Commentary on
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John S. Flemming

Sitting as| usually doin ThreadneedleStreet, itis natural for meto com-
ment on this paper not only from aforeign viewpoint but also from that of
someone close to policy —particularly monetary policy. This | shal do
despitethefact thet | prepared these commentswhile enjoying the hospital-
ity of, and playing the academic at, the National Bureau of Economic
Researchin Cambridge, Massachusetts.

Robert Solomonstartshisanalysi sfrom thepropositionthat theexchange
rate is one of many endogenousvariablesin a general equilibrium system.
To consider dternatives to recent history we must specify alternative
coursesfor some exogenous variablesand recognizethat endogenousvari-
ables, other than the exchange rate, will also be affected. Typicaly there
will be many alternative scenarios associated with, for example, a lower
dollar, so that the effectsof a strong dollar are not uniquely defined.

| sympathize with thisapproach. The counterfactual scenariosaresaid to
consist of a tighter fiscal and looser monetary policy. Solomon also con-
siders another aternative: **the dollar appreciation (might have) been kept
in bounds by market forces while U.S. macroeconomic policies were as
they actualy have been.” In its context this seems to relate to a world in
which the supply of fundsfrom other countrieswaslesssensitiveto Rlative
interest ratesthan hasin fact been the case.

If the supply of capita tothe U.S. werelesselastic, interest ratesin the
U.S. would have been higher and elsewhere lower; with lower capital
importsthe U.S. would probably have invested less and had asmaller cur-
rentdeficit. It would have been morecompetitiveand thereal exchangerate
lower; What that would have donefor aggregatedemand in other countries
dependscrucialy on the strength of the boost from lower interest ratesthere
on expenditures—which is disputed.

Thereis, moreover, athird possibility which does not fit Solomon's gen-
eral equilibriumargumentso well. What if the height of the dollarisnot an
equilibrium phenomenon?Paul Krugman’s paper suggests that the market
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hasmadeone, or aseries, of mistakes. If they had not, theworld would have
been different: the set of exogenousvariablesmust include as independent
variables, theexpectations, or fears, which underliesuch potentid errors.

Absent such ""mistakes” it seems that the dollar could (should?) have
been lower without any change in relative interest rates, implying greater
U.S. competitivenessand a loss of demand elsewhere nat directly offset,
even patialy, by an interest ratestimulus. There could, however, Hill be a
stimulusif the lower dollar reduced inflation pressures elsewhere and thus
facilitated an effectivereaxation of currently restrictivepolicies.

When considering the impact of capitd inflows to the U.S., Solomon
suggests that they may haveinhibited investment in other countries. | have
twodifficultieswith thisargument. Thefirst isthat themultiplier effects of
exportsto the U.S. dmog certainly have profit and accelerator effectson
investment which outweigh any interes rate effect. Thisis indeed Solo-
mon's own conclusionbut he, likeWilliam Branson, does not, for my taste,
adequately emphasizethat the globa flow of savingsisyet another endoge-
nous variableso thet thechargethat the U.S. istaking too much of Europe's
savingsmay be mideading. Thisis particularly important in the context of
the U.K. whereour capita exportsoweas much toMrs. Thatcher's disman-
tling of exchangecontrolsasto Mr. Reagan's need for fundsto financehis
deficit. (Thefact that investment has remained somewhat duggish reflects
thefact that despitethestrong dollar the U.K. remains uncompetitive).

Reduced obstacles to capital outflow from the U.K. certainly lead to
larger outflows, and possibly dightly higher interest rates, but dso to a
lower exchange rate, more domestic activity, higher profits, and, amost
certainly, moredomestic saving and investment. We cannot take savingsas
given and then dlocatethem to domesticor foreign investment by manipu-
lating interest and exchangerateseven hypotheticaly.

The mogt direct effect on other countriesof the strong dollar ison trade
account. Solomon makesthe point that Canadaand Japan haveexperienced
the largest growth of exportsasaresult of the expanson of demand in the
U.S. since1982and "' yet" that their domesticdemand increased faster then
inother industria countriesexcept for theU.S. Hedso notesthat growth in
"*somecountries” (Germany seemsto be referred to) has been held back by
"redrictivepolicies. For any given policy stance, Keynes/Harrod multipli-
erswould tend to make export and domestic demand movetogether. Or is
the suggestion that policy was less resmctive in Canada and Japan?If so,
how is this relaed to their currencies relaively small depreciationagainst
the U.S. dollar and thus perhaps a smaller perceived threat of imported
inflation? Or does the causdlity run from tight German fiscal policy to a
week DM judt asthestrengthof thedollarisduetothe U.S. deficit?l notice
thet Dr. Emminger findsthisimplausible.

An aspectof thestrongdollar which can easily be overlooked by someone
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in apolar country likethe U.S. iswhat an extremeexchange rate misalign-
ment looks like to a third country such as the U.K. which attaches high
weight to both the U.S. dollar and the DM in its effective exchangerate.
(Incidentidly we have no trouble with the MERM weights as opposed to
bilateral weights--the importance of competition in third marketsand the
role of dollar influenceon commodity. prices makes it appropriate thet its
weight in £’s EER be about twicethet of our bilaterd trade.)

When we*take theexchangerateinto account' aong with the monetary
agoregates and other asset prices in assessing monetary conditions, we
(nearly ways) usetheeffectiveraterather than any particular rate. (Indeed
on as many occasionsthe dollar has been excluded from the basket as the
dollar parity overweighted.) Thisisconsstent with our finding the MERM
weighted EER agood explanatory varigblefor both prices and net trade.

This does not, however, imply that al setsof ratesgeneratingagiven £
EER haveidenticd effectson U.K. inflation and output. If an dreedy high
dollar rises, and an dready low DM falls, leaving the £ EER unchanged, |
would expect the volume of the U.K.’s net exports to decline. This is
becausethedollar ratein particularis percelved to betoogood tolast; capac-
ity will not be enlarged to take a trandent opportunity; rather the sterling
priceof U.K. exportstotheU.S. will beraised with effects, for example, on
Londonhote prices. On theother side, Germanimport volumestothe U K.
will probably rise and our slesto and in competition with, themfall. The
German supply responseis greater than theU.K.’s becauseit is more com-
petitiveoverd| evenif thedollar isovervaued relaiveto serling by asmi-
lar amount tothat of serling relativeto theDM.

Theargument issimilar to onethat used-to be popular anongst regiond
economists. Given a non-linear short-run regiond or indudtria Phillips
curve, a greater regiond or industria dispersion of  unemployment rates
raises inflation for a given average unemployment rate. Nor-linearitiesin
priceand quantity responsesto bilatera exchangeratesmeen that thedisper-
sonof deviationsdf other countries exchangeratesfrom equilibriummeay
have adverse implications. To the extent that currency misalignments
worsen theshort-run trade-off governmentswith cons stent preferenceswill
choose policiesleading to lower averagelevelsd activity.

Solomon includesthe ultimate fal of the dollar among the effects of its
havingearlier been strongand in his brief discussionrefersto the reaction of
monetary policymakersin other countries. It certainly metterstodl the par-
ties whether the adjustment is taken on exchange rates, with consequent
upward pressureon U.S. interest rates, or whether, for example, European
countriesreact to dollar weskness by lowering their own interest ratesthus
facilitatingamovetowardslessmisdigned currenciesat alower structureof
world red interest rates.

Solomon suggeststhat Germany, at least, would be unlikely to changeits
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monetary policy much, if atall. The U. K. wouldcertainlyliketo seealower
structureof interest ratesbut its monetary policy has not formally been con-
ditioned on movementsin the £/$ exchangerate; any adjustment of U. K.
monetary policy would haveto be consistent with the maintenanceof down-
ward pressure on inflation through restrained growth of monetary aggre-
‘gates and asatisfactory path of theeffectiveexchangerate. Thecontribution
of thesefactorschangesfromtimeto timeasthingsgo better or worsethan
had previously been expected, but the probability of a general favorable
shiftisnot very high, and any onecountry's failureto respond would dimin-
ish the responselikely from others.

When consideringeffectson LDC's, Solomon concentrates on the dter-
nativeof alower interest elasticity of capital flowssothat the real apprecia-
tion of thedollarisassociated with lower dollar interest ratesthan otherwise.
He concludesthat this has benefited LDC's, athough the cost of other cur-
renciesthey might have borrowed must have been raised. If he had consid-
ered an dternativepolicy mix in thiscontext hisconclusionthat LDC's have
benefited from the strong dollar might have been changed. Moreover, as
was pointed out in discussion, he does not addressthe ™ political economy™*
consequencesof the strong dolla—U.S. protectionismand greater sympa-
thy for interference with international capital movements. Thesemay bethe
most adverse and |asting consequencesof all.



