle that careful, scholarly
work in the world of ideas does ultimately influence policy, and will
contribute to better decisions about public policies, AEI is with this
volume making these statements available to an enlarged audience.

Paul W. McCracken is Edmund Ezra Day University Professor of Business Administra-
tion at the University of Michigan and chairman of the Council of Academic Advisers of
the American Enterprise Institute for Public Policy Research.



Martin Feldstein

I am delighted to be here with so many good friends and distin-
guished economists.

Near-Term Fiscal Issues

The focus of this morning’s panel is on fiscal policy issues in this
decade. I will begin by commenting about the near term and in partic-
ular about the relation between fiscal policy and the pace of the recov-
ery. I will then turn to the longer term issues of inflation, budget
deficits, and fiscal incentives.

Last Friday’s unemployment figures are clear evidence of the cur-
rent strength of the recovery. The total unemployment rate of 8.2
percent represents much faster progress than most economists have
been expecting. Other measures of economic activity also show sub-
stantial strength. Industrial production was up 14.8 percent in the first
ten months of the recovery, and real GNP rose at an annual rate of 6.8
percent. November’s sharp rise in employment—up more than
700,000—suggests that the fourth quarter may be another strong one.

As I noted in my testimony to the Joint Economic Committee last
month, the personal tax cuts in 1982 and again this July contributed
significantly to the spurt of consumer spending that has been respon-
sible for so much of this year’s recovery. It is standard textbook econ-
omics, as I also pointed out to the JEC, that the direct fiscal stimulus of
the 1983 and 1984 deficits does more to raise demand than the in-
creased real interest rates that result from deficits do to depress de-
mand. The problem is not the near-term deficits but the prospect of
the long string of deficits that would remain in the future if Congress
fails to act; I will return to the long-term issue in a few minutes.

But first, | want to comment on one technical aspect of the recov-
ery that continues to surprise many people: the strength of business
fixed investment in the face of high real interest rates. Real fixed

Martin Feldstein is the chairman of the Council of Economic Advisers.
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nonresidential investment rose 5% percent between the fourth quar-
ter of last year and the third quarter of 1983, an increase that has been
as great as the average rise in the first three quarters of past recoveries.
As I pointed out in my remarks to the Tax Foundation last week, this
reflects the substantial improvement in tax depreciation rules enacted
in 1981. It is a good illustration of a point that I made in academic
research papers during the past several years: What matters for in-
vestment is not just the rate of interest or the profitability of invest-
ment but the difference between the net-of-tax real cost of funds and
the after-tax real profitability of investment.

Similarly, the strength of the stock market in the face of very high
real interest rates reflects the improved after-tax profitability that in-
vestors now expect. Indeed, one way of explaining the current level of
investment is to note that the change in business tax rules has raised
the value in equity markets of new physical capital (or reduced the
cost of equity capital to finance new investment) and that this has
stimulated businesses to increase their investment.

It is impossible to talk about the fiscal environment without dis-
cussing inflation as well because the rate of inflation substantially
influences the effective tax rates on saving and investment. The high
rates of inflation in the 1970s raised the effective tax rates on real
personal interest income and real capital gains to more than 100 per-
cent and substantially increased the effective tax rates on income from
business investment in plant and equipment, a point that I elucidated
in excruciating detail in research papers for several years. The decline
in the rate of inflation from the double-digit rates of 1980 and 1981 to
the current level has sharply reduced the problem of taxing artificial
inflation income. Last year’s Economic Report of the President showed
that a fall in inflation from 10 percent to 4 percent raises the present
value of the depreciation deductions by more than 10 percent. The
improved inflation outlook thus reinforces the explicit legislative
changes in providing a better fiscal climate for business investment.

The Longer Term

Although there is more that could be said about the effect of recent
fiscal changes on the current economy and near-term outlook, let me
turn to the longer term fiscal situation. I will touch briefly on three
topics: inflation, budget deficits, and fiscal incentives.

I have already indicated the importance of inflation as an influ-
ence on the effective tax rates on saving and investment. The key
determinant of inflation over the longer term is clearly monetary pol-
icy. Since I know that monetary policy is the subject of the next ses-

3



sion on today’s program, I will not say very much about it. [ will only
repeat what I have said many times before: that this administration
and the Federal Reserve are committed to a monetary policy that will
reduce inflation at the same time that the economy recovers. We are
now in the fortunate position that, with appropriate policy, inflation
can decline to an even lower level before the end of the decade.

I do not have to tell this group about the adverse consequences of
a long string of very large budget deficits. The dynamics of national
debt accumulation and the process of crowding out are well known to
you all. If you have studied the projections, you also know that it
would be unwise to assume that growth alone will reduce the deficit
to an acceptable level.

Less well known is the fact that nearly two-thirds of the current
structural deficit was inherited from the Carter administration. More
specifically, the budget deficit in fiscal year 1980 was 2.3 percent of
GNP. The unemployment rate in that year was 6.8 percent. This im-
plies that the 1980 structural budget deficit, evaluated at a 6.5 percent
unemployment rate, was 2.2 percent of GNP. By comparison, the
current structural deficit (also evaluated at a 6.5 percent unemploy-
ment rate) is 3.4 percent of GNP. The inherited structural deficit of 2.2
percent of GNP is therefore 65 percent of the current structural deficit.
Indeed, even if Congress takes no steps to reduce the deficit and the
structual deficit rises to 4.2 percent of GNP in 1988 (as projected in the
administration’s midsession review), more than half of that deficit will
have been inherited, and an additional fraction will be due to the
accumulating interest on this inherited debt.

As I have emphasized many times, the president earlier this year
sent to Congress a budget plan that would cut the deficit nearly in half
in 1986 and to only 1.6 percent of GNP in 1988. The president’s
budget would thus bring the 1988 deficit share below the inherited
structural deficit. To reduce the deficit, the president called for a bal-
ance of spending cuts and a contingency tax increase that could trig-
ger on in October 1985. Unfortunately, Congress rejected the presi-
dent’s budget, leaving us with the risks of high real interest rates and
a lopsided recovery.

We are now working hard on the 1985 budget. During the weeks
ahead the president will be making his decisions about the budget for
1985 through 1989 that he will submit to Congress. I obviously cannot
say anything about the 1985 budget proposals until the president has
announced his decision.

Looking at the longer term fiscal environment, I think it is impor-
tant to focus on the fiscal incentives that contribute to economic
growth. The savings incentives that were enacted in 1981—especially
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the expanded eligibility for Individual Retirement Accounts and the
increased limits on IRAs and Keogh accounts—have transformed our
income tax into a consumption tax for the majority of American fami-
lies. The new business depreciation rules and the lower rate of infla-
tion have increased the incentive to invest in business plant and
equipment. The improved tax treatment of R & D expenditures can
advance the development of new technology. The lower rates of tax on
capital gains can stimulate investment and risk taking. It is particu-
larly important that these fiscal reforms be preserved and strength-
ened in the years ahead.



Rudolph G. Penner

One of my pet theories is that the major reason for our current politi-
cal impasse over the budget is related to a fundamental ignorance on
the part of the public concerning what the federal government does
and how much it costs. In other words, we have a problem today
because we really don’t know what the public is willing to pay for. I
think there is a natural tendency on the part of the ordinary voter to
believe that those things the government does that he or she likes can
be provided very cheaply while those things that other people like are
very expensive.

So the question is, what does the federal government really do?
In fact, if you look at the totals involved, a huge proportion of total
expenditures is devoted to a very few broad budget categories. In-
deed, if you add up defense, entitlements, and net interest, these
already amounted to 79 percent of the budget in 1980. But those
categories are growing so rapidly that by 1986 CBO projects that they
will constitute 87 percent of the budget—given current law and CBO's
economic assumptions if we assume 5 percent annual real growth in
defense spending.

The word “entitlement”—and entitlement spending very roughly
speaking constitutes about 50 percent of the budget—conjures up
notions of means-tested programs or welfare in the minds of the pub-
lic. But in fact just two programs, social security and Medicare, consti-
tuted 56 percent of entitlements in 1980 and will rise to 64 percent by
1986. The most dramatic way to show the enormous mismatch be-
tween the spending path and the tax path that we are on today is to
note that just four program categories—defense, social security, Medi-
care, and net interest on the debt—will constitute over 70 percent of
spending in 1986. More interestingly, they will be equivalent to 90
percent of receipts in that year as we project the implications of cur-
rent law. The path of total spending will therefore be influenced to an

Rudolph G. Penner, former director of Fiscal Policy Studies at AE], is the director of the
Congressional Budget Office.
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extraordinary extent by what we do in the defense, social security, and
medical areas. Of those three, really only defense and the health
programs are growing very rapidly. These two seemingly very differ-
ent budget categories have one thing in common that is making them
so expensive. It is a very rapid rate of technological advance which, in
essence, has given us a much more expensive menu to choose from in
deciding where we want to go in these areas.

We can debate about how efficiently we deliver defense. We can
debate about how efficiently we deliver health care. But the basic
point is that, if the rate of technological change continues at current
rates, the current-policy growth path would exceed GNP growth in
the long run even if we deliver these things in the most efficient way
possible. The consequences are most profound, particularly in the
health area. We have to think about the extent to which these pro-
grams should be means-tested and about how much of these services
we are willing to deliver. In other words, the debate involves ques-
tions of life and death.

The one big growth area that I have not focused on very much is
net interest. That growth area draws attention to the importance of
resolving the deficit problem quickly. Interest is growing at an extraor-
dinary rate. Indeed, if you assume the policies left by the Congress in
November and if you assume that the rate of interest remains constant
at last September’s levels, our projections show the interest bill on the
debt going up by some $56 billion between 1982 and 1986. Even by the
standards of today’s arithmetic, that is a very large number. It exceeds
the $45 billion tax increase that the Congress had in its budget resolu-
tion and that the president included in his January budget on a con-
tingency basis for fiscal 1986. It means, of course, that any delay in
resolving the budget issue is very expensive simply because the inter-
est bill keeps increasing at a rapid rate. We do have to finance that
interest bill. Indeed, the worst of all possible worlds is one in which
the budget deficit gets so large that the interest bill itself begins to rise
at a rate faster than we can politically reduce expenditures or raise
taxes. At that point, the government would be like a private firm that
goes out and borrows continually both to finance a deficit and to
finance interest payments on the already existing debt. When you get
into that situation, you're heading toward bankruptcy. Now the big
difference between businesses and governments, of course, is that
governments have a monopoly on the creation of money so that they
do have a way out. When they find it too politically arduous to finance
their spending with taxes, and when the interest bill makes it too
burdensome to finance their spending with the issue of more debt,
governments can resort to printing money. That is the story behind
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many of the hyperinflations in world history. It is certainly the story of
modern-day Israel, whose inflation rate of over 150 percent a year is
really driven by the budget deficit.

I am certainly not predicting that outcome for the United States.
We are far from a situation in which the interest bill has become
extraordinarily burdensome. It is certainly not high relative to that of
many European countries and Israel. The interest burden is still small
here, because of what appears in retrospect to be a very disciplined
fiscal policy from World War II to 1974. I would say that year was the
turning point. Through the earlier period, our budget deficits were
small enough to make the debt-to-GNP ratio decline along a fairly
steep trend. Since 1974 the ratio has gone the other way; that is to say,
it has been steadily rising and, of course, in recent years rising at an
accelerated rate. The mathematical conditions are in place for an inter-
est bill explosion. It can be said with certainty that we cannot forever
remain on the path that we are on today. Luckily we can remain on it
for quite a long time. The actual explosion doesn’t occur until time
infinity. That’s a long way away, but it’s getting closer by the minute,
and the longer we wait the more difficult it will be to correct the
problem.

I'll finish by saying that I really do think we are going to do
something about the deficit. I think there is a lot of concern and
movement in the Congress already.



Charles L. Schultze

Before I start, let me make two brief comments about the remarks of
prior speakers. I noted Rudy Penner’s very perceptive point that the
pace of rapid technological change may well be a major factor driving
the two most rapidly expanding areas of the budget, namely, defense
and medical costs. I have heard that situation described by the phrase,
“Invention is the mother of necessity.”

Marty Feldstein claimed that more than one-half of the out-year
structural deficit was inherited by the Reagan administration from the
Carter administration. Ten years ago I would have been shocked (al-
though I am not any longer) if I had thought that the chairman of the
Council of Economic Advisers in a very conservative Republican ad-
ministration would find it a matter of some congratulation that his
administration had taken the peak one-year high-employment deficit
of the preceding administration, had “only” doubled it, and had con-
verted it into a semipermanent structural deficit. I am indeed sur-
prised at this defense.

I want to make a number of points about the outlook so I will
have to make them very quickly. In conjunction with perhaps 90 per-
cent of the people around this room, I think the current policy mix in
this country—very large stimulative and structural budget deficits,
offset by a tight monetary policy—is very harmful to the economy. But
the harm is long term and subtle; it is not direct and immediate. I
think we need to identify the harmful consequences of this policy
correctly. Let me make the following propositions:

® The deficits are not likely to lead to inflation in the foreseeable

future.

* The deficits are not likely to abort the recovery and lead to a

recession.

Charles L. Schultze, former chairman of the Council of Economic Advisers, is a senior
fellow of the Brookings Institution and professor of economics at the University of
Maryland.



® The deficits will give us a high interest rate economy, with
sustained aggregate recovery, with good growth in some sec-
tors but very poor growth in the interest-sensitive sectors.

® Business investment is not likely to be absolutely depressed by
this policy. Rather we will probably neutralize the beneficial
investment effects of the 1981 business tax cut.

* But with the impact of high interest rates on business invest-
ment being somewhat offset by the tax incentives, then a major
impact of the high interest rates has been, and is going to be for
a while, a substantial penalizing of our export industries and of
our import-competitive industries, thereby doing grave harm
to the industrial core of the nation.

¢ Finally, the political argument that a tax increase to deal with
this long-run deficit problem would do no good, because the
Congress would devote the proceeds to higher spending, is
nonsense.

Let me start with the first point—the deficit probably will not lead
to inflation. By now the Federal Reserve has pretty well demonstrated,
under substantial pressure and fairly difficult circumstances, that it
will not accommodate the large federal budget deficit with easy
money. The competition is not likely to be a competition for real
resources. It is going to be a competition for credit within the frame-
work of a relatively restrained monetary policy. It is going to be a
competition for scarce financial resources. And so we will have a high
interest rate recovery, but probably not a recovery which, in the near
future, leads to inflation. I think the Federal Reserve’s objectives are
pretty firm on this. My own judgment, at least, is that they will stick
by their guns even at some very substantial cost. In the very long run,
given Rudy Penner’s and Herb Stein’s recent calculations about the
cumulative impact of unchecked deficits and high interest rates on
future interest payments, the Fed will come under ever greater pres-
sure. How long the Fed can stand that I am not sure. But for the
foreseeable future it is not inflation that is likely to be the problem.

Will the tension between monetary and fiscal policy abort the
recovery? My answer to that again is very probably no. I know noth-
ing which suggesis that, for a long period of time at least, a recovery
characterized by high deficits, tight money, and high interest rates
cannot continue. Assuming that monetary policy fixes a ceiling to the
growth of total aggregate demand, the federal government can get the
resources it wants in two ways. It can tax sufficiently to cover expendi-
tures, and, under the most likely patterns of taxation, consumption
will be depressed to release resources to provide for the government’s
expenditures. Or the federal government can borrow a part of its
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needs and push interest rates up to the level at which nonconsump-
tion, interest-sensitive components of GNP are depressed, and gov-
ernment expenditures will then come out of that sector of the econ-
omy. Either course, it seems to me, is feasible, and there is no reason
to think that it is not sustainable for a relatively long period of time.

While there is no reason that high deficits and high interest rates
are likely to abort the recovery, there is a world of difference in the
composition of demand and output in those two scenarios. On the
assumption that the deficits are not cut, then we are facing high
employment deficits for roughly 4 to 5 percent of GNP into the indefi-
nite future. Apart from the Vietnam War episode, the federal govern-
ment’s budget during periods of high employment in the past did not
absorb more than 1 percent of GNP. In the second half of the 1980s,
therefore, the federal government will be absorbing an unprecedented
three to four additional percentage points of GNP through its borrow-
ing, in an economy whose gross private saving is 17 to 19 percent of
GNP and whose net private saving is 7 to 8 percent of GNP. What are
the effects of this? There are four possible effects. First, the higher real
interest rates might pull in more private saving. I think the record
would indicate that the probability of getting very much out of this is
quite low. That leaves three other possibilities, all of which involve a
reduction in some nonconsumption sector of the economy. Marty
Feldstein went through the reasons (and I agree with him) why busi-
ness investment is not likely to bear the brunt at least for some time.
What we will get, I think, is an offsetting set of forces, the incentives
from the 1981 tax law competing with higher real interest rates. They
should more or less tend to neutralize each other. We will indeed be
wasting the supply-side consequences of the 1981 tax cut or at least
part of them, but relative to other recoveries it is not likely that private
business investment will be severely curtailed, at least in the next year
or SO.

The major effect of the current policy mix is likely to be in two
other areas—housing and net exports. I do not have much to say
about housing, but I can make a couple of points about net exports.
The American economy in the decade of the 1970s made some very
impressive adjustments to changing technology and changing world
markets. In 1970, for example, thé United States was a net exporter of
capital goods of about $11 billion. In 1980, it was a net exporter to the
tune of $47 billion. A conservative projection to 1983 mid-year would
have made that a net export surplus of $65 billion. But in fact the
capital goods export surplus in mid-1983 had fallen to an annual rate
of $29 billion—from what would have been $60-65 billion. Just the
opposite was occurring during the 1970s in the case of consumer
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goods. We became an increasing net importer. Our economy was
making that adjustment to being more and more a net exporter of
capital goods and a net importer of consumer goods. Recently, the
massively overvalued dollar has impeded the necessary adjustments.
Policies which penalize the most dynamic industries in our economy
and which reverse those important structural adjustments which
American industry had been making are bound to have some effect in
slowing down long-term economic growth, even though I cannot
quantify that effect.

And finally, the current policy mix is likely to have very bad
political consequences—two of them. First, the obvious one is in-
creased protectionism. Protectionist pressures seem to be mounting
even as the recovery continues, and I think that is in part because of
the lopsided nature of the recovery we’re getting. We are doing dam-
age to our industrial core. And second, we are feeding ammunition to
those who insist that America is deindustrializing itself and that we
need some kind of new industrial policy.

Finally the argument that we should not raise taxes significantly
because the Congress would simply spend the proceeds misread the
history of the Congress in recent years. In some of his recent
speeches, Marty Feldstein has done a very nice job in documenting
the fact that outside of social security, Medicare, and interest on the
debt, the remainder of the federal government spending will fall (with
no further cuts) from a peak of something a little over 9 percent of
GNP in 1980 or 1981, to something like 6% percent by 1986—a three
percentage point drop in its share of GNP. The Congress has shown
itself most willing to cooperate with the administration in bringing the
deficit down. There is very little evidence that in the current climate
and under current circumstances the Congress will spend a tax in-
crease. Such an assertion just misreads history and, I think, is a cop-
out.
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Herbert Stein

I agree as I have been doing increasingly lately with almost every-
thing that Charlie Schultze said, except I can’t get him to stop giving
the impression that monetary policy could do something to change or
alleviate the consequences of deficits by pursuing a more inflationary
course, but I forgive him that. The discussion that has been going on
about fiscal policy—and I don’t refer at all to the discussions that have
been going on here this morning—but the discussion that has been
going on in the country reminds me of President Reagan’s story about
the optimist. The optimist was the young boy who went out to the
barn on Christmas morning looking for his presents. All he saw there
was a huge pile of manure, and he said to himself, with grit and
determination, “Well, there must be a pony in here somewhere,” and
he took the shovel and started digging. And I think that somewhere in
this discussion of budget policy there must be a pony. The pony, as I
see it, is the issue of national priorities. What we're really concerned
about is how the budget affects the allocation of the national output.
We have rather subordinated the stabilization and inflation or nonin-
flationary aspects of the budget in our thinking. Especially if we are
looking at the longer run issue, what the budget does is affect the way
in which we use the national output.

Now, in thinking about this issue for myself, I divide the uses of
the national output into four categories. One is the national defense.
The second is assistance for the very poor among us. The third is
provision for growth by investment in the ordinary sense and also in
research and in education; and the fourth is the consumption of
everybody else—the consumption of the ordinary American.

In my view of national priorities, I give high priority to sustaining
and increasing the first three of these; and therefore, since we have
left behind the notion that the national output is infinitely elastic, we
need to hold back the fourth, which is the consumption of all others.
You don’t have to agree with this ranking of my priorities, and, if you

Herbert Stein, former chairman of the President’s Council of Economic Advisers, is a
senior fellow of the American Enterprise Institute and editor of the AEI Economist.
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don't, of course, you come to a different conclusion about the budget.
I do think it is important to have a position about these priorities. I
give very high priority to defense, partly because I think we are under
severe threat and perhaps because I was frightened—I think prop-
erly—in the 1930s by our failure to give adequate attention to defense.

I give very high priority to doing something about the very poor
people among us, although that is not as fashionable as it used to be. I
am impressed and disturbed by the figures that show the proportion
of the very poor people to be rising in this country. I think we have a
national obligation to do something about that and it is in the national
interest to do so. More than forty-five years ago I was greatly im-
pressed, as many people were, by the words of my professor, Henry
Simons, who said he felt that extreme differences in the distribution
of income were unlovely. I think “unlovely” is too weak a word; but it
indicates that there is certain kind of aesthetic judgment involved,
and I admit that. If that makes me a bleeding heart, so be it.

Third, I place high priority on accelerating the growth of the
economy. That is the one of these priorities about which I feel the least
certain, although it’s the one to which people most commonly pay
obeisance. Back about 1960, I guess, Edward Denison and I wrote a
paper together, at the time when the government was trying to find
out what its goals were, and our conclusion was roughly that the
United States was probably rich enough and was getting richer faster
enough for all practical purposes. And getting richer faster wasn't
what we were after. I still have some of that feeling; nevertheless,
there are a lot of people in the country who think that we ought to be
richer. Since we’ve been growing so slowly there is more ground for
that thinking than there used to be. Therefore, I think the budgetary
problem is how to hold down the consumption of the all-other group.

It is commonly suggested that the way to hold down the con-
sumption of the all-other group is to increase their saving. But the
saving rate in the United States does seem to be intractable, and I do
not regard that policy as likely to have very great yield. This notion
arises whenever we get into budgetary difficulties. I can remember the
early post-war period when I was working at the Committee for Eco-
nomic Development and we had this kind of budgetary problem.
There are many people, especially in the retailing business, who just
thought that if we would turn the sale of savings bonds over to Macy’s
we would solve the problem of increasing the national saving. But that
didn’t seem to work. Such evidence that we have indicates that saving
is rather sticky. It seems to me that the way to reduce consumption of
the all-other group is to reduce their disposable income, which means
their after-tax and after-transfer income. We control the taxes, and we
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control the transfers. The purpose of taxes is to reduce consumption,
and we should use them to the extent necessary for that. Obviously,
different taxes will have different degrees of effectiveness per dollar in
achieving the desired restraint of the consumption of middle-class
Americans. That subject deserves a lot more discussion. I think we
would be better off if we get away from the debate about whether one
is for or against a tax increase and focus more explicitly on the issue of
what kind of taxes we ought to have. Many of those who might want
to argue for consumption taxes are debarred from doing that because
they have a phobia about taxes of any kind and are not willing to say a
good word for any kind of tax.

I think that it is important to get away from the common pater-
noster about expenditures—which is that deficits are bad, deficits
should be reduced, but we should reduce the deficits by cutting ex-
penditures—as if we were still, as we were three years ago, in a posi-
tion to talk about the budget’s consisting overwhelmingly of waste,
fraud, and abuse. We have had three years of squeezing out the
waste, fraud, and abuse to the extent to which a very diligent adminis-
tration can do it; and we should accept the fact that there isn’t an
awful lot left to squeeze. Furthermore, the budget provides a lot of
things that we really want and we really need in this country. Reduc-
ing the expenditure side of the budget is not a bottomless well from
which we are kept from drawing water only by the ignorance and
political short-sightedness of other people.

Aside from these rather heated prejudices that I have expressed,
whatever you think about any of these issues, you must agree that we
are in bad shape with respect to rules of fiscal policy. We have obliter-
ated what we used to think were guides to the overall behavior of the
budget. We have to recognize that “less” is not a rule of fiscal policy,
that “less expenditure, less taxes” does not add up to a rule of fiscal
policy, any more than “more” added up to a rule of fiscal policy in the
past. We need to have some standards by which we judge what is an
appropriate relation of taxes to expenditures, and I think that we are
fast abandoning such standards we have had until recently. Thank
you.
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William Poole

As1look at today’s monetary policy debates, it seems to me very clear
that the main issue is essentially the same as the one that has been
around for many, many years. That issue is the weight to be assigned
to controlling the money stock, given all the uncertainties, relative to
the weight to be assigned to controlling or cushioning interest
changes. That monetary policy issue is as central today as it has been
over the last several decades.

The reason that the gradually growing emphasis on money
growth as the appropriate policy target has been questioned in recent
debates has to do with the quite extraordinary changes in velocity over
the last few years. Let me provide a quick perspective on those veloc-
ity changes. The time trend for M1 velocity estimated over the period
from 1960 through 1979, a period that ends before the unusual events
of recent years occurred, is about 3 percent, and for M2 about zero.
How unusual has velocity behavior been in the last few years?

If we look at velocity relative to trend—velocity measured by di-
viding nominal GNP in a given quarter by the money stock two quar-
ters earlier to make a crude allowance for the lags in monetary ef-
fects—we find that in late 1980 and early 1981 M1 velocity was about 4
percent above trend. By 1983, M1 velocity was somewhat more than 6
percent below trend. Thus we had a swing of 10 percent relative to
trend from late 1980 to mid 1983. But it is interesting that, relative to
trend, M1 velocity fell about as much from the fourth quarter of 1980
to the second quarter of 1982 as it did from the second quarter of 1982
to the second quarter of 1983. The point of all this is that the decline in
velocity relative to trend was going on before the economy appeared
to become so very surprisingly weak at the end of 1982.

The story is roughly the same for M2. Velocity, again measured
on a two-quarter lag basis, was 6 to 8 percent above trend in 1981. It
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had fallen to 2.3 percent below trend by 1983:III. Thus M2 velocity has
also experienced a swing of about 10 percent relative to the trend.

The swing in M1 velocity—and I’ll concentrate now on M1, which
I think is the most reliable of our monetary aggregates—from above
trend to below trend occurred quite rapidly. The pattern was qualita-
tively the same as in other recessions, but the speed and the size of the
decline were much larger than usual. For example, in the 1973-1975
period, also a deep recession, M1 velocity went from just about on
trend at the beginning of 1973 to 4 percent below trend in the first
quarter of 1975. That swing of 4 percent was much smaller than the
swing of 10 percent during the most recent recession. Earlier in the
postwar period other substantial velocity swings occurred, but, again,
never anything so large or so fast as the one from 1980 to 1983.

It seems clear that M1 velocity is now swinging back. Unless
there is a very big downside surprise in GNP growth over the next
several quarters, which I certainly don’t anticipate—I guess nobody
anticipates “surprises”—velocity will be rising back toward the old
trend.

One question, of course, is how far velocity will go. Obviously we
have to be wary, but the main question is whether the evidence accu-
mulated over the last few years suggests that the emphasis on money
growth targets that has been growing over the last few decades should
now be reversed.

As I insisted at the beginning of my remarks, the issue is money
growth versus interest rates as the main guide to monetary policy. The
case for reduced emphasis on money growth cannot be made by only
examining the stability of velocity. Many of the same factors that may
be disturbing the relation between money and GNP may also be dis-
turbing the relations of interest rates to GNP. Is the relationship be-
tween the federal funds rate and GNP any more reliable than it used
to be? In my view, the best bet is still for the Federal Reserve to pay
primary attention to money growth as the main control instrument for
monetary policy.

The case for emphasizing money growth is, I believe, reinforced
by what has happened this year. In the spring, about May, the Federal
Reserve began to allow money market interest rates to rise somewhat
for the purpose of slowing down money growth. It is now clear that
allowing rates to rise at that time was a very wise thing to do. If the
Federal Reserve had not acted last spring, it seems quite clear that
money growth would have been somewhat higher, whereas now it is
well contained. The economy has been strong. If the Federal Reserve
had not acted, interest rates almost certainly would have been higher
today because there would have been greater concern in the bond
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market that the higher money growth coupled with a strong economy
would make it essential for the Fed to act.

Interest rates rose after May into August, but are now down
somewhat from their August highs. So we have a situation today in
which, at least locally, we are below previous interest rate peaks and
money growth is quite well contained. Indeed, the issue that concerns
many now is that money growth is coming in a bit too low. The M1
measure of the money stock is near the bottom of the Fed’s 5-9 per-
cent target range.

So where do we go from here? I believe that the Federal Reserve
should be absolutely and completely symmetrical in its attitudes to-
ward money growth and interest rates. When money growth is com-
ing in below target, the Fed should be willing to let rates fall as neces-
sary to keep the money stock within its target range. And vice versa.

With money growth coming in low over recent months it may
well be appropriate for interest rates to fall. If that seems intuitively
wrong because the economy seems so strong, then the intuition
needs to be redeveloped. Because of known lags in the effects of
monetary changes on the economy, today’s data on the real economy
are irrelevant for monetary policy except insofar as they help to fore-
cast economic activity in the future.

After growing very rapidly in the first half of the year, according
to the data now available, M1 has grown at a rate of only about 2
percent over the last three months. It is unwise for two reasons that
M1 be permitted to fall much below the target range 5-9 percent. First,
even if we had no targets, it would be unwise to have a period of
sustained money growth well below 5 percent. That would be such a
substantial deceleration from the average growth rate over the past
year that we would run the risk of bringing the recovery to at least a
pause and maybe cutting it short altogether. The second reason is that
we do have money growth targets. The targets are there for good
reason, and it is important that we adjust the money stock to the
targets and not the targets to the money stock.

Without question there are inflationary dangers in the present
situation. From past experience, we should be wary that 1984 may be
a year that is rather like 1967 or 1972 or 1977. In those years it ap-
peared that there was substantial slack in the economy and that infla-
tionary pressures were well controlled. As I look back, it seems to me
that it was in each of those years particularly that monetary policy
errors allowing money growth to run too high led in the space of a
relatively few quarters to an acceleration of inflation and the undoing
of what had been the beginnning of sustainable expansion at lower
inflation. That is why adherence to monetary targets should be sym-
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metrical. If money growth starts to run high, then we must be willing
to accept temporarily higher interest rates.

The fiscal situation is frequently viewed as a constraint on mone-
tary policy. Fiscal policy is a real problem, but by real I mean both
important and real as opposed to nominal. Because of the indexed tax
system we cannot solve fiscal problems today through inflation. Thus,
the fiscal problem cannot be solved with a nominal policy instrument,
the money stock, and we ought to be sure that monetary policy is not
unhinged by the fiscal situation. That only means that we must be
willing, if need be, to let interest rates rise in order to keep money
growth well contained.

Just a couple of final comments: We have come through a very,
very difficult period from 1979 to 1983. When we started in 1979 and
1980, the economy was confused. There was a great deal of uncer-
tainty. Inflation was high, and the prospects for the economy made
planning difficult for everyone. The markets just didn’t know what to
expect.

The uncertainty today is a good bit less, and we have substantial
prospects now for sustained economic growth with stable to declining
inflation. For these prospects to be realized, we must, of course, deal
with the fiscal problem and avoid any sustained acceleration in money
growth. But I'd much rather deal with 1984 problems than 1980 prob-
lems. We should be thankful that the economy, though scarred, has
come through this difficult period whole.
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Phillip Cagan

Let me extend Bill Poole’s remarks, from a slightly different perspec-
tive, and review where we stand in the campaign to subdue inflation
and the prospects ahead. As you know, the GNP price deflator was
rising at around 10 percent per year in 1980 and early 1981, and it has
decelerated in 1983 to around 4 percent per year. That deceleration is
in line with the 1975-1976 episode and is somewhat larger than pre-
vious experience with recessions, which typically cut the inflation rate
in half. We have now completed the first stage of disinflation. The
second stage is the crucial one of continuing the disinflation process
and of not allowing a resurgence of inflation as has occurred each time
since the mid-1960s. The first stage is easy to initiate and hard to
endure: You simply cut monetary growth and suffer through a reces-
sion and a depressed economy. The second stage is easier to endure.
The economy recovers and inflationary pressures are subdued, but it
is hard to maneuver through, because monetary policy must continue
to exert disinflationary pressures at the same time that the economy is
expanding. As we have learned, it is easy to end up after a couple of
years of economic expansion with the inflation rate back where it
started.

Looking ahead, most forecasts in and out of the government see
an inflation rate for the next several years of 5 to 6 percent. That is
based on the reasonable observation that recent rates of 3 percent in
the CPI are temporarily low. Compensation per hour is running about
6 percent and may rise, and productivity will lose its cyclical resur-
gence and settle down to 2 percent or so. With increases in unit labor
costs of 4 percent and some recovery in profits, a 5 to 6 percent
inflation could well be the outcome for 1984. It may also be a good
average of the possible outcomes for later years, but the actual rate is
not going to be constant. A constant inflation rate at that level is not
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viable. Either we bring it down and hold it down to the noninflation-
ary range below 2 percent or it will take off again.

The difficult job for monetary policy, therefore, is to maintain
disinflation. Most forecasts see a nominal GNP growth in 1984 of 10 to
11 percent, of which 4% or perhaps 5 percent is the real growth and
5% to 6% percent is inflation. If the inflation rate goes above 5%
percent for the full year and is rising at the end of next year, it will be
difficult to turn it down thereafter. From there it will easily climb to 7
percent in 1985, and at that level the economy is again vulnerable to
shocks that will bring back double-digit inflation. That is not the path
we want to follow.

As I see it, we want less than 5% percent inflation in 1984—say 4
percent, or no more than 5 percent. Usually the first year of economic
recovery brings a rise in the inflation rate as demand for raw materials
expands. We have not had such a rise this recovery year because of
good luck for once with food and energy prices. Let us take advantage
of a little good luck. It is a scarce commodity these days. A 4 to 5
percent inflation rate translates into nominal GNP growth of 7% to 9
percent, because with a less expansive monetary policy we could well
have less than 4%z percent growth in real GNP.

How does 7%z to 9 percent GNP growth translate into monetary
growth? For M2 this would mean growth in the 8 percent range,
assuming the trend of M2 velocity remained constant.

To gauge M1 growth, we first need a projection of its velocity.
While the sharp decline in M1 velocity last year appeared mysterious
and led the Fed to demote M1 as an indicator, various studies suggest
that the decline in M1 velocity reflected unusually large interest-rate
effects combined with the usual recession effect. The interest cost of
holding money declined dramatically in 1982 as market rates fell in the
second half and as interest-bearing NOW accounts became a larger
part of M1. I also find that a one-time additional rise in the demand
for money balances occurred in early 1982, attributable to the sharp
decline in inflation, which corresponds interestingly to the one-time
decline in demand for money balances in 1974 when inflation esca-
lated.

If the studies of M1 velocity are correct, it will recover only part of
its previous decline as economic activity recovers. Furthermore, the
usual effect of a cyclical expansion by which rising interest differen-
tials reduce money demand will be reduced in the future as interest-
paying money balances grow—assuming, of course, that market rates
do not rise sharply to their former high level. Since part of the past
upward trend of M1 velocity reflected rising interest rates, the future
trend of velocity should be lower.
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Putting this together, I see a rise in M1 velocity of about half of
real GNP growth and little further effect from changes in interest-rate
differentials, on the assumption that market rates do not rise sharply.
That translates into about 2 percent velocity growth in contrast to the 3
to 5 percent typical of past cyclical behavior. That projection leaves 5%
to 7 percent for M1 growth if nominal GNP is to be kept in the 7%z to 9
percent range. To play safe, M1 growth should remain at the 6 percent
level, not at the upper part of the range. [ believe we can rely again on
M1 as a target that will be more reliable than M2 or any of the other
targets that have been suggested. The 4% to 8 percent target for M1
implied by current Fed policy will be all right if the actual growth is
kept in the lower half of the range and if velocity growth remains low.

Although M1 growth has fallen to 5 percent recently, it will not be
easy for the Fed to hold it down to 6 percent next year. I am mindful of
the problems posed by large Treasury borrowing as business invest-
ment expands, of the international debt crisis, and of domestic infla-
tionary pressures should the dollar weaken on foreign exchange mar-
kets. The key problem is a possible rise in interest rates that will
increase velocity and require offsetting by even lower monetary
growth, which in turn will temporarily push interest rates higher. On
the other hand, further progress in containing inflation will help re-
move the inflation premium from interest rates and lower them.

Despite these problems, I am also mindful of the cost we have
paid to come through the first stage of disinflation, which we do not
want to incur again. Indeed, I wonder whether, if our latest disinfla-
tionary effort eventually fails, the nation will have the fortitude to start
out and carry through another stage one again. The second stage of
reducing inflation that we are now entering is the crucial part of the
process.
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Jacques de Larosiére

The growth in economic interdependence among nations is one of the
most significant phenomena of the postwar period. This growing in-
terdependence, and the institutional framework in which it exists, has
profound implications for how economic developments in individual
countries are transmitted to their trading partners and to the world at
large. Recognizing these transmission mechanisms, and harnessing
them for the general good, is what international economic coopera-
tion is all about.

In my remarks today, I want to examine in some detail the phe-
nomenon of economic interdependence, with a view to drawing some
lessons concerning policy priorities in present circumstances. I will
start by giving a few figures to illustrate the nature and extent of the
growth of interdependence over the postwar period. Then, I want to
examine the role that the growing integration of the world economy
has played in fostering economic development and expansion during
this period. Lastly, I will come to some of the policy problems that
arise in an increasingly integrated world and the kinds of response
that they call for.

The Scope of Interdependence

Perhaps the simplest way of measuring the extent to which the world
economy is becoming interdependent is by the growing share of inter-
national trade in overall economic activity. In the industrial countries,
exports have risen at an average annual rate of 62 percent between
1955 and 1982, as against a rate of growth of overall output of some
312 percent. As a result, the share of exports in total output rose from
an average of 82 percent in the late 1950s to 92 percent a decade
later, and to 15 percent by the late 1970s.

Proportionately, the greatest increase in international exposure
has taken place in those countries, especially the United States, that
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were previously least exposed. In 1955, exports accounted for just
under 42 percent of U.S. gross national product (GNP); by 1980, they
exceeded 10 percent. This figure, of course, conceals a much larger
share of exports in particular sectors of the economy. It has been
estimated, for example, that almost 20 percent of the output of U.S.
manufacturing industry depends directly on export markets, while as
much as half of U.S. agricultural output in 1982 was exported.

Even these impressive figures may tend to underestimate the
growth in international transactions. For one thing, they do not in-
clude service transactions between countries, which have grown more
rapidly than trade in goods and now account for almost a third of
current account payments for the industrial countries as a group.
Also, they ignore the enormous integration that has occurred in capi-
tal markets. In the twenty years or so since the major European coun-
tries and Japan achieved current account convertibility, there have
been major moves toward the freeing of capital movements. The Euro-
currency market has grown from virtually nothing to one that now
approximates a trillion dollars. And national financial markets have
become increasingly open to large-scale capital movements both in-
ward and outward. Reflecting this, the daily volume of foreign ex-
change transactions in New York has grown very rapidly in recent
years and is currently estimated to be in the vicinity of $30 billion,
which, at an annual rate, is more than double the size of U.S. nominal
GNP.

The growing volume of international trade and capital move-
ments has in large measure been the result of deliberate policy action.
The postwar economic order embodied a conscious effort to move
toward trade liberalization and to provide a payments framework that
facilitated that movement. It has also been increasingly recognized
that, given the existence of differences in rates of return on investment
and in propensities to save across countries, a greater degree of free-
dom for capital movements was desirable. In particular, for those
developing countries that demonstrated a potential for rapid growth,
access to international capital markets was needed for this potential to
be tapped. At the same time other developing countries, which in the
preindependence era had been largely tied to bilateral trading rela-
tionships, were able to participate more fully in a multilateral network
of trade and investment links.

The Benefits and Constraints of Interdependence

The growing integration of the international economy has been one of
the principal factors underpinning the remarkable economic progress
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of the postwar period. Among OECD countries, the growth of output
per capita over the past three decades has been much higher than
anything achieved in the past. In the developing world, the rate of
increase in output has averaged about 6 percent per annum over the
period 1960-1980.

Trade and capital flows have contributed to the postwar prosper-
ity in a number of ways. Tariff reductions and other measures of
liberalization have encouraged greater specialization in production
and a better exploitation of comparative advantage and have fostered
an increase in international trade. Perhaps even more important, how-
ever, exposure to foreign products and markets has encouraged the
spread of new technology and stimulated improved efficiency both in
production and management. Furthermore, the opening up of capital
markets has permitted a better mobilization and allocation of savings
among countries. This factor has been particularly important in the
striking economic progress made by the so-called newly industrial-
ized countries.

It is noteworthy that, while most countries have shared in the
economic prosperity of the past thirty years, those whose involve-
ment in international trade and investment has grown most rapidly
have performed best. Among the industrial countries, the success of
export-led growth in the Federal Republic of Germany and later in
Japan is well documented. Among the developing countries, a num-
ber of studies have confirmed the association between export growth
and the rate of growth of real per capita income.

While the growing integration of the international economy has
been an essential part of the prosperity of the postwar period, it has
also created new policy problems for national authorities. The faster
adaptation of production structures which trade encourages has ad-
vantages from the viewpoint of efficient resource allocation, but it has
costs to companies, individuals, and regions that find their products
and production methods outdated. Moreover, disturbances in foreign
economies, whether caused by unexpected developments or by delib-
erate policy action, are more quickly and easily transmitted the more
numerous are the channels of linkage. At times the costs created by
economic linkages, being specific and identifiable, may seem to out-
weigh the benefits, which are more widely spread and less tangible.
This can lead to pressures to interfere with international mechanisms
in ways that carry important risks for the fabric of cooperation.

Let me, therefore, consider the nature of some linkages that oper-
ate in the international economy before going on to discuss how pol-
icy can respond to the problems that stem from interdependence.

The first and most important linkage is through trade flows. In
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economic sectors producing traded goods, there is bound to be a
strong influence from world markets on both the volume and price of
domestic output. In recent years the weakening of demand conditions
in industrial country markets, and the deterioration in the terms of
trade with which it has been associated, has been a major factor in the
slowdown in developing-country growth. The real value of develop-
ing-country exports increased at about 7 percent per annum during
1963-1972, facilitating real economic growth at an average rate of al-
most 6 percent. Since 1980, the purchasing power of exports has been
almost stagnant, and economic growth has averaged only 2 percent
for the past three years. Now, the emerging recovery offers the pros-
pect of a reversal of these trends. A recent analysis by the Fund staff
suggests that a 1 percent change in ouput in the industrial countries
would result in a 3'/2 percent change in export receipts for developing
countries.

A second linkage is through capital flows. Over the long term,
capital flows respond to differences in savings propensities and in-
vestment opportunities among countries. In turn, the sustainable cap-
ital account position determines the appropriate equilibrium on cur-
rent account. In the shorter run, however, capital flows can be affected
by a number of factors—shifts in relative yields resulting from changes
in monetary policy; political uncertainties in either lending or borrow-
ing countries; sudden loss of creditworthiness by borrowing coun-
tries; shifts in current account positions among lending countries; and
so on. We have witnessed, in the past two years or so, the combina-
tion of a number of these factors. One important result has been an
abrupt reduction in the volume of voluntary commercial flows to the
indebted developing countries, bringing with it the need for sharp,
real adjustments among borrowing countries. Among industrial
countries, there have been unexpected shifts in interest rate differen-
tials which have contributed to substantial movements in exchange
rates.

A third linkage comes from the relationship of the policy stance
adopted in the major countries to the international pattern of interest
rate and exchange rate relationships. I said a moment ago that interna-
tional capital markets have become increasingly integrated. This
means that interest rates in one financial center (after adjustment for
expected capital gains and losses from exchange rate movements) can-
not diverge very much from rates prevailing in other capital markets.
Interest rates are importantly determined by competition (actual and
potential) in the market for loanable funds, as well as by expectations
concerning the future course of prices. Thus, the choice that countries
make concerning the size of their fiscal deficit and the rate of mone-
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tary expansion has important implications for the policy options faced
by their trading partners.

For industrial countries, these implications bear importantly on
the transmission of expansionary and contractionary impulses. For
developing countries, interest rate developments have additional sig-
nificance because of their importance in current account develop-
ments. A one percentage point increase in U.S. dollar interest rates
would, depending on the assumptions used, increase debt service
payments of non-oil developing countries by about $3-4 billion. Thus,
the fact that real interest rates in the United States are perhaps four
percentage points higher than at a comparable stage in previous post-
war cycles can be seen as representing almost a fifth of the total
current account deficit of non-oil developing countries.

Policy Making in Conditions of Interdependence

Faced with the need to adjust to a changing external environment,
there are two broad types of response. One is to try to reduce the
vulnerability of the domestic economy to external disturbances, by
seeking to insulate it against the transmission mechanisms I have just
described. The other is to harness the mechanism of international
cooperation to reduce the extent of such disturbances. The two ap-
proaches can, of course, be combined, with cooperative mechanisms
used to exploit the advantages and reduce the disturbances that flow
from interdependence, while retaining the capacity to cushion domes-
tic economies against whatever remaining international disturbances
nevertheless occur.

Whatever the stance that is adopted, however, countries cannot
gain an entirely free hand in the exercise of their domestic policies.
Exchange rate management, for instance, has been used by several
countries in an attempt to avoid the domestic repercussions of
changes in the international environment. For some this has involved
exchange depreciation in an attempt to maintain competitiveness and
export shares; for others it has involved exchange rate fixing to ward
off inflationary pressures. In either case, however, it is clear that the
result cannot be satisfactory in the absence of appropriate changes in
domestic policies. Those that have pursued overexpansionary domes-
tic policies and allowed their exchange rates to depreciate too quickly
and too far have added fuel to domestic inflationary pressures. In the
opposite case, where countries have sought to maintain their ex-
change rates at unrealistically high levels, through excessive borrow-
ings for instance, they have caused their current external payments
position to deteriorate and have triggered capital outflows. Thus, the
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truth of the matter is that sound domestic policies and realistic ex-
change rates are both central to international economic stability.

Perhaps the most troubling manifestation of the desire to shield
domestic economies from outside disturbances is the revival of protec-
tionist pressures that has been a feature of the past few years. Protec-
tionism is a classic example of attacking the symptom of a problem at
the cost of making the problem itself worse. As I noted a moment ago,
the prosperity of the postwar period has been built on the steady
growth of trade and the increasing international integration that it
encourages. Attacking trade strikes at the roots of this prosperity.
Furthermore, it may not even be effective in its direct objective of
preserving jobs. To the extent that imports are held down in a pro-
tected industry, the exchange rate will tend to be stronger, thus im-
proving the competitiveness of foreign products and undermining
employment opportunities in nonprotected industries.

The desire to be shielded from international economic develop-
ments is not confined to trade, however. Recently, the view has gained
ground that international lending to developing countries over the
past two decades has been excessive. The opposition of certain circles
in the United States to some of the measures designed to help interna-
tional institutions find a solution to the present debt crisis is a case in
point. Regardless of the reasons for the crisis (and the blame lies in
several directions) it is in no one’s interest that this problem be al-
lowed to drift. As President Reagan remarked at the Annual Meeting
of the Fund, failure to deal with the debt crisis could lead to an
“economic nightmare” that would affect all countries, lenders as well
as borrowers, and all sectors of the economy, industry as well as
finance.

It is clear from what I have said so far that I regard cooperation
and collaboration as the key to solving the difficulties that result from
the growing interdependence of economies. The benefits of interna-
tional economic linkages are too great to risk by a policy strategy
based on insulating the domestic from the international economy.

The need for cooperation is not, by itself, controversial. What is
more difficult is to know the kinds of action that will give concrete and
beneficial effect to a desire to work together for mutually agreed objec-
tives. In the remainder of my remarks, I want to focus on the coopera-
tive policies that are required to deal with perhaps the two central
issues facing the world economy at the present time. The first is how
to overcome the debt crisis facing many heavily indebted developing
countries. The second is how to restore sustainable and balanced
growth to the world economy at large. Needless to say, the solutions
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to these two problems are intimately linked, although I will discuss
the policy requirements separately.

The Debt Crisis

The first thing I want to say about the debt crisis is that, with appro-
priate policies, it can be handled and overcome. In the medium and
long run, the productive capacity and potential for growth in econo-
mies such as those of Brazil, Mexico, and Argentina is more than
sufficient to service their foreign debt, while regaining the momen-
tum of domestic development.

The second key point is that the debtor countries themselves
must demonstrate that they are taking the necessary steps to regain
financial viability, while preserving their capacity to resume economic
growth in the medium term. The fact that the balance of payments
difficulties of many countries involve factors beyond their control does
not mean that adjustment is not required. On the contrary, failure to
adjust will compound the initial problem as it will lead to inflation,
import controls, and many other consequences that undermine the
efficiency of resource allocation. Effective adjustment, on the other
hand, will permit the countries that undertake it to exploit the oppor-
tunities for renewed growth in output and investment that would be
presented by recovery in the industrial world.

My third point concerns the need for a proper appreciation by
creditors of their role in this process. It is simply not possible for
borrowing countries to go from a situation in which they were absorb-
ing $50 billion a year of net new lending from commercial banks to
one where inflows are zero or negative without disastrous conse-
quences for both current welfare and future development prospects. It
is certainly true that too much was borrowed in the past in too short a
time with too little consideration of the consequences. But the correct
solution is not to cease all lending and let the chips fall where they
may. That would provoke disproportionate economic hardship that
might well lead to political instability the consequences of which
could not fail to rebound on economic and financial structures in
industrial countries. The task, therefore, is to achieve a smooth transi-
tion in which sufficient external financing is available to indebted
countries to enable them to scale back their dependence on foreign
savings in an orderly fashion, while preserving their ability to invest
and grow in the medium term. This process has already proceeded a
long way.
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Economic Recovery in the Industrial World

This brings me to the issue of how domestic and international econ-
omic developments are linked in the process of international recovery.
Economic expansion has been proceeding quite strongly in the United
States and Canada since around the beginning of this year, but a
number of uncertainties surround the sustainability of global recov-
ery. In the first place, recovery is not yet sufficiently well spread
geographically. Second, there are a number of factors that threaten to
undermine a recovery of business fixed investment which, itself, is
central to a sustainable expansion.

First, interest rates remain extremely high in relation to ongoing
rates of inflation. In the seven major industrial countries, for example,
average long-term interest rates were some five percentage points
above the current rate of inflation in the third quarter of 1983. The
comparable figures at a similar stage in the last three recoveries would
be between one and two percentage points. Second, uncertainties
about the future course of inflation still remain. The prospective trend
of prices beyond the next couple of years depends on policies that are
not in all cases clearly established and may yield to political pressures.
Third, profitability in manufacturing remains at a low level, particu-
larly in a number of industrial countries.

This is not an exhaustive list of the issues facing international
policy makers. Nevertheless, it does point to a number of areas in
which domestic and international policies interact. The most promi-
nent example is the determination of interest rates in a world where
international capital markets are increasingly integrated. Interest rates
are influenced both by the current balance between the demand for
and supply of investible funds and by perception of how this balance
is likely to evolve in the future. They are also strongly influenced by
inflationary expectations—and by the degree of uncertainty that sur-
rounds these expectations.

The plain fact is that fiscal deficits in the industrial world absorb a
greater proportion of private savings today than at any previous time
in the postwar period; in 1982, this proportion reached almost 50
percent on average in the seven largest industrial countries. Some of
this reflects the effects of the global recession. But it is also a reflection
of persistent structural deficits which, failing a change in policies,
threaten to continue to absorb an excessive share of private savings
and, thereby, to undermine the prospects for a sustained recovery
over the medium term.

Not only do such deficits keep real interest rates high because of
the prospective competition for scarce savings which they represent,
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they add to the other sources of uncertainty that impede the process
of recovery. The fear that deficits might be monetized makes it harder
to foresee future price trends, and this uncertainty itself is likely to
add a premium to market interest rates. Moreover, the fact that deficits
vary in relative size among countries, and are moving in different
directions, has implications for the pattern of exchange rates and capi-
tal movements.

It will come as no surprise that we in the Fund strongly favor
early and substantial action to achieve a credible reduction in fiscal
deficits over the medium term in a number of countries, particularly
in the United States. This could, I believe, do more than any other
single policy action to bring down interest rates, reduce uncertainty,
and restore confidence in the durability of recovery.

But this would address only the most obvious current manifesta-
tion of the interaction between domestic and international economic
development. In an interdependent world, the policies of all countries
impinge on the global environment of their trading partners. The
institutional framework in which these interactions can be discussed
already exists, in embryo, in particular in the surveillance responsibili-
ties of the International Monetary Fund and in less formal arrange-
ments such as those engaged in by the Summit countries. The need is
not for new institutions so much as for the political will to use more
intensively those we already have. There is also a need to strengthen
the analytical framework in which the implications of interdepen-
dence can be assessed. In this regard, the regular reviews of the
economic policies of individual countries, particularly by the IMEF,
have contributed to a much better understanding of the international
implications of national policies.

In conclusion, let me say simply that it is the utmost importance
that these techniques of collaboration are developed and refined. If
they are rejected in favor of autarkic solutions, then the pessimists will
have been proved right, and the foundations of our present interna-
tional economic system will be swept aside to the detriment of all. If,
on the other hand, they can evolve fruitfully, then we shall have
established the basis for resuming the momentum of progress toward
a world of greater integration and greater shared prosperity.
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Henry C. Wallich

I have an impressive list of topics that are affected by the federal
deficit: exchange rates, capital flows,the U.S. balance of payments,
and trade. I also note that we have two deficits—budget and pay-
ments, and I'm tempted to say, you name it, we have it. Let me begin
by pointing out something about the federal deficit. I believe most of
the things that are said about the deficit, except one. I don’t believe
that the deficit is very likely to bring the expansion to a halt. I don't
see how, with a $200 billion deficit, there would be a recession. That
would mean that the demand for funds by the Treasury would raise
interest rates so high that they would stop the expansion. It would
mean that the secondary effect, the derived effect, would outweigh
the primary effect. I find that difficult to believe—it sounds like the
philosophy test question: Can the Lord Almighty make a stone so
heavy that he can’t lift it? But I think the answer is clear: so long as
there is a very large deficit, with a large and growing structural com-
ponent, the balance of forces is on the side of expansion. The expan-
sion is laboriously restrained by control of the monetary aggregates
and by correspondingly high real interest rates.

All the other consequences that the deficit stands accused of, I
think, follow. I do think that it raises interest rates. It may be that
reduced-form regressions don’t capture this. But simulating different
levels of deficit with a model surely does capture it. The finding I have
in mind is that a $100 billion reduction in the deficit would bring down
long-term interest rates by 150 basis points. The reason why one does
not easily find the relationship of deficits and interest rates is, of
course, that the simple relationship shows high deficits associated
with low interest rates. Both occur in recession. Recession raises the
deficit and depresses interest rates. If one does no more than to look
at these data, one seemingly finds that high deficits cause low interest
rates. If one controls for the joint effects of the business cycle, one will
find that interest rates are raised by the deficit.

Henry C. Wallich is a member of the Board of Governors of the Federal Reserve System.
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Higher interest rates then raise the dollar. I think that is at least very
plausible. I wouldn’t say, of course, that there aren’t a lot of other
factors raising the dollar. Among them are low inflation, as well as
improved productivity and high profitability that we’ve achieved in
this country. There is a difference in the degree of political stability.
These all help the dollar. Indeed, they have sustained it in the face of
what the market has now known for a year or so—that we’re moving
toward an enormously high current-account deficit, of the order of
$80-100 billion. In the face of this deficit, the dollar hasn’t budged,
indeed it has been very strong.

I am not sure whether this situation is sustainable. At some fu-
ture point, the massive international obligations that we incur are
likely to impress, I fear, foreign markets. At the present time, our net
international savings—that is, our net investment position—is some-
where between $100 billion and $200 billion, depending on how one
treats the statistical discrepancy. That means that we’re using up our
net international assets within one or two years. I don’t think that can
remain without some impact on markets. If and when the market
begins to pay attention to this, I would believe that the reaction can
happen in a smooth and gradual way. I don’t see any need for sudden
and dramatic change in exchange rates. At the same time, you can
never be sure. Conceivably, a movement of that kind could generate a
dgeree of turbulence that could interfere with the continuing expan-
sion. On the whole, however, it seems to me that the probability is
against such movement.

I see on my topic list a question about exchange market interven-
tion. Would intervention be an appropriate policy? Well, it depends
for whom and under what conditions. Intervention works in the Eu-
ropean monetary system. They do it every day, and it works because
they back it up with some degree of monetary policy action. After a
while, to be sure, when differential rates of inflation assert them-
selves, it ceases to work. Then there is a rate adjustment, of the kind
that we have seen in the European monetary system a number of
times. So we observe a certain although limited effectiveness of inter-
vention when backed by policy action.

If you look at a country like Mexico, intervention also works.
Mexico maintains its exchange rate by supplying exchange to a tightly
controlled market. That is not really what one means by intervention.
If finally you look at the dollar, the bulk of the evidence is that inter-
vention has only a very temporary and slight effect. We have a big
intergovernmental study which came up with that result. The main
finding was, I think, that our friends abroad didn’t draw a distinction
between sterilized and unsterilized intervention—that is, intervention
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whose monetary effects were compensated by offsetting monetary
action and the other kind, whose main effect comes from the mone-
tary side effects which are not compensated.

Finally, the last question posed here: Is the doliar overvalued?
Again, it depends for what purpose. In terms of the overall balance of
the market, the answer clearly is no. Otherwise, the dollar wouldn’t
hang up there at the rates at which it hangs. Supply and demand are
evenly balanced at those rates. But a large part of that supply and
demand is capital movements. Flows reflecting trade and services are,
on any one day, surely the smaller part. On the other hand, if you are
looking at the current-account balance and ask if the dollar is overval-
ued, you will see a very large current-account deficit at the present
level of the dollar. In part, this is because the U.S. economy is ahead of
others in the expansion, but also in good part it is because of the level
of the dollar. For the purposes of current-account balance, therefore,
the dollar is overvalued. Whether you want current-account balance
for the United States, whether you want a large deficit so that we end
up borrowing abroad and so financing our budget deficit, or whether
you want a surplus in the current account so that we as the richest
country would be an exporter of capital, those are decisions that this
country has to make. In the light of those decisions, it would arrive at
a conclusion whether its currency was overvalued or not overvalued.



James Tobin

I would like to make clear that I didn’t leave the Council of Economic
Advisers because | disagreed with the President’s policies.

As usual, I agree with most of what Henry Wallich said. We
always agree on analysis; we just disagree about policy.

If you look around the world—especially at the major locomotives
of the world economy—right now, you will see that the United States
is unique both in the strength of recovery and in the reasons for it. I
would say the reasons are very Keynesian. We followed policies of
demand stimulus, and they have worked. A deliberate and dramatic
change of monetary policy in the latter part of 1982 turned the econ-
omy around. The expansionary fiscal policy was inadvertent, wholly
unplanned. But it provided demand-side fuel for the recovery with
what turned out to be very good timing. The budget stimulated a
boom in final sales, mainly for consumption, by the age-old method
of cutting taxes and increasing disposable income. Anybody who calls
that supply-side economics seems to have signs reversed.

I notice that meetings like this a year ago were full of hysteria
about the deficit. It was going to “choke off the recovery”” Now we
know that it helped the recovery, for the reasons that Henry gave:
namely, that the primary effects of expansionary fiscal policy are
stronger than the secondary effects, especially when the Federal Re-
serve is fairly accommodating, as it has been this year. So we haven’t
suffered “crowding out” yet. You wouldn’t expect to have crowding
out in an economy with as much idle labor and plant on the scale as
we had and still have. In such an economy the saving to finance both
the deficit and increased investment is generated by putting idle re-
sources to work and increasing the incomes, the wages, and the
profits which are the sources of the saving.

I suspect that monetary policy and interest rates would have been
no different if the same recovery had been generated by a spontane-
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ous private investment boom rather than by tax cuts and defense
spending. The strength of the recovery is the main concern of the
Federal Reserve. The Federal Open Market Committee is mainly wor-
ried, not about the sources of the recovery of demand but about how
strong and fast it is and what its inflationary content is and is likely to
be. Those are the considerations that led the short-term interest rates
under the Fed’s control to be what they are. Those rates should not be
attributed to the deficits per se, as opposed to the recovery itself.

Actually, a recovery like the current expansion probably crowds
in, as reduction of excess capacity stimulates investment. What has
surprised me as well as most economists is that the economy has
done so well against interest rates that are still very high in real terms.
But we may now be in a stage where interest rates are more of a drag
on continued recovery. The most urgent backlog demand for housing
and durable goods came out of the woods as soon as the monetary
stance relaxed and disposable income turned up. But less urgent de-
mands may require the inducement of still lower interest rates. Fur-
ther recovery now depends on fixed, private, nonresidential invest-
ment. That may revive for a while at present interest rates—the stock
market is higher, the decline in excess capacity is by itself favorable to
investment, cash flow and retained earnings are improving, and even
the supply-side tax incentives may come into their own in the more
clement macroeconomic environment. But probably sustained contin-
uation of the investment needed to keep the recovery going will re-
quire a lowering of real interest rates.

In any case, I do agree with the majority of economists who
believe that we need a different mixture of monetary and fiscal policy.
That means reducing the structural deficit for the period after fiscal
year 1985, not because deficits choke off recovery nor because they
crowd out domestic investment now, but because they could crowd
out when prosperity is restored. That means also, active monetary
measures to reduce real interest rates and maintain aggregate demand
as fiscal policy is tightened. Concern for the policy mix does not refer
to the level of GNP sought by the policy makers—that is largely a
balance between the goals of unemployment and production on the
one hand and the risk of inflation on the other. The policy mix relates
to the composition of GNP, and the objective of a tighter fiscal—easier
monetary mix is to shift the composition from private and public
consumption to investments in the nation’s future.

In this connection, I'd like to urge that when we talk about the
composition of GNP we don’t succumb to cosmetics. The name of the
game is not to reduce the deficit in the government budget for its own
sake but to increase the allocation of resources to future-oriented uses
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of resources as opposed to consumption. In terms of this objective,
budget corrections that reduce investment in public or human capital
do no good. Neither do tax increases that impinge mainly on private
investment rather than on consumption.

In altering the composition of output, I repeat, monetary policy
has a responsibility equal to fiscal policy. If the federal government
releases claims to the nation’s resources and to its saving, those claims
are not automatically replaced. The Federal Reserve has to cooperate,
to make interest rates low enough to induce other claimants to use the
saving that the government gives up by lowering its deficit.

Our main crowding-out problem relates to our net foreign-asset
position, as Henry Wallich said. We are in effect borrowing abroad to
finance domestic investment and government dissaving. The mone-
tary side of the change in policy mix would remedy that in one of two
ways: One way would be by lowering the exchange of the value of the
dollar, provided we could succeed in lowering our interest rates in
relation to those abroad. But I suspect that right now the major for-
eign central banks will not allow much narrowing of the differential
between our interest rates and theirs. Their economies are all lagging
behind us in recovery. They might well be glad to have the opportu-
nity to ease their own interest rates further and keep the differential
pretty much what it is. That would still improve our current account
because the stimulus to their economies would increase demand for
our exports. That is the second way. Either way, reduction of U.S.
interest rates would help.

Among big countries like these, national monetary stimulus is
not just beggar-thy-neighbor policy. It is not just a way of capturing
other people’s demand by depreciating the exchange rate. The United
States and other “locomotive” countries really determine the world
level of interest rates. It’s important to get the real interest rates down
world wide. For one thing, as M. de Larosiére said, it is essential in
solving third world debt problems, not just directly by reducing the
burdens of debt service but also indirectly by the beneficial effects of
world recovery on the debtors’ ability to pay. Their recovery, and their
ability to manage their debts, depends on recovery in the major econ-
omies of Europe, North America, and Japan.

One final remark in regard to the mix of monetary ana mscai
policy: For stability of the fiscal position of this country in the long
run, it is important to keep the net real interest cost as percentage of
the debt lower than the trend rate of real growth of the economy.
Otherwise, even if you balance the budget in all other respects, inter-
est costs are going to rise faster than GNP. For the first time since
World War II, we have a growing debt/GNP ratio. That ratio declined
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from 1946 to the 1970s when it leveled off. If we want to stabilize that
ratio at some point in the 1980s, then we need an interest rate on debts
lower than the growth rate of the economy, just as debtor countries
overseas need an interest rate on their foreign debts lower than the
growth rate of their exports.

I know there are practical problems in coordinating policies
among sovereign powers within our government or across the seas.
Two and a half years ago, I proposed a new accord between the
Federal Reserve, on one side, and Congress and the administration,
on the other, to bring about a better mix of monetary and fiscal policy.
It is a difficult thing to bring about, but the case is even stronger today.
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Richard D. Erb

I would like to concentrate on the last item on the agenda, the Interna-
tional Debt Situation. The IMF managing director in his speech today
summed up the basic assumptions underlying the current approach
to the debt problem. These assumptions are that the countries with
large external debt will essentially be able to service their debt over the
longer term, assuming that the world economy returns to more stable
economic growth and growth rates along the lines of what were expe-
rienced in the past, and also that there would be some further down-
ward adjustment in what seem to be very high positive real interest
rates. When the world economy will reach that stage, or at least the
major industrial countries, is an uncertain event at the moment, and |
think a lot depends obviously on what happens to the U.S. economy.

With respect to the topics previous speakers have touched on, in
particular the impact of the U.S. fiscal deficit on other economies, I
find that there are among the members of the fund—at least as repre-
sented in IMF Executive Board discussions of U.S. economic policies—
that there are different perspectives across countries with respect to
the impact of U.S. economic developments on their economies. Let
me be a little more precise about that. As the managing director said,
international linkages are complex; there are trade linkages, service
linkages, capital market linkages, and money market linkages. I find,
for example, that those economies that are closely linked to the real
sector of the U.S. economy, with high growth in their export volume
and export prices dependent upon U.S. imports, are not as concerned
at the moment about the high U.S. deficits which they see driving the
recovery. They are concerned, however, that perhaps in a year or two,
or the medium term as referred to earlier, that in some sense the large
fiscal deficits will abort the recovery. So they worry more about the
impact of our fiscal deficit on their economies in the distant future and
see some benefit in the short run. Many of these are not that con-
cerned about the impact of the U.S. deficits on interest rates because
their capital market linkages to the dollar are not as high. For other
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countries, the relationship is a little more complicated. While they are
enjoying the benefits of our high import growth, or they are enjoying
the benefits of a high dollar, they’re suffering in a very significant way
from the consequences of high interest rates which they link to the
large U.S. fiscal deficits.

So in some ways they’re a little more ambivalent about the transi-
tion or the way in which the United States should achieve lower fiscal
deficits and the timing of deficit reductions. Some of them, including
some other industrial countries with close capital and money market
linkages to the United States, would like to see an immediate and very
sharp decline in the U.S. fiscal deficit. They recognize, and I think
would be willing to accept the consequences for their export growth,
that in the short run a sharp reduction in the fiscal deficit would result
in lower real economic growth and lower U.S. import growth. In
short, they come out with the judgment that the impact of a lower
U.S. fiscal deficit on interest rates would give them more opportunity
to pursue more expansionary policies and thus have a more favorable
impact on their growth rates. As Professor Tobin said earlier, he
thought other countries would allow their interest rates to come down
sharply along with ours, and I think that he is right. On this issue of
whether the dollar is overvalued or not—a subject which many other
governments focus on—I think essentially what they’re concerned
about is not that the dollar is overvalued but rather they are upset
with high interest rates that are, in effect, driving the dollar. I think
some would like to have low U.S. interest rates and an overvalued
dollar so that they could continue to enjoy some of the trade benefits
of the latter.

I have trouble drawing explicit linkages between the first four
items on this paper and the last one on the international debt situation
in terms of drawing concrete conclusions about the speed with which
the U.S. fiscal deficit should be reduced. I'm not quite sure what
impact a sharp reduction in the U.S. fiscal deficit would have in the
immediate future on the adjustments that many countries are facing.
There have been very large current account shifts over the last three
years from a deficit of $108 billion in 1981 for the non-oil developing
countries to a deficit of around $60 billion in 1983. For the twenty
major borrowing countries that account for 70 percent of total debt
outstanding, the current account deficit of that group declined from
about $70 billion in 1981 to around $35 billion in the present period.
Many of these countries have quite large trade surpluses with their
current account deficits reflecting large external interest rate pay-
ments. Thus, a sharp reduction in the U.S. fiscal deficit might reduce
their interest payments but hurt their exports.
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To be sure, the adjustment process is nowhere near complete in
these countries. The adjustment process will not have been completed
until the countries have begun to resume a normal rate of economic
growth and more normal import growth and until the external financ-
ing flows are forthcoming in a more voluntary fashion than they are
for many of these countries. This brings me very briefly to comment
on an aspect of the IMF s activities.

[ can be easy talking about this now that the quota legislation is
through the Congress and the $8.4 billion is there and that the quota
increase is in place. While the financing that the fund provides is
extremely important in facilitating the adjustment for some of these
countries—for clearly without the financing the external adjustments
would be sharper for these countries than otherwise—I would also
emphasize the catalytic roles the fund plays when assisting countries.
For example, the fund plays a catalytic role when it assists government
officials in a country design the policy changes necessary to restore
external balance and economic growth. The fund usually plays a cata-
lytic role in assisting the country obtain external financing from offi-
cial and commercial sources.

Regarding its catalytic roles, the power of the IMF is often exag-
gerated. There seems to be a perception that the IMF can force govern-
ments to do something or that it can force commercial banks to lend or
that the IMF in some way has the ability to really twist arms. Now in
many ways the IMF has a great deal of power or influence, but I would
refer to that as its powers of persuasion. It exercises these powers by
spelling out the realities of the adjustment problems to each of the
parties including the governments in the countries that must be mak-
ing the economic adjustments in response to the shift in their external
financing. It also spells out the realities to external sources of finance
about what different levels of finance mean in terms of the adjustment
problems that individual countries face.

At times I like to refer to this catalytic process as the IMF playing
the role of a referee in a multilateral game of chicken, because, in a
sense, that’s what it is. Each party wants to make the minimum
amount of adjustment. The countries that must adjust their economic
policies in response to the decline in external financing obviously
don’t like the domestic implications of having to adjust to a lower
import growth. And in the interim period, commercial banks often
don’tlike the idea of putting large scale resources into these countries
while the uncertainties surrounding the adjustment process remain
so high. Central banks and the BIS do not like to be asked to put in
short-term money or bridging money; and yet, as the realities are
spelled out to them, if they do not put in that bridging money, the
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short-run consequences can be very serious. In fact, you almost get an
economic implosion in a country if external financing suddenly dries
up. Without some immediate response in external financing, the dete-
rioration in the country situation feeds on itself. If it can’t import, it
can’t produce exports; and if it can’t export, its financing problem
becomes worse, and it continues on a downward spiral. So, in many
cases the first step in the adjustment process—which is a step I think
most countries are already through and beyond—is the step of stop-
ping the downward spiral and re-establishing some confidence so at
least the country may begin to turn around its balance of payment
situation.

But, once that first step is taken, then there is the need for a
follow-on financing, and here again the fund tries to spell out to
export credit agencies, bilateral aid donors, multilateral development
institutions as well as commercial banks the kinds and magnitudes of
resources that are needed in different countries and the implications
for that country and the country’s adjustment if those resources are
not provided. I would say that an additional source of confidence is
given by the fund to supervisors of commercial banks that indeed the
system will get through the current crisis without a major collapse.

In effect, the phase or the process that most countries are going
through now is getting the new financing to carry them through this
year and beginning to reverse the internal deterioration and laying the
basis for economic growth. In some countries that adjustment process
started earlier in 1981 and very early 1982, and they are much further
ahead in the adjustment. Eastern European countries, for example,
were the first to get into serious problems, and I think they will be
among the first to get out. Mexico responded much more quickly, and
I think will come out of its problem more quickly than Brazil. But
there are not any unique steps in the process. It’s an organic process,
a continual process of adjustment. A fund program is not something
that’s approved one day and is completed after one year or two years
but a continual process of monitoring where the fund plays its central
catalytic roles within the country as well as with external sources of
financing.
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Thomas D. Willett

I would like to briefly summarize the results of a number of studies we
are doing for an AEI project on exchange rates, trade, and the U.S.
economy, as they relate to the issues that were laid out for this ses-
sion.'

One of the first points which I think should be made, although it
is perhaps trivial to this group, is that international developments are
important for the U.S. economy. They do not dominate the U.S. econ-
omy the way some global monetarists would argue, but they are quite
significant. In some recent empirical work which will be forthcoming
in the American Economic Review, both Ronald McKinnon at Stanford
and Art Warga at Claremont have found that a 10 percent change in
the exchange rate of the dollar tends to be associated the following
year with about a 22 percent change in nominal income relative to M1
growth. This is a fairly significant impact of exchange rate changes on
the domestic economy.

McKinnon and I differ rather fundamentally in the interpretation.
He argues that this is international currency substitution. My work in
other areas suggests that currency substitution is significant statisti-
cally but economically is not terribly important. I tend to interpret
these results as being consistent with more traditional analysis. Dis-
turbances other than currency substitution cause changes in the ex-
change rate, which have the traditional feedback effects on the prices
of traded goods and Keynesian trade balance effects that stimulate
aggregate demand and velocity. But for whatever reason, we do find
quite significant effects. We cannot afford to ignore the international
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sector in domestic policy making even if we are unconcerned about
international policy cooperation, as [ don’t think we should be.

A second major point is that contrary to what seems to be the
popular impression, the international sector is not always a destabiliz-
ing element. It seems that we pay attention to the international sector
only when it is doing something wrong. However, if we go back and
look at the postwar experience of our international sector in terms of
real income effects, the changes in our net export position have had a
marginally stabilizing effect on the level of U.S. economic activity
rather than a destabilizing effect. This goes back to our standard the-
ory of open economy macroeconomics. Internal disturbances tend to
be spread out over the international economy just as external distur-
bances tend to be imported. Moving from fixed to flexible exchange
rates influences these relationships, but with high capital mobility the
difference is not as much as a typical textbook would have implied ten
or twenty years ago.

Moreover, as Gottfried Haberler always reminds us, we need to
look at both sides of the coin. International developments have both
output and price effect. The strong appreciation of the dollar in recent
years did tend to deepen the recession, but it also had a very substan-
tial favorable impact on the rate of inflation in the United States. I
think this has a political significance far beyond its direct economic
significance. A number of times in the past we have followed stop-go
policies in which we started disinflationary policies and then gave up
because the public did not see that we were making sufficient prog-
ress. | think the speed with which inflation has come down has in-
creased the credibility of our disinflationary policies and helped to
build broader support to carry through with the disinflation process.

Now, let me turn to another set of issues—Why is the dollar so
strong? Is it too strong? And, if it is, what should we do about it? It
has become commonplace to refer to the dollar today as being overval-
ued. Almost everyone agrees the dollar is overvalued. The only thing
that tends to exceed that consensus is the frequency with which peo-
ple don’t say what they mean when they talk about the dollar being
overvalued. I would like to distinguish among several different senses
of the term and talk a little bit about what the evidence seems to say as
to whether the dollar is overvalued or not on each score.

One way in which the dollar could be overvalued is that we do
not have a market clearing price. Foreign beggar-thy-neighbor policies
could be artificially propping up the dollar to get trade advantages
abroad. This is often alleged, particularly in the case of Japan, but it is
much harder to document. There clearly is a good deal of official
intervention, but the vast majority of this period seems to be leaning
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against the wind in both directions. Thus, I think it is hard to support
the argument that the dollar is substantially overvalued at the present
time as a result of foreign exchange rate manipulation. There may be
some element of this in particular currencies, but that is not a major
part of the overall high value of the dollar.

A second sense in which the dollar could be overvalued is that
private speculation is not stabilizing, that the market has not been
working efficiently. The dollar has been pushed up beyond what can
be explained by reasonably based expectations about underlying de-
mand and supply developments. What is the evidence on this possi-
bility? We can approach it in two different ways. One is to try to
directly estimate what an equilibrium exchange rate is. That is incredi-
bly difficult to do. The other and more common approach is to under-
take the types of technical efficiency testing that people have done on
the stock market to see to what extent one finds speculative ineffi-
ciency in the foreign exchange market. Here the results are mixed. We
do not find as strong evidence for efficiency in the foreign exchange
market as we do in the stock market. The work surveyed at the Federal
Reserve Board and other places as part of the international interven-
tion study set up at the Versailles Economic Summit came to this
conclusion, and recent work Dick Sweeney has been doing at Clare-
mont finds essentially the same type of results. The market tends not
to be grossly inefficient. The set of initial hypotheses that we would
have very predictable bandwagon type destabilizing swings in ex-
change rates has not taken place. On the other hand, there are many
disturbing signs of various types of at least marginal inefficiency so
that one cannot safely argue by analogy that because we have a lot of
evidence that domestic financial markets are very efficient, the foreign
exchange markets are so also. We found some disquieting anomalies
there, so the possibility of some exchange market inefficiency has to
be taken as a serious hypothesis. In my own view, we can point to
some particular episodes in which I think it is a quite credible hypoth-
esis; however, I don’t think it applies in substantial degree to the
United States dollar today.

A third sense in which we can have an overvalued dollar is that
even with an efficient market we could have a current market equilib-
rium rate that is above the longer run equilibrium rate. Particularly
because of analysis by Rudigev Downbusch, we now understand that
in the world with high capital mobility, real interest rate changes may
have a magnified effect on the foreign exchange market. To equalize
the incentives of interest rate differentials plus speculative expecta-
tions to put money into one country or another, a monetary policy
change that causes a temporary change in domestic interest rates may
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have an overshooting effect on exchange rates. It has been frequently
argued that such overshooting explained a great deal of the substan-
tial appreciation of the dollar associated with Reaganomics. We did
have tight monetary policy and a very large and rapid appreciation of
the dollar. However, again, I don’t think this explanation of exchange
rate overshooting as contrasted to the longer run effects of tighter
monetary policy explains very much of the current strength of the
dollar. For one thing, had this been the main explanation, then ceterus
paribus, the dollar would have begun to fall back again rather substan-
tially. Instead, it has continued to strengthen. And if it were due to
interest rate related overshooting, we should observe this in the pat-
tern of forward exchange rates. But forward exchange rates did not
follow the predictions that this explanation would imply. Empirical
work for our project that I've done with two of my former graduate
students, Aida der Hovanessian at Chemical Bank and Waseem Kahn
at First Interstate, does not find a strong systematic relationship be-
tween interest rates and exchange rates overshooting. The relationship
between interest rate and exchange rate changes is highly variable and
depends importantly on whether the change in nominal interest rates
is due to changing inflationary expectations or expected real rates.

A fourth type of overvaluation is a specifically normative value
judgment. The dollar is too high relative to particular structural objec-
tives that one may have. As Henry Wallich mentioned earlier, the
dollar may be overvalued in terms of objectives for the current ac-
count.

If one sees that the dollar is overvalued by so much in a newspa-
per article and it doesn’t say what the measure of overvaluation was,
your best guess is that somebody made a purchasing power parity
calculation. We now have overwhelming evidence that PPP, however
measured, is not a very good guide to exchange rate analysis, either
positively or normatively. It doesn’t predict terribly well. There is no
reason to expect that you would not have equilibrium changes in the
real exchange rate. Real factors do matter in exchange rate determina-
tion. The implicit assumption in PPP calculations of a constant real
exchange rate is unwarranted. Work for our project by Charles Piggott
at the San Francisco Federal Reserve and Dick Sweeney does not find
that deviations from PPP tend to be strongly self-reversing, as is hy-
pothesized by many of the popular exchange rate models. There may
be a little bit of a weak tendency, but you can’t make a lot of money
betting that changes from PPP are going to be systematically reversed.
Real exchange rate changes are important. I think there are two main
reasons for the substantial real appreciation of the dollar. One is the
change in monetary policy. This has caused a substantial appreciation
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in real as well as nominal exchange rates. When one takes into account
that uncertainty effects, moving toward a lower expected average rate
of inflation, will reduce uncertainty and should strengthen the rela-
tive attractiveness of the dollar, this should cause a real appreciation
over and above what one would get from expected future PPP cal-
culations.

Quantitatively perhaps even more important, I think, are the
effects of the large, expected budget deficits pointed to by Henry
Wallich. Take, for example, one of the more sophisticated calculations
of what the equilibrium value of the dollar should be which was
recently made by a member of our group here today, John Williamson.
He calculated that in the first part of 1983, the dollar was overvalued
on the order of 18 percent. He was very careful, however, as many
people are not, to explain what he meant by overvaluation of the
dollar. He explicitly excluded from his concept of fundamental equilib-
rium rate any effects from the structural budget on the normative
grounds that it was undesirable. If we take his calculations and adjust
them for plausible assumptions about the expected budget deficit, it is
very easy to reach a conclusion that the dollar is not overvalued at all
in a market sense. Just by way of illustration, take projections of
budget deficits equal to $150-200 billion and assume 25 or 30 percent
of this is financed from abroad (a percentage not out of line with
recent experiences). Then the capital inflow and corresponding re-
quired change in the trade deficit would be on the order of $40-50
billion. Assuming normal range of elasticity estimates for the foreign
exchange market, one can calculate the range of equilibrium exchange
rate change this would bring about. One does not need to be an
extreme elasticity pessimist to calculate a required change of 15 to 20
percent change in the dollar. You can get a very large effect from the
foreign financing of budget deficits that can explain a very substantial
part of the high value of the dollar.

What should we do about it? My own preference would be to see
a lower structural budget deficit and consequently a lower dollar and
more competitive export sector. I think that would be better for our
own economy and for the world economy. In the absence of bringing
down the structural budget deficit, however, my recommendation
would be to do nothing. As Henry Wallich mentioned, most work
supports his conclusion that there can be a role for official interven-
tion in the foreign exchange market, but that its scope for positive
effects is both limited in duration and in the types of circumstances to
which the rationales for intervention apply. I don’t think an attempt to
force down the dollar by a substantial amount by official intervention
would be successful.
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I will close with just one word of optimism. One of the reasons
that many people are concerned with the high value of the dollar is
the stimulus this gives to protectionist pressures. I think this is a very
real consideration. However, some of the preliminary empirical work
that Susan Geigenbaum and I have been doing for the project sug-
gests that while the effects of trade deficits and the value of the dollar
on protectionist pressures are not trivial, they are dominated by the
effects of the state of the domestic economy. There is some basis for
optimism that a sustained recovery will reduce protectionist pressures
even if the dollar does remain strong and our trade balance weak.
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Alan A. Walters

The first point that strikes me in the discussion is that the high poten-
tial deficits of the United States are the most serious economic prob-
lem, not just for the United States, but for the free world. The deficit
gives rise to great difficulties in foreign lands, partly because of the
high interest rates that it generates, partly because of the same politi-
cal difficulties that were encountered in an earlier period when there
was a relatively small deficit. DeGaulle complained bitterly about the
United States printing dollars, handing them over to France, and
running away with its produce and its industries. The same sort of
complaints are going to occur again. I agree, we have got quite a
different set of interest rates from those low rates in the 1960s and
1970s. Nevertheless it is going to give rise to a serious exacerbation of
the political problems of the Alliance.

The second point I'd like to take up is Jim Tobin’s argument. He
said that the present recovery was generated by the increase of the
federal deficit. And the reason for other countries not recovering is
that they haven’t increased their deficit. My reading of statistics of
other countries gives me quite the opposite point of view. Italy, I have
just heard, is trying to get its deficit down to 15 percent of its gross
domestic product. Yet Italy has been suffering a considerable decline
in activity. Germany, of course, has had a very serious budget deficit
problem and few signs of recovery. Holland has an enormous deficit
problem and the highest level of unemployment in Europe. The Re-
public of Ireland also has a public sector deficit on the order of 16
percent of the GDP and very severe problems in a slump. And so I can
go on and on.

The third point is that this recovery was predicted accurately by
monetarists. Karl Brunner and I were talking about the future of the
economy in the third quarter of 1982. The argument was that the big
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increase in money supply from July 1982 would be followed in six to
nine months time by a very rapid rate of recovery of the economy.
And, of course, this occurred more or less on schedule. I should also
point out that one of the odd men out here is the British recovery.
From early in 1981 that has been associated with consistently smaller
and smaller budget deficits. At the same time, from 1981 monetary
policy became less restrictive. A tighter fiscal policy combined with an
easier monetary policy gave us another opportunity to compare the
relative effects. Clearly monetary policy dominated since the recovery
began in 1981. So I do not interpret the virtues of budget deficits in
quite the same way as Jim Tobin does. But let me come back to one of
the issues I was going to talk about—that is, the effect of the budget
deficit on the height of the dollar. I don’t think that there is very much
doubt about this. It increases real interest rates and has an effect on
the dollar. This causes enormous difficulties in Europe, leading to the
suggestion that there should be massive coordinated intervention by
the United States, Germany, and Japan. I agree entirely with Tom
Willett that, so far as we can see, sterilized intervention has no lasting
effect whatsoever. The intervention which is done in the European
Monetary System is, alas, disastrous, as EMS remains, in my view,
substantially a very severe and a very important failure to the sort of
exchange control mechanism that many people have been promoting.
I'll talk about that later.

Deficits exacerbate the international debt problem. The manage-
ment of the debt problem by the United States and the international
financial community was one outlined at lunch today by Mr. de Laro-
siére. In the short run, it seems to me, we can do very little except
broadly keep the financing at a minimal level and encourage the coun-
tries to pursue sensible reformist policies. And it is a moot point
whether the fund is not insisting on too much, but I leave that aside. I
think the broad policy in the short run is correct. But I have very
serious misgivings about the long run effects.

The real difficulties, I think, come later. The international com-
munity has not been very sensible in handling its international liquid-
ity problems. You recall that for many years there was talk of a dollar
problem which was described unequivocally as a dollar shortage. And
then, abracadabra, there came a dollar glut. Yet the mechanisms for
dealing with the dollar shortage continued to operate through the
dollar glut. There was great alarmist talk about an international liquid-
ity shortage in the 1950s which ran on into the 1960s. The interna-
tional community eventually designed an instrument, the SDR, to
augment liquidity. The first SDRs were issued in 1970 and again in
1971 and 1972. The issues coincided with the biggest mushrooming of
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private liquidity the world has ever seen. The SDR issues added fuel
to the inflationary fires of the 1970s. For very good bureaucratic rea-
sons, the international wheels turn very slowly. We are always invent-
ing solutions to the problems of a decade ago.

Now I'm afraid that something similar is going to happen with
respect to the debt problem. The approach now is to provide perma-
nent liquidity to the IMF, and this will appear in the credit arrange-
ments and the general arrangements to borrow. There it will remain
after the debt problem is only history. The present crisis is mainly a
problem of liquidity (excluding the Polish problem which is really not
one of mere liquidity). The great debtors, such as Brazil and Mexico,
have substantial resources, which, if they allowed them to be sold to
foreigners, could easily be used to pay off their debts. But for various
chauvinistic reasons they will not do this. Consequently, the debt
problem will have to be alleviated by the general process of structural
adjustment internally, which means essentially a considerable reduc-
tion in the budgeting and monetary laxity that they have practiced so
long.

[ am concerned primarily because once this liquidity problem is
out of the way, the IMF total liquidity (and total world liquidity) will
have been considerably increased in order to deal with this transition
problem. The liquidity won’t go away (except insofar as the override
to the quotas is reduced). The liquidity will just hang around and be
the basis for another outburst of inflation.

The second difficulty is that there has been a very considerable
increase in the availability of IMF liquidity, considered as a total rela-
tive to world exports from 1960 to 1982.

Third, there is the “moral hazard” problem. If you are insured
and can have access to subsidized funds, then it makes you much less
cautious than if you did not have such access. Insurance makes us all
somewhat less cautious than we would otherwise be. Suppose, for
instance, we insure against theft. Then, it is less important to make
sure that the padlock fits or the windows are tightly shut, and so on.
If you have 120 percent theft insurance, you can almost put a welcome
mat out for the thief’s catlike tread. Now, I’'m not suggesting we’ve
quite got to that position, but there is an element of that in the existing
situation.

A very good paper by Roland Vaubel (The Heritage Lectures 21)
pointed out that the number of countries that consistently reschedule
is a very small fraction of the total. He showed that some 80 percent of
the rescheduling was accounted for by twenty countries. And the
number of countries in the IMF is now about 150. This suggests that
accidents are not entirely accidental. There’s an element of design in it
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which is not entirely the will of the Almighty. It may be the conse-
quence of local decision making as distinct from celestial dispensa-
tion.

There’s one other domestic aspect of the debt issue which I think
is rather important—the effect on the balance sheets of American
banks. American banks carry this third world debt in their portfolio
valued at 100 cents to the dollar. In order to maintain the fiction that it
is worth 100 cents to the dollar, they relend money to make sure the
country pays its interest before ninety days is up. Then that loan can
continue to be counted as a performing loan. This seems to be strange
behavior. And I think it would be much better if first, as any normal
prudential banking supervision system would require, these banks
sell off part of this loan, perhaps only a small fraction (say 2 percent—
a trivial amount) to the nonbank private sector. This would give rise to
a market for that debt in the nonbank private sector. Such markets
exist for bonds. Mexican bonds trade in London, and we have seen
Zambian bonds traded when there was a Zambian debt problem.
Some three years ago the debts of Turkey were trading at about a 40-
50 percent discount.

Now, if we had these markets in this debt, we could then see
what these loans were really worth. I want to make it clear, I'm not
suggesting that we force a market. To sell 2 percent is trivial (perhaps 1
percent would be enough to start the market going). There are already
substantial markets in bank debt. Most are covert, between one bank
and another. It is time for the banks to come out of the closet.

It seems to me that this has a lot of advantages, because a country
like Mexico, for instance, could then decide whether to buy back its
debt at its discounted value. It is much more attractive buying it back
at say 70 cents or 80 cents to the dollar than 100 cents to the dollar.
This could induce Mexico, for example, to sell off some of its oil leases
(as the People’s Republic of China has recently done) for the Western
oil companies to exploit.

This opens a Pandora’s Box or what I’'m sure Mr. Erb would call a
can of worms. But nevertheless, let’s see what the worms look like,
let’s see their color, and let’s at least face the reality and not pretend.
Then we shall not be deluded by fantastic values in the accounts of
banks. And there are the advantages of a market for all to profit from.
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On Key Economic Issues

The statements published in this book were delivered at a
session on “The Interaction of Domestic and International
Economic Policy Issues” during the American Enterprise
Institute’s seventh annual Public Policy Week. Among the
opinions offered by the discussants—who include seven
present or former members of the Council of Economic
Adpvisers (including four chairmen), the managing director
and the U.S. executive director of the International Mone-
tary Fund, the director of the Congressional Budget Office,
a Nobel laureate, a governor of the Federal Reserve, and a
former economic adviser to the British prime minister—are
the following:

“The worst of all possible worlds is one in which the budget
deficit gets so large that the interest bill itself begins to rise at a
rate faster than we can politically reduce expenditures or raise
taxes.”

“The fear that deficits might be monetized makes it harder to
foresee future price trends, and this uncertainty itself is likely to
add a premium to market interest rates.”

“We are now in the fortunate position that, with appropriate

policy, inflation can decline to an even lower level before the end
of the decade.”

“The benefits of international economic linkages are too
great to risk by a policy of strategy based on insulating the domes-
tic from the international economy.”
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