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China Experts Meeting. May 5. 1999 

. Participnnts: 

Treasury: DIS Summers, UIS Geithner, AlS Truman, DAS Zelikow; DAS Lundsagb, Joe 
Gagnon, Stephanie Flanders, Bob Boorstin, David Fischer. I 

. 	 I 
Experts: Harry Harding, George Washington University; Dwight Perkins, Harvard University; 
E.C. Hwa, World Bank; Nicholas Lardy, Brookings Institution. 	 I 

I 
Other Agencies: Lael Brainard, NEC; Robb Wescott, NEC; Susan Shirk, StatelEAP; John 

. Fernald, Fed. . 

Summary: 	 , 
. 	 I 

There was rough consensus that easier monetary policy and devaluation would help) address 
slowing growth,but is not a panacea. The government is not likely to move in this llirection 

, 	 I 

soon, btlt may do so a year from now, as the current fiscal posture is not sustainable. China is 
serious about refonning'the SOE's and banks, but it is not clear how fast they can plroceed, 
especially since. these refotnls are likely to raise unemployment in the short run. Raising fiscal 
revenue will be a problem. 	 II . 

. Monebry Policy - Countering Deflation, Spurring Growth: 	 . I 
, 

The Chinese economy is experiencing sluggish domestic demand, falling prices (th~ retail price 
index fell 3.5% yly in April), high real interest rates (real lending rates on the ordet of 7+%) and 
rising unemployment. While easing ofmonetary policy seems to be called for in ~ese 
circumstances, experts were uncertain how effective monetary policy would be in fuming the 
situation around. In addition, it is difficult to see how refotnls that encourage mor~ efficient 
allocation of resources would counter deflation. . I 
The GOC has already attempted some easing ofmonetary policy. Lardy noted tha~ the GOC has 
reduced interest rates (thOUgh not enough to keep pace with deflation), but capital pontrols are 
leaky and the GOC is worried that further interest rate cuts could create exchange tate pressures. 
M2 is growing at 20% and bank lending is growing three times faster than GDP (tp.ough 
'Summ,ers questioned the usefulness of these quantitative measures in deflationary I 
circumstances).. The government is allowing consumer loans for the first time, wlllch should 
encourage consumption. .... . I . 
Lowering interest rates would not necessarily spur efficient investment in the chiAese economy. 
Perkins explained that interest rates do not reflect the rate at which private borro~ers can obtain 
funds, as banks remain reluctant to lend to private fitms. Thus easier credit would just go to 
SOE's who are not likely to use itproductively {and, as Lardy noted, many ofwh6m face an 



effective interest rate ofzero. anyway, because they know they cannot repay the loans): High . 
real interest rates create a credit crunch for uncreditWorthy SOEs, which may help irtduce reform: 

Fernald c:ommented that there is some leakage of funds lent to ~OES into the PrivatJ sector, but 
Hwa notl~d that most private firms fund investment with retained earnings. .i 

. . . I 

Lardy argued that falling prices are due to the peg to a strong dollar and falling cOmInodity 
prices. Perkins maintained that inflation had been stopped by quantitative restrictiohs on credit, 
not by higher interest rates. I 

Exchanl~e Rate: 

All agrel~d that devaluation would help exporters and import-competing finns. Hw~ noted, 
though, lthat the real effective exchange rate is now lower than its pre-crisis level. The weakness 
in exports is due to weak demand in Europe and Japan. Fernald stated that the forniard markets 
have not priced in much devaluation-essentially oover next 6 months and 5% overl12 months. 

Lardy utged the USG to stop pressing China not to devalue. Asia can handle a moderate· 
devalualion. The govenunentis moving in that direction, but it will not happen ov~r the next . 
few mOIlths. The USG should be supportive ofplanned financial reforms and provide advice on 
RTC-style procedures. The first round impact of a devaluation on the CPI is close to zero. 
Second round effects, through greater demand, are not likely to be large in the current 
enviromnent. . .. I 

Financial Sector Restructuring and Fiscal Sustainabllity: . I 
Lardy expressed concern that new debt recovery agencies will just park bad debt in the 
government and not seek liquidation and resolution (shades of Japan). Bank domiJation of 
finance is as strong as ever and initial public offerings actually declined in 1998. At the same 
time (and somewhat contradictorily), a huge share of central government expenditdres are being 

. . • I 
fmanced by bonds, on the order of 70%. The central government's attempt to rals~ revenue 
through a fuel tax was defeated in Congress. This raises concerns about the fiscal situation going 
forward. because the rate of bond issuance is unsustainable. Fully accounting for a~l hidden debt 
including in the banks would yield a debtlGDP ratio of 100%. Revenue/GDP is 12% for general 
government. The bad debt burden has risen from 5% to 25% ofGDP in just 5 yeats. 

I 

Fernald said the flow of bad debts will continue to worsen until the fiscal system iJ strong
I . 

enough to handle the whole mess. Like US S&L situation, it gets worse until you fix it. China 
had seemed on the brink ofcollapse for 6 years. They have kept afloat by reducing "static 
ineffici,encies" in the economy, which yields real growth, but at this point the easylplaces to raise 

. efficiency have already been tackled. I 
I 

I 
I 

I 
I 

I 

I 
f 
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Siowin~: Growth and Social Unrest 

Perkins stated that growth last year was fueled by public demand. Public infrastrucf\lre projects 
are useful (unlike in Japan) but the GOC is running out ofready-to-go projects and additional 
projects will take time to set up. i 
Truman noted that savings are rising now due to fears ofjob loss. Slower income growth is 
likely to outweigh lower interest rates and continue to weaken consumption, thus c~eating a 
vicious circle. Stagnation would breed its own problems -- the economy has to keep growing 

. fast just to stay ahead ofsocial unrest . 

Possibility of Financial Crisis 

Perkins believes there is no credible scenario for a South-East Asia style collapse (1;>ecause of 
capital controls and current account surplus). The worst case would be slowing grciwth and 
rising \,memployment. It was acknowledged that without a safety net, rising unemrtloyment 
could be explosive. Harding noted that ifthe:govemment solves its fiscal problem t.h.iough 
inflation, that would hurt everyone and could also be socially explosive. 

Lardy argued that a financial crisis (bank runs) is possible and that government suJport ofthe 
banks in such a crisis could prove inflationary. Perkins saw inflation more as a catlse than a .. 
consequence ofcrisis, but he did not explain where inflation would come from, 

Chine!~e Views of the Asian Financial Crisis: 

Lardy explained that the GOC believes capital controls and its high ratio ofFDI ~oder~ted the 
impact of the Asian crisis on China. However, the GOC also has a strong sense o~the need to 
improve China's financial system. There is much talk of the need for bankers to ¥sess risk in 
their hmding. More people are questioning the Korean model ofchaebols, which had been 
viewed as attractive before the crisis; Perkins cautioned that while the GOC has leaned some 
lessons from the Asian crisis, it is important not to overstate the level ofeconomid understanding 
oft{1e Chinese leadership.' I. 

WTO Accession: 

Perkins argued th~t WTO accession would have a big positive impact on the refol process . 
. China is much less centrally controlled than Japan and trade opening would have ~ big impact on 

the way business IUDS. Harding believes that acollapse of expectations about WTO accession 
would slow·the impetus for other reforms. I 

I 

I 
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(Prelimin.ary and incomplete version) John Fernald 
May 10. 1999 

I 

. Noles OD an 1otenE&mcY Mediog GO China . I 
Lase week I anended an interagency meeting chaired by Larry Summers (0 discuss China. 

The discussion included several non-government -e~pens" on China, including Dwight Perkins 
(Harvard). Nick Lardy (Brookings). Harry Harding (Gwt;), and E.c. Hwa (World B~k). 

Much of the discussioD focused. 00 moocr.ary aDd exchange ~ issues. Su~erswas 
particulaJrly interested in how China should respond to J.be problem of apparenrly fall~og . 
aggregatt:: demand and deflation. which has led to signir1cantl)· positin~ real interest rates in 
China. What is the constraint which. in a defJatiDg ecooomy. stopS easier monetary P,olicy from 
working? Why not have easier monewy policy around a ·susrainablc" exchange cati? 

All of the "outside e.xpens" (which included me) agra:d tbaI a moce expansiohary . 
monetary policy in China would wod: through pumping ~ money iDto the Slate sebor. That 
is, state-()wned eDterprises (SOEs) receive the "ast majority of i.nIm::Dedialed financ~g in China. 
In some !;ense. ~pparenrly high real interest raJes (to the exteQl it cefle.ctcd ~latively qght 
restrictions on lhe quantity of credit available) ":ere a microcconomic:: tool u'orlcing to promote 
economic restructuring. Hence. while deflation docs. indeed.. reflect tight monetary ~olicy, 
authorities may be Joath to loosen mo~ than r.bey already have.·. . I . 

. AJI of us were skeptical of how sensitive iDvesImeol ""as lO posted interest ca~es in China, 
since funds are rationed by quantity rather than price. SO£s I.baE berro'll" from banks ao nOl 
necessariily pay back the loans; hence, the shadow nJue of these fu.ods may be very Ibw, despite 
high pos'[ed real interest rates. Private fJt11lS may 00( be able to bortt:;ro.- arall from di~ bank, so 
the shadl~w value of these funds may be vcry high, lIX'~in8 J.be quantity of lending available 
(for exatnple, lhrough increased centtal bank leadiDg to J.be banks. or increased presspre to lend 
OUt deposits rather than use the proceeds to buy go\·em.ment boodsi prc:sumably would lower the 
shadow value of funds to noD-state fJt11lS (since there are bkages in t.be system), bu~ at the cost 
of further reducing the shadow value of funds to SOEs as 1I.ell.. I 

This perspective seems (0 imply a mc::rlel ...1:Jefe the 'IS C\I:I'Ve is l"CbI.i'·cly inte~st-
. inelastic. That is. monetary policy works DO( by affecting the iDu:ce.sl r.w: and hence :investment. 
Rather. monetary policy works by affecti[]g the quantity of in"estmenl (especially. st~te 
investmt:nt) relatively di.rect.ly. . I 

The current environment is one iDwhich this relati"'eJy sacc:p 1$ CUI"\'e appears to have 
shifted {e) [he left. On the household side. the s.a,,·iDg rate has riSC'D bc:callse of uncerthlnty 
associated with refonns. as well as the ~ [0 S3\'e to buy bonsing. I.~ a C3veat. it i:s possible 
that consumption is interest elastic, Chinese C:OOSl.l.ll:lJen ma.y have chosen to increas~ saving in 
part because {he real return to saviDg is very high. My prior is tb;a[ saving has risen for 
precautionary reasons, bur I have not seen any e\'idence on this poillt I ,Set c:tpons h;ave also 
weakene:d, reflecting primarily weak drem.a.nd for Chinese productS a.broad (especially in Japan 
and elsewhere in Asia). Private investment has been relaIiyely ..... e.a.k.. in pan beC:lIJse\ of tight 
financing (reflecting a shi~ in lending towartis the s:ta.te .sectOir a.pi..n. aod reflecting a: sharp 
slowing in the rate of growth of foreign capital iDflo...·si. I 

With a steep IS curve. changing interest rares ...·ill have littJc effecl on output)· Economic 
policy h::LS thus 'emphasized fiscal policy-in.frastruC'ru.re. es.pecia1l~ scm: relaxation of 

http:policy-in.frastruC'ru.re
http:drem.a.nd
http:di.rect.ly
http:iDu:ce.sl
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lending restrictions to the stafeseCtOr. 
During the meeting. we did not discuss the model quite so explicitly, though 'Ye talked. 

abOut it implicitly. SUmmers seemed somewhat skeptical, although he seemed to fin4 it food for 
thought. One implication of this perspective is thaI in such an environment, the exchange rate 
should bc~ a powerful tool as welL After all, while the decl.i.M' in Det exports presumably reflects 
income effects, those income effectS are \1o'hu they are. Gh'C'U the tJ.:llC'Ol])e effectS. a dhaluation 
would boost net exports. 
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DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 

UNCLASSIFIEDI SENSITIVE 

ASSISTANT SECRETARY 	 February 10, 1998 

MEMORANDUM FOR SECRETARY RUBIN 
INFORMATION 

FROM: Timothy Geithner 1~ 
Assistant Secretary for International Affairs 

SUBJECT: Your question on the upside risk of Treasury's current account 
deficit forecast . 

The attachl~d note by Brad Setser responds to your question and argues that the upside and 
downside risks to Treasury's current account forecast appear balanced, provided that J~pan 
implements a significant fiscal package. 

If the Japanese were to fall short, a recession in Japan would aggravate the regional slowdown in 
Asia and generate substantial downside risk. 

CC: 	 Deputy Secretary Summers 
Under Secretary Lipton, International Affairs 
Assistant Secretary Wilcox, Economic Policy 
Lundsager, Atkinson 
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. Brad ~etser! IMI 
February 6, 1997 

Are the risks to the Treasury's current account deficit forecast balanced? 

There are ~ignificant risks to our forecast in both directions in Latin America, in East Asia and in 
the oil market. Provided that Japan implements a significant fiscal package, the upside and 
downside risks appear roughly balanced. 

• 	 Latin America and Mexico are the source of one of the biggest risk to our forecast. 
I 

Extremely rapid growth in U.S. exports to Latin America and Mexico drove U.S. export 
grov..1:h in 1997. Our forecast assumes that this growth will slow (notably becaJse of 
Bra:z:il), but there is the possibility that U.S~ export growth to 'Mexico and Latin kmerica 
may either slow more than forecast or may not slow as much as forecast. 

• 	 In East Asia, our forecast assumes negative' growth in the ASEAN-4 countries and South 
Korea, near zero growth in Japan and a slowdown in other East Asian countries.1 Given 
that the exchange rates of certain East Asian countries may have overshoot, there is a risk 
that we have marked down East Asia too aggressively. This risk is balanced by Ithe risk 
that the crisis may continue to deepen, particularly in Southeast Asia, and that tlie . 
regional slowdown in growth may be more severe than currently forecast. 

• 	 Our forecast presumes that Japan will implement a fiscal package and avoid negative 
growth, despite weaker net exports. If the Japanese package were to fall short, ~ . 
recession in Japan would aggravate the regional slowdown in Asia and generate 
substantial downside risk. 

• 	 The oil market also is another source of risk: our forecast assumes that the substantial oil 
price declines observed early in 1998 will be sustained. It is possible that a crisi1s in the 
Gulf could lead to the reversal of recent oil price declines; however, it is also pdssible 
that the Gulf crisis will be resolved in a way that allows Iraq to export more oil, 'and this, 
combined with continued weak oil demand in East Asia, will lead to further oil ~rice 
declines. 



• b 

The Secretary of the Treasury 
I 

) 

February 4, 1998 

NOTE FOR TJJvf GEITHNER 

FROM: BOB RUBIN 

~age 1 Third Bullet Point 

Is risk greatest on upside? 

..... : . 

Attachment 
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DEPARTMENT OF THE TREASURY . INfORMAT!ON
WASHINGTON, D.C. 

UNCLASSIFIED! SENSITIVE , -;1>" ~J ~-f( ........ 

-=::r 	 < I 

ASSISTANT SECRETAHV 	 January 27, 1998 -, ~·t ~-
J INFORMATION 

MEMORANDUM FOR SECRETARY RUBIN 
DEPUTY SECRETARY SUMMERS 

FROM; tJ,.,.Timothy Geithner, Assistant Secretary for International Alffairs 

SUBJECT: 1998 and 1999 Treasury Current Account Forecasts 

The attached note summarizes Treasury's latest trade and current account forecast. 

• 	 The 1997 U.S, goods and services trade deficit is estimated to be $112 billion (l.4% of . 
GDP) -- only slightly larger than the 1996 deficit II 'Ilion. The 1997 current 
account deficit is estimated to have increased t $16 billion (2. 0 of GOP), up' 
marginally from $148 billion (1.9% of GOP) in 

• 	 Falling import prices have masked significant deterioration in the 1997 real trade balance. 
However, in 1998 and 1999 the lagged impact of the strong dollar on both expoft and 
import volumes will prompt rapid deterioration of both the nominal and real balreeS. 

• 	 The 1998 U.S. goods and services trade deficit is projected to deteriorate by $68 billionf, L... 
1 

. (0.8% of GDP rr~n (2.1 % of GDP). The current account deficit is expected·",. .. 
to wide $240 biIlio~/o of GOP). ..,J prJL.. 

• 	 Th(~ 1999 U.S. goods:nd services trade deficit is expected to .deteriorate by $50 billion Ii r:.,;;-;r 
(0.6% of GDP), to $230 billion (2.6% of GDP). The current account deficit is also ".. 4 . 
projected to widen to $300 billion (3.4% ofGDP -- close to the record 3.6% of (GOP J( 
current account deficit record in 1987). 

• 	 ROIJghly speaking, the dragon real GOP growth from real net exports could be, l.O% of 
GDP in 1998 and 0.6% ofGDP in 1999. ' 

• Th(~ Federal Reserve expects a 1998 current account deficit 0[$2lO billion, 2.5°1.0 of 
GDP, and the 1999 deficit 0[$270 billion, 3.1% of GOP. 

• Roughly two-thirds of the expected deterioration over the next two years reflects the 
expected direct and indirect impact ofthe Asian financial crisis. 

cc: Under Secretary Lipton, International Affairs 
Jeff Frankel, CEA; Bill Helkie, Federal Reserve 
Lundsager, Zelikqw 
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Brad Setser/Treasury/ IMI 
I

January 26, 1997 

IMI 1998 and 1999 U.S. Current Account and Trade Balance Projections 

U.S. trade and current account deficits are estimated to have increased only slightly in 1997. 
However, IMI modeling and analysis suggest that both the trade and current account dJficits will 
increase sharply in 1998 and 1999 in response to the lagged impact of 1997 dollar apprbciation 
and slower growth in East Asia. 

• 	 The 1997 U.S. goods and services trade balance is estimated to be $112 billion (1.4% of 
GDP) -~ only slightly. larger than the 1996 deficit of$lll billion. However, deterioration 

, 	 I 

in investment income is estimated to have led the 1997 U.S. current account deficit to . 
increase to $164 billion (2.0% of GOP), up from $148 billion (1.9% of GDP) irl1996. 

, 	 , ' , I . 
• 	 The 1998 U.S. goods and services trade deficit is projected to deteriorate by $68 billion 

(0.8% of GDP); to $180 billion (2.1 % of GOP). The current account deficit is Jxpected 
to widen to $240 billion (2.8% of GDP). 

• 	 The 1999 U.S. goods and services trade deficit is expected to deteriorate by $50 billion 
(0.6% of GDP), to $230 billion (2.6% of GDP). The current account deficit is Also 
projected to widen to $300 billion (3.4% of GOP). 

• 	' In percentage ofGDP terms, the 1999 U.S. current account deficit is expected to 
approach the record 3.6% of GDP 1987 d.eficit. 

• 	 ' Nominal exports are expected to grow by only 1.2% in 1998 and by 4.2% in 1999. 
Export volumes are expecte,d to grow slightly more rapidly, by 2.6% in 1998 ~nd by 
4.7% in 1999.' , 

• 	 Nominal import growth is expected to slow substantially in 1998, to 4.2%, before 
aceelerating to 9.9% in 1999. The low] 998 nominal growth rate, however, is Jlightly "'
misleading, since significant falls in the price of oil and in the price of non-oil ibports 
will hide continued rapid growth in import volumes. Import volumes are exp~cted to 
grow by 10.8% in 1998 apd by 9.1% in 1999. 

2' 



UNCLASSIFIED! SENSITIVE 

Comparative 1998 and 1999 Current Account Deficit Forecasts 

1998 Current 
Account Deficit 

Treasury 
January 15 

-$240 billion 
2.8%ofGDP 

Fed 
January 15 

-$210 billion 
2.5%ofGDP 

IMF 
December 

-$230 billion 
2.7%ofGDP 

OEeD 
December 

-$213 billion 
2.5% of GOP 

I
Consensus 

I
January

I 
I 

-$201 billion 
2.4% of GOP 

I 

1999 Current 
Account De ficit 

-$300 billion 
3.4% of GOP 

-$270 billion 
3.1% or GOP 

-$233 billion 
2.6% ofGDP 

-$2110 billion 
I 

2.4% of GOP 
I 

,
Treasury s forecast Increase In the trade and current account deficlts IS shghtly larger than other 
forecasts, la.rgely because it, like the recent Federal Reserve forecast, fully captures the bxpected 
impact of the recent strengthening of the dollar and deterioration in East Asian growth ~rospects. 
However, some other recent forecasts do predict comparable or greater deterioration in the trade 
and current account balances. C. Fred Bergsten predicts thatthe goods and services trade 
balance may deteriorate by $100 billion (1.2% of GDP) in 1998, to $215 billion (2.5% 6f GOP); 
this would imply a current account deficit of$275. billion (3.3% of GDP). Gavyn Davi6s of 

. . . I 

Goldman Sachs predicts that the current account might deteriorate by between O.S and 1.0% of .. 
GDP in 1998, producing a current account deficit of between 2.5 and 3.0% of GDP. wk 
anticipate that other private sector forecasts will start to converge with our forecast as tHese 
forecasts are revised to reflect new data. 

Comparison of Treasury's October and January Current Account Forecasts 

October 1997 January 1998 
($ billion) ($ billion) 

1997 $170 (2.0%) $164 (2.0%) I 
1998 $210 (2.5%) $240 (2.8%) I 
1999 $230 (2.7%) $300 (3.4%) I 

ANALYSIS 
, 

1MI trade and current account forecasts are dnven by the lmpact of recent dollar appreclatlon and 
the expected fall in East Asian growth. 1MI analysis assumes that current levels of the dbllar will 
be sustained. through the first part of 1998 and then will gradually start to fall. However! the 

3 
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dollar is still expected to remain well above its summer 1997 levels at the end of 1999.1 The 
Asian flu ~s expected to reduce world GDP growth (weighted by U.S. export shares) to 2.8% in. 
1998, weB below average (3.3%). Recent analysis by the Federal Reserve suggest that East 
Asian gro'Nth will remain weak in 1999, consequently, IMI analysis assumes world GDP growth 
will remain below trend in 1999. 

Growth in U.S. domestic demand is expected to slow from 4.4% in 1997 to 2.9% in 1998 and 
2.0% in 1999 (budget forecast). Real GDP growth will grow more slowly than dome!?t1ic 
demand, because of the substantial drag we forecast from deteriorating real net exports! IMI 
analysis suggests that real net exports could lower real GDP grOWth by 1.0% of GDP i~ 1998 and 
0.6% ofGDP in 1999. 

• Dollar Strong in Real Trade-Weighted Terms. According to the JP Morgan index, the 
dollar has appreciated 11 % since last December and 8.5% since the end of JuneI' The IP 
Morgan trade-weighted real dollar index is at its highest level since Q4 1986. Because of 
the rapid increase in the share of trade in GDP over the past ten years, a strong ~ol1ar in 
·1997 will have a larger impact on' the overall U.S. economy than in 1986. 

• Dollar Appreciation Reduces 1997 Trade Deficit. 1MI analysis concludes th~t recent 
. dollar appreciation reduced the size of the 1997 current account and trade deficits by 

about $10 billion. The 11 % appreciation of the trade-weighted dollar during thb course 
of 1997 reduced average 1997 import prices by over 4.0%, masking a surge in Jeal· 
imports (the J-curve). Exports respond to the dollar appreciation with longer ldgs. 
1n~ieed, in 1997, the benefits U.S. exports received from the lagged impact oftlie weak, 
dollar in 1995 probably exceeded the drag from dollar appreciation in 1996 and 1997. 

• Lnwer Oil Prices Will Reduce Trade Deficit in Q1 1998. A positive oil PriJ shock (a 
forecast $2/barrel falUn the cost of imported oil in Q I 1998) is expected to redhce Q1 
1998 oil imports sharply and to reduce annual 1998 oi 1 imports by $9 billion, ot 15%. 

• 	 Sil~nificant Falls in Import Prices Expected in EarlyJ998.· IMI model resulls predict 
that non-oil import prices will fall rapidly in 1998, partially offsetting rapid grdwth in 

.i~po~ volume in 199~. Non-~i~ Import p.rices are expected to fall by over 4'00{0 in 1998, 
bnngmg the total fall m non-oIltmport pnces between 1996 and 1998 to nearlyj 9.0%. 

• 	 Dderioration in Nominal Tl"ad~ Balance May Not Appear Until Q2 1998. Both the 

I. A more rapid fall in the dollar than the fall contained in the IMl model would not have significant impact . 
on the nominal 1999 trade balance unless it occurred early in 1998. Because of the"J" curve, major imbrovement 
in the nominal trade balance due to dollar depreciation late in 1998 or early in 1999 would not be visible until 2000. 

4 
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'sharp fall in petroleum import and the expected fall in import prices in early 1918 will 
tend to reduce nominal imports in Q1 1998 despite rapid forecast increase in import 
volumes. Annualized Ql 1998 nominal imports are forecast to increase by only 1$5 billion 
(annualized), while the annualized volume of non-oil imports (real imports) is ekpected to 
increase by $40 billion. IMI model forecasts indicate that exports may remain donstant in 
Ql 1998, though the U.S. experience following the Mexican crisis suggests thatlexports 
to East Asia may more rapidly than the 1Ml model predicts. Nonetheless, IMI analysis 
suggests that the nominal trade balance may not begin to deteriorate rapidly un~il Q2 
19~18. 

• 	 Strong Dollar Will Slow Exports in Late 98 and 1999 .. IMI modeling suggests a 6-7 
qUE.rter lag between dollar appreciation and the majority of the related fall in ex~orts; the 
Federal Reserve model has even longer lags. Dollar appreciation in Ql 1997 is 6xpected 
to slow U.S. exports in the Q3 and Q4 1998; recent dollar appreciation will hav6 its 
greatest effect on QI and Q2 1999 export performance. 

• 	 DolilarDepreciation in Mid-1998 Would Not Improve Trade Balance Before Late 
199'9. Just as 1997 dollar appreciation improved the U.S. current account bala.Jce in 
1997; dollar depreciation in 1998 initially would make the 1998 current account balance 
worse, since higher import prices would combine with gro\ving import volumes to 
increase the nominal trade deficit. The impact on 1999 would be mixed: the nominal 
trade deficit in the first two quarters might be worse, but by the lasttwo quarterd ' 
improved exports should cause the riominal trade deficit to stabilize. Clear imp~ovement 
might not be visible before 2000. 

• 	 Asian Crisis Slows World Growth. Economic and financial turmoil in Asia has . 	 I 
prompted 1MI to lower the 1998 trade-weighted world growth rate from 3.3% (8e-96 
average) to 2.8%. This reflects an anticipated recession in East Asia and smalll610ck on 
effects in Latin America and Europe. World GOP growth is expected to improvb in 
1999, to 3.0%, but remain 0.3% below trend. East Asian countries. account for I 
approximately 30% of 1996 U.S. exports and-East Asian countries have an aggregate 
weighting of nearly 30% in the 1M! world GOP index .. 

• 	 Estiimated Impact of Asia on Real U.S. Trade Balance Significant. IMlanalysis 
suggests that the dollar depreciation and slowdown in world growth stemming directly 
from the East Asian economic and financial crisis will reduce real U.S. net expohs by' 
0.5% of GDP in 1998 and by an additional 0.3% of GOP in 1999. 

• 	 Significant Differences Exist Between Expected Nominal and Expected Real Impact . 
of E:ast Asia. The cumulative nominal impact of$45 billion (0.5% of GDP) by :1999 is 

I 
smaller than the projected cumulative real impact of $70 billion (0.8% of GOP) because 

5 



UNCLASSIFIEDI SENSITIVE 


of substantial falls in import prices. In 1998, the depreciation of East Asian currencies is 
expected to reduce U.S. import prices by 3.0%. i 

• 	 Changes in Trade Balance Drive Changes in Current Account Balance. IMI assumes 
that net unilateral transfers will remain constant at their current level. Net inve~tment 
income is expected to deteriorate due to the cumulative effect of prior current abcount 
deficits. The net investment income deficit is expected to widen from $12 billidn in 1997 
to $20 billion in 1998 and to $30 billion in 1999 because of increasing interest payments 
on accumulated foreign debt and lower profits on U.S. foreign investment in E~st Asia. 

• 	 U.S. Trade and Current Account Balances Would Have Deteriorated SligJUY Even 
. 	 . I 

Without the Strong Dollarl Asian Crisis. The growing deficit in investment income, 
and di:crepancies between U.S. and foreign income elasticiti~s (also noted last IAugust in 
analysIs presented by the Federal Reserve) mean that even without recent dollar . 
appreciation and slower growth in East Asia, the U.S. current account balance t..ould 
have been forecast to deteriorate by between $20 billion and $30 billion (0.2-0.13% of 
U.S. GDP) a year, generating a current account deficit of2.5% of U.S. GDP in 1999. 

A Note on the Macroeconomic Forecast implicit in the 1MI model. The broad increase in the 
trade deficit forecast implies a widening gap between saving and investment. This wo~ld be .. 
consistent with current macroeconomic forecasts, which assume that U.S. consumptiohand U.S. 
investment will remain strong, offsetting the expected drag from net exports. Thus, cJrrent 
forecasts presume continued strong domestic demand in the U.S., prompted in part by Ifalling 
interest rates, and continued falls in household saving. Obviously, different macroeconomic 
condition~; than those assumed in the model would have a significant impact of the maknitude of 
the U.S. trade deficit. 

QUALIFICATIONS 

The IMI model assumes that relationships derived from historical data can be used to predict 
future U.S. trade patterns accurately. There is some evidence to support the argument that these 
models may underpredict the future strength of U.S. exports. 

1MI's trade model, like the Federal Reserve's trade model, failed to predict fully the strong 
performance of U.S. exports in the second quarter of 1997. If the 1Ml model would h~ve been 
used in January 1995 to predict U.S. exports thfough 1997 -- with perfect knowledge ~fthe value 

. 	 I 
of the dollar and U.S. and world growth rates, but no knowledge of actual U.S. exports -- the IMI 
model WQuid not have been off by more than $10 billion (out of roughJy $850 billion hftotal 

I 

U.S: exports) in any quarter of 1996 or in the first quarter of 1997. However, in Q297 exports
I 

were $50 billion above model predictions. This discrepancy fell to $35 billion in Q3 1997. 
However, errors on the export side have been matched by offsetting errors on the imp6rt side, 

6 
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since imports have been above model predictions.2 

Several theories have been proposed to explain recent strong U.S. export performance: 

• 	 Strong growth in key U.S. markets in the Western Hemisphere, combined with a 
reduction in barriers, 'particularly non-tariff barriers to U.S. exports in the hemisbhere. 

• 	 Thl; lagged impact of 1995 dollar depreciation was larger than predicted. 

• 	 Bo,eing. U.S. civilian aircraft exports nearly doubled between Ql 96 and Q2 97. The ' 
$4.8 billion increase in quarterly aircraft exports between Ql 96 and Q2 97 acc~unts for 
over 25% of the $21 billion increase in goods exports between Q1 96 and Q2 97,. 

However, grounds for optimism are limited. 

• 	 The underlying real trade balance has already started to decline rapidly, as IMI model 
, 	 I 

predicted. The real trade balance deteriorated by $40 billion (0.5% of GDP) in 1997. 
Falling import prices have prevented the nominal trade balance from registering similar 
deterioration (J curve). 

• 	 Key export sectors, like the civilian aircraft, are operating at or above capacity. lIn the 
short-term, civilian aircraft exports cannot increase much more. Plus, the civili~n aircraft 

I 

sector is extremely exposed to Asia, since orders from Asia account for 40% of Boeing's, 
outstanding orders for its largest (and most expensive) aircraft (747, 777) and o~er 30% ' 
of total orders. (Wall Street Journal) 

• 	 The gap between exports and imports in the December National Purchasing Man.agers 
Report (NAPM) -- a leading indicator of manufacturing output, exports and impbrts -
registered the largest deficit since the NAPM survey began incorporating imporls in 
1990. This deficit developed quite suddenly during the last two months of 19971. This 
strongly suggests that the trade deficit is set to widen. (NAPM data from jp MoJgan) 

2 [fthe IMI model had been used in January 1990 to predictthe U,S. trade balance through 1997, with ' 
perfect knowledge of U.S, and world growth rates and the value of the dollar but no knowledge of actuailleveis of 
exports or imports, it would have done quite well, It would have predicted the overall level of lhe trade balance 
nearly perfectly. Between 1992 and 1994 actual levels of imports and exports were both below what the imodel 
would have forecast; since late 1996, actual levels of imports and exports have been above what the model would 

. have forecast. 
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8-SE-006271 
DEPARTMENT OF THE TREASURY 


WASHINGTON, D.C. 


May 21,1998 
INFORMATION

ASSISTANT SECRETARY 

MEMORANDUM FOR DEPUTY SECRETARY SUMMERS 

FROM: Timothy Geithner, Assistant Secretary for International Affairs f~ 
SUBJECt: Your Question on the ReaJ Dollar Depreciation Needed to Reduce the 

Projected 1999/2000 U.S. Current Account Deficit below 2.0% of GOP. 

The attached note by Brad Setser estimates that a real depreciation of around 25% in die second 
half of 1Q98 would be needed to reduce the projected 2000 current account trade deficA below 
2.0% of GOP. A depreciation of this magnitude would substantially increase the 19981 trade and 
current account deficits due to the J-curve, before generating rapid improvements in thr trade and 
current account balances in the course ofboth 1999 and 2000. By Q2 2000, the annualized 
quarterly (:urrent account balance would be down around 2.0% of GOP with further im~rovement 
continuing through the end of2000. 

AITACHJVIENTS: IMI Note on real dollar depreciation needed to reduce the projected 
1999/2000 Current Account defiCit below 2.0% of GDP. 

CC: Lipton, Lundsager 



Brad Setser/1M) 
May 20. 1998 

Estimated Real Dollar Depreciation Needed to 'Reduce tbe Current Account Deficit Below 
2.0% of CDP in 2000. . 

11",lI's basdine forecast assumes a relatively small, 0.75% quarterly, depreciation in the dollar's 
real effective exchange rate between the third quarter of 1998 and the end of 2000 (duJ to . 
expected inflation differentials with Asian trade partners and some depreciation in .the hominal 
dollar). This small depreciation (The JP Morgan dollar declines from 112 in Q2 1998\to lOS at 
the end of 2000) is insufficient to halt the deterioration in the trade and current accoun1 deficits 
until 2000, given expected U.S. and world growth rates. 1 Consequently, IMI's baselinb forecast 

I 

predicts a 1999 current account deficit of 3.1% of GDP and a 2000 current account deficit of 
approximately 3.5% ofGDP in 2000. 

IMl used its trade model to determine the magnitude of the one time depreciation needed to 
reduce the current account deficit below 2.0% in 2000. Given the deficit in the investrrlent .' 
income and transfers accounts, reducing the current account deficit below 2.0% implieJ reducing 
the goods and serVices trade deficit below 1.3% ofGDP. The IMI model suggests tbJt a one 
time deprtlciation of around 25% would be needed in tbe third quarter of 1998 in hrder to 
reduce the: projected annual current account deficit in the year 2000 below 2.0%.2 Amore 
gradual depreciation of the real dollar of the same amount would lengthen the expected 
adjustment process but ultimately produce the same result. [See attached chart]. . 

• 	 The immediate impact ofa depreciation would be a huge surge in nominal imports (imd a 
small fall in nominal exports), as prices adjust before volumes. A sudden 25% I 
depreciation would be expected to produce .a one time increase, in the nominal trade 
deficit ofnearly 1.5% ofGDP. 

• 	 It wil1 take three quarters before such a depreciation reduces the trade deficit below 
basdine projections. Consequently, such a depreciation would make the 1998 trkde and 
currlent account deficits substantially worse. 

• 	 However, such a depreciation wOiJld generate substantial improvements in the trade 
balan.ce relative to baseline projections in both 1999 and 2000 -- indeed, by the ehd of 

. 2000, the annualized quarterly current account balance would be well below 2,O~o of 

I IM['s model assumes that U..S real GOP will grow by 3.0% in 1998,2.0% in 1999 and 
2.0% in 2000; IMrs trade weighted world GOP index is projected to grow by 2.1 % in 1998, 
2.8% in 1999 and 3.5% in 2000. In these projections, GDP growth rates have been left 
unchanged to better isolate the impact of shifts in exchange rates. 

2A depreciation of 15% would reduce the estimated year 2000 nominal trade deficit to 
around 2.1 % of GDP, generating a current account deficit of around 2.7-2.8% of GOP). 

http:balan.ce


GDP. 

• . Such large falls are consistent with the results ofnumerous studies which have indicated 
. that current levels of the dollar imply growing current account deficits. 

A 25% depreciation in the real effective exchange rate is likely to require that the dollcrr 
depreciate against the yen and the. euro by more than 30%. , The dollar is not likely to depreciate 
by 25% against Canada and Mexico. 
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The Deputy Secretary of the Treasury 

May 12, 1998 

TO: Secretary R"abin 
OASlA J 

See comments at __ 

Table 1: v.;:orld Current Account Balance: 

"This table is indeed troubling. Could OASTA give a 
plausible exchange rate scenario that would take it to 
2% ofGDP in 99/2000." 

Lany 
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I Table 1:World currentAccou~t. ~a.~an~:---

Source of F orecas\ 

1996 1997 1998 1999 


United States -148 -161 ·235 ·275 
Europe;an Union 91 114 118 120 
 IMI E.!im~I" 

Japan 66 94 124 128 IMt S!Iitr!:ua 


Other Industrial Countries 11 ·5 -10 -5 lIN' 


Asian NIEs -1 9 33 44 


KClrea ~24 ·8 20 22 


. Hong !<ong ·2 -3 -1 o 

Talwan t1 S 5 8 


Singapore 14 14 9 14 


Asian Emerging Markets -40 -12 30 35 


Latin Amerrca -39 -65 -70 ·70 

Africa -10 -8 -10 .:10 

Middle E~tst i 3 -10 o IMII!.tim_ 


Countries in Transition ·19 -20 -26 -30 IMF 

Total ·82 -56 ·63 Sum ot ACo". 

All forecasts are preliminary and contain a large margin of error 
Note: IMI fore~sts signific;antly larger current,account surplus In Asian emerging markets titan IMF 

Note: IMI forecasts lal'ger current account deficit 11\ the Middle Ease than thft IMF due to lower oil ~riees 

Note: fMF forecilstJ that Latin current account deficit will snrln!c in 1998. 1M! forecasts a small increase 
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DEPARTMENT OF THE TREASURY 

WASHINGTON; D.C. 20220 


March 7, 1995 

,.1.,) tL \ ( <.. ,~ 
MEMORANDUM FOR Alicia H. Munnell . 

Assistant Secretary for Economic Policy 4-1 v lA/ ""'-- it , 

FROM: James Russel oJ,1(l ,j?"" 'r (1,< \ tl. L: 

SUBJECT: Impact of the Decline in the Dollar on Our Inflation Rate' 
~ , J 

, 'VI 'c.r C J'1 ,.""S' 
Summary , I . 

The dollar has been falling against most other currencies since January 1194, with an 
interruption in the fall of last year. Most publicized have been the sharp drops against the 
yen and th(~ DM. Declines against most other countries have been less, and fQr ~anada and 
Mexico, two of our largest trading partners, the U.S. dollar has appreciated. Of, course, 
declines in the dollar are not likely to be reflected fully in import prices, and aUlincreases in , 
import prices will not necessarily be passed through into final product prices in this country. 

As ;a very crude rule of thumb, a 10 percent decline in the dollar in foreiln exchange 
markets might add 1-1/2 percent or so to the price level in this country over a period of three 
years. On that basis, unless rev~esdecline of perhaps 7 or 8 percent sincel January of ' 
last year in the broad J. P. Morg change rate index against 45 other cUFrencies 
might raise. the U.S. price level 1-114 ercent by the end of next year. 

··; \~ 0"'fC:!. ,,; ,-II ~v,L">'1c.,'::Io
D ISCUSSlon ' , 

, 1.. 5.:...') 4 ....;- ~ ~# fc::. <"'.'"" I. led 
The table below shows that there has been a wide divergence recently in fUovements 

of the dollar against other currencies. It has fallen sharply against the yen and the DM and 
also against currencies tied to the DM. It is up against the Canadian dollar and the peso. 
(Countries shown in the table accounted for three-fourths of U.S. imports last ydar.) 

Movements of the Dollar 

In Foreign Exchange Markets 


Import 
Percent Change, Share 
March 6 from: 1994 

Ian. 1994 De~. 1994 (Percent) 

Gemlany -19.4 -10.6 4:8 
Japan -16.6 -1.3 18,0 

France -15.9 -8.0 2.5 
Italy -2.4 1.5 2,2 

, United Kingdom -8.1 -4,0 3,8 

Canada 1.6 2.0 19.4 
Mexico 111.6 65,4 1,5 

Asian Nic's -3.1, -0.5 10.8 
China ' -3.4 0.5 5,8 



The Secretary of the Treasury 


March 27, 1995 

NOTE FOR ALICIA MUNNELL 

FROM: BOB RUBI:t.l 

Interesting. 


Based on all evldence to date, does this seem 

likely? 


Attachment 
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MEASURES OF THE EXCHANGE RATE 
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The chart above tracks monthly figures for two measures of the exchange rate -- (1) 
the more widely followed Federal Reserve series which is a weighted average of tfue dollar 

I 

against other G-lO currencies, with the weights based on shares of multilateral trade in 
1972-76; and (2) the real J.P. Morgan index which is based on bilateral trade weights against 
currencies of all other OECD countries and currencies of 23 LDC's. The latter series is far 
more representative of our trading patterns. Between January 1994 and this Februkry, the 
Morgan series fell by 5 percent and surely has declined some more since February -- perhaps 
by another 2 or 3 percent, although data are not available. 

It is noted that declines in the dollar typically do not feed fully into higher import 
prices. The left panel chait below indicates that through January of this year the ~en had 
risen against the dollar by about 25 percent since January of 1993 (and about 11 percent 

EXCHANGE RATES AND IMPORT PRICES 
(JANUARY 1994 = 100) 

JAPAN 	 EUROPEAN COMMUNITY 
120~-----~----------~----~-, 

Dollars : 
. Per Yen ---..... ~ , ••.•• , :, 

II, " ~"'~ 110 ·i .. · ................ , .................	<.................... , ..................... , .... .. 

, ,... , " ~. ~ 
~ :....... :, 

:' "" "" ~ .,'". tor ....,; 

, : 

100: ....... / ..... ~ ................................ , .. .. 
'.:: 
.: 

:!' 
. 

~ 	 Price Index : . .
90 ................... . ................ -.-- Imports from 

Japan 

80w-~-~~~~~~~~~~~~ 

Jan:93 Jul:93 	 Jan:94 Jul:94 Jan:95 

I
120 : 

Dollars . 
':.: :.: Per ECQ. • ~ 

......~ ," ... ~'110 t ........ ;;·;·~ ......; .................:............ .. •.".,.[ .,;.:..... 

:'\ : ..... : 	 : ~ : .... ' ,: 

"',; ,," '... I / ~'.: ....' .V100 

Price In1dex, 
Imports from 

I 
the E1C 

80w-~~~~~~~~~~~~~ 

Jan:93 Jul:93. 	 Jan:94 Jul:94 Jan:95 



3 

NONPETROLEUM IMPORT PRICES AND THE EXCHANGE RA lilE 
PERCENT CHANGE OVER SIX-MONTH SPANS, ANNUAL RATE .. 
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"Morgan real versus 45 currencies 

since January 1994). The Bureau of Labor Statistics index of prices of imports from Japan 
,has increased by about 10 percent s~nce January 1993 (and by 3 percent since Jan:uary 1994). 
Pass-through of exchange rate changes has been a little greater for the European Lommunity, 
at least for the period since January 1994. I 

Nevertheless, there is clear evidence movements of exchange rates are reflected in 
import price:s. The chart above shows six-mo,nth percent changes (at an annual dte) in the 
BLS index of prices for all nonpetroleum imports and of the Morgan real index. Isome lags 
are apparent in the two series, and the variation in movement,s of prices is perha~s one-third 
as large as for the exchange rate. ' 

A rule of thumb long used was that a 10 percent decline in the exchange rate 
translates into a 1 percent increase in price levels in this country by the end of abbut three 
years. That rule of thumb seems outdated, as imports have been increasing over Itime as a 
share of total gross domestic purchases. In 1994, imports of nonpetroleum produbts and 
services equaled 11-1/4 percent of gross domestic purchases, versus about 7-1/2, ~ercent 
fifteen year5, earlier. (Petroleum is denominat~ in dollars.) . 

• 	 On that basis, a rule-of-thumb figure of 1-1/2 percent may be more reasonable. An 
average of model simulations carried out some years back covering the mib-1980's 
placed the figure at 1.1 percent, rising to about 2 percent by the end of fohr years. . 



, 4 

(The figure for the fourth year may have been biased by one outlier on the upside.) 
Such estimates make allowance for feed-through effects from higher price~ into wage 
rates and back into price levels.· Rule of thumb suggests that price levels ke raised 
by albout 112 percent by the end of one year. ' . 

By that rule of thumb, the decline in the real Morgan exchange rate index of perhaps 
7 or 8 percent since January of last year might add 1-1/4 percentto the price level by the 
end of next year, if the recent decline in the dollar stickS.. Of course, some of th~ sharp 
declines of ]past few days could be reversed once markets settle down. 
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DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 

SECRETARY RUBIN 

DEPUTY SECRETARY NEWMAN 


Alicia H. Munner" \ ~ 

Assistant secretary~ 'Economic Policy 


An Update on Impacts of the Falling Dollar on U.S. 

II~FORMATION 


Inflation 

So far, the decline in the dollar in foreign exchange markets has had little discernable 
impact on price levels in this country. Unless reversed however, some of the reyent slide in 
the dollar almost certainly will feed through into consumer prices. As a crude rule of 
thumb, a drop in the value of the dollar in foreign exchange markets of 10 percerlt will add 
1-1/2 percent to our price level over a three-year period. On that basis, the dedihe since 
January 1994 of a little over 8 percent in the J.P. Morgan real exchange rate indJx against 
45 other currencies might raise our price level by 1-1/4 to 1-1/2 percent by late ~996. 

Discussion 

The dollar has been declining steadily since January 1994, with an interruption in the 
fall of last year. Focus has been on movements of the dollar against the yen andlthe D.M. 
Declines have been less steep against currencies of other leading trading partners, and in the 
case of the Canadian dollar and particularly the Mexican peso, the dollar has appteciated (see 
table on next page). Most representative of our trading patterns is the J.P. Morgb real 
exchange rate index which measures the dollar against currencies of other OECD/ countries 
plus those of 23 LDC's. That index fell by 6.8 percent from January 1994 to this March 
(the latest available) and perhaps has fallen another 1-1/2 percent through early April, which 
would bring the total decline since early 1994 to over 8 percent. 

Only part of the drop in the dollar has fed through into prices of imported goods. 
The Bureau of Labor Statistics' price index for nonpetroleum imported goods rosb by 
4.3 percent from January 1994 through this February. For imports from Japan, prices.rose 
by 3.6 .percent, despite a 13.4 percent appreciation of the yen against the dollar. I (There has 
been a greater impact on export prices, as U.S. producers have taken advantage of the lower 
dollar to raise prices. Prices of nonagricultural exported goods increased by 5.5 percent 
from January 1994 through this February.) 

Impacts on consumer prices of the moderate acceleration of import prices are not easy 
to find, as theincrease of the nonfood, nonenergy goods component of the CPI (i)f 1.9 per
cent over the latesttwelve months was almost identical to the increase a year ea~lier. Never
theless, some impacts of the lower dollar will undoubtedly flow through, especi~lIy the steep 
declines of recent weeks. By crude rule of thumb, the decline of over 8 percentl in the 
Morgan index since early last year could well translate into a higher level of consumer prices 
by 1-1/4 to 1-1/2 percent by the end of next year. 
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Movements of the Dollar 

In Foreign Exchange Markets 


Import 
Percent Change, Share I 

April 3 from: 1994 • 
Jan 1994 Dec. 1994 (Percent) 

Germany -21.2 -12.7 4.8 
Japan -22.7 -14.0 18.0 
France -18.6 -11.0 2.5 
Italy 1.4 5.5 2.2 
United Kingdom -7.8 -3.7 3.8 

Canada 6.2 0.7 19.4 
Mexieo 117.7 70.2 7.5 
Asian Nie's -4.8 -2.3 10.8 
China -3.4 0.5 5.8 



DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 20220 

. March 16, 1995 

MEMORANDUM FOR SECRETARY RUBIN 
DEPUTY SECRET~RY NEWMAN 

. ~e~ . 
• l}>

FROM:. 	 Alicia H. Munn~lit\\.,,). . 
Assistant Secretary for Economic Policy 

SUBJECT: 	 The Dollar: Cumulative Impact of Current Account Deficits 

Summary 
This memo is in response to your comment this morning linking the dollar's 

weakness to perceptions of the deficit. The cumulativ~ impact of V. S. current adcount 
deficits s.ince the 1980s has led to an enormous expansion in dollar-denominated lassets· 
held abroad. Whereas in the past the exchange rate may have been set at whatevrr 
matched the import flow to the export flow plus the desired foreign investment flow into 
the U.S.:. now the exchange rate may be set by the requirement that it be such thJt 
foreigners remain willing to hold their stock of dollar-denominated assets 

. Discussilon 
Economists tend to argue that current account deficits are the mirror image of an 

excess of desired domestic investment over desired saving. This view implies tHat a rise 
in the V.S. savings rate from a lower deficit would strengthen the current accouAt, but at 
the price of depreciating the dollar. Holding desired investment constant, a lo,er deficit 
leads the Federal Reserve to lower rates to offset any reduction in demand; lower rates . 
make the U.S. a less attractive place to invest; the dollar falls until the (smaller) excess of 
investment over saving is equal to the (smaller) current account deficit. 

In this framework, deficit reduction strengthens the current account but· weakens 
the dollar. We can see this process working in reverse in the early 1980s: defidit growth 

. was associated with weakening of the current account and strengthening of the 101lar. 
This framework may no longer apply to the U.S., now the worldts largest debtor 

nation. The attached chart shows that cumulative current account deficits have led to a 
$1.2 trillion shift in the U.S. net international position in the past twelve years. The 
exchange rate may now be set at that level that makes foreign investors willing to hold 
their stock of netdollar-denominated assets, which is $1.2 trillion higher than twelve 
years ago. 	 . I 

In this case the dollar might well be weakened by anything that diminishes . 
confidence in fiscal discipline and the commitment to low inflation and thus ditninishes 
foreigners'willingness to hold their stock of dollar assets. The I-S M-X identity will 
still hold, but because domestic savings and investment would shift to conforml to the 
exchange rate and interest rates dictated by foreigners' demand for dollar-denolminat~d 
assets, rather than be the factors determining the exchange rate and the current account. 

cc: Jeff Shafer 
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MEMORANDUM FOR: IE! SECRETARY ~ DEPUTY SECRETARY 0 EXECUTIVE SECRETARy 
, I o AcrION 0 BRIEFING 0 INFORMATI(])N 0 LEGISLATION 

o PRESS RELEASE 0 PUBUCATION DREGULATlON 0 SPEECH' 
jo TESTIMONY 0 arHER __---j--____~_ 
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Tf.[ROUGH:,____________________~------------~!--------------
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95-146073 
DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 

May 12, 1995· 
ASSISTANT SECRETARY 

INFORMATION· . 

MEMORANDUM FOR 	 SECRETARY RUBIN 
DEPUTY SECRET~~ 

FROM: 	 Alicia Munnel~f'1 

SUBJECT: 	 Budget Deficits and the Dollar 

Regardless of what we economists think about the 
relationship between the budget deficit and the dollar, the 

. I
attached chart suggests that the exchange market may respond to 
"news" about how many dollars will be pumped into market bver the 
next 5 or 10 years. The dollar-deutschemark exchange ratT 

I 

appears to have plummeted when the balanced budget amendment 
failed and to have rallied when the House passed its defibit 
reduction plan. 

Attachments 

EXECUTIVE SEr.RJ:T6DIA'P 
. I 
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.FOREIGN EXCHANGE' 


,	.Dollar Surges 'Against Y~n-.~1id Mark 
jOn House Panel's Vote to CurD Deficit 

.• 

By RENA S. MILLER 
Special to THE WALL STREET J OtJRNAL 

NEW YORK -The dollar surged yester
day to its highest levels in more than a 
month in what may be a tW1laround for the 
battered U.S. currency, boosted by news of 
nction in Congress to curb the U.S. budget 
deficit. 

The dollar posted a 3.20/a surge against 
the mark and a 2.1% gain against the 
yen. And it continued to draw support from 
Wednesday's announcement that the U.S. 
will pursue trade sanctions against Japan 
in an effort to open up that country's 
markets for autos and a,uto parts. 

"There were two major factors hurting 
the dollar - the U.S. budget deficit and the' 
U.S. trade deficit," said John Beerling, 
chief foreign-exchange dealer at Norwest 
flank Corp. in Minneapolis. "And we've 
made headway against both in the last two 
days." 

Budget Plan Advances 
The House Budget Committee approved 

11 balanced budget plan early yesterday 
that would eliminate the deficit by 2002 as 
well as finance a major tax cut. The Senate 
Budget Committee was poised to approve a 
similar plan last night. 

Traders said the dollar began to rise 
strongly early in the European'day, soon 
llfter news of the budget committee's deci
sion. That rise forced large funds to buy 
back dollars they had sold short, in order to 
cover their positions, thus accelerating the 
dollar's gains. 

The currency surged again around mid· 
day in New York, breaking through a key 
technical level of 1.4200 marks, which in 
turn triggered further dollar buying. 

In late afternoon New York trading, the 
dollar was at 1.3880 marks, up from 1.3810 
marks late Tuesday, and at 83,86 yen, up 
from 03.45 yen. Sterling was trading at 
S1.5830. down from S1.5860. About noon Fri· 
(fay in Tokyo, the dollar was trading at 
,1.4365 marks and at 85.95 yen; sterling was 
at S1.55i5. ' 

"Once the dollar broke through the 
Itechnical! stops. short·coveringfueled the 
massive moves up," said David Glowacki, 
senior foreign-exchange trader for NBD 
Bank in Detroit. 

~'. - ' ·....:i t ...... ' 

Heavy: buying by Investment funds 
drove the dollar -to an intraday high of 
1.4375 marks, the dollar's highest since 
March 3, when it traded as high as 1.4550 ' 
marks. The dollar also hit an intraday high 
of 86.10 yen, Its highest level since April 6, 
when it hit 86.40 yen. ' 

Even though the currency gave up some 
of those gains by day's end, dealers were 
optimistic that the dollar's breach of key 
technical resistance levels at 1.4200 marks 
and 86 yen may indicate a new, bullish 
trend. ' 
'DoUar Just 'Roared' 

"I think we're [mally seeing belief in a/, 
tW1laround for the dollar," said Mr., 
Glowacki. "The dollar just roared." 

Mr. Glowacki added that he expected' 
, the dollar to trade in a new range between 
,85.25-86.25 yen and 1.4250-1.4525 marks. He 
said the sense that the Federal Reserve 
won't raise interest rates again is helping 
stock and bond prices, which in tW1l is 
encouragfng demand for dollars. 

Bond and stock prices have surged 
!'C{:ently on signs the U.S. economy is 
slowing, while inflation remains moder
ate. 

YesterdaY,the Labor Department re
ported that the producer price index (PPI) 
rose 0.5% in April. a little above market 
expectations. Excluding the volatile food 
and energy components, the PPJ rose 0.3%, 
also above expectations. 

But the Commerce Department said 
retail sales fell 0.4% in April, a bigger drop 
than anticipated and in line with sugges
tions that the economy is slOwing. 
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DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 20220 

MAY 1f 1995 

MEMORANDUM 

FROM: 

SUBJECT: 

FOR SECRETARY RUBIN /0':/ .J 

Lawrence summer~~ 
The Dollar 

I think it would make sense for you to d~liver th~ 
following message on the dollar the next time there 
a convenient opportunity. 

"We welcome the dollar's recent recovery 
we continue to believe that further 
appreciation would be desirable." 

Can 'we discuss? 
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DEPARTMENT OF THE TREASURY 
WASHINGTON 

February 20, 1996 

MEMORANDUM FOR 	 DEPUTY SECRETARY SUMMERS 
UNDER SECRETARY SHAFER 

FROM: 	 Timothy F. Geithner 

SUBJECT: 	 First Quarter Dollar 
Performance and Recent 
Euro-futures Behavior 

Attached ar~ two of the chart series we 
discussed last night~ I will give you the 
memo tomorrow. 

Attachments 
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Stephen S. Zannetos 
Office of F oreignl Exchange 
February 20, 1996 

Eurodollar Futures' 


The implied yield of the June Eurodollar futures contract now stands roughly 12 bps'l higher than 

where it was at year-end 1995. Today's sell-off in the fixed income markets is largely . 
responsible for this situation.. 

• 	 Although the implied yield declined in early- to mid-January, there was not much news 
behind this move, aside from general suspicions that the economy was slowirlg 
(remember, economic data was delayed due to the furlough and blizzard). Oiliring this 
period, a continuing resolution was passed and Rubin stated that the Treasury! could 
honor its payments through late February- although the long-term budget talkls stalled. 

• 	 Late January's decline in yield was due to the release of a spate of weak econ~mic data, 
which caused the FOMC to ease 25 bps. on January 3 1. Since that time, implied yields 
have moved higher as last week's economic reports were not as weak as man~ had 
anticipated. 

• 	 Today, a reassessment of last week's data, technically-related selling in the cash and 
futures markets, sizeable hedge fund liquidations and a somewhat upbeat Hurhphtey
Hawkins testimony by Greenspan caused a meltdown in the U.S. fixed-incorrle markets. 

. 	 I 

Furthermore, the uncertainty over the easing cycle of Germany and the rest of Europe 
also weighed on market sentiment. That being said, many market participant~ still expect 
the FOMC to ease another 25 bps. du'ring June, with.a 50% chance of one mdre 25 bp. 
move by October. 

Euromark ][i"utures 

The implied yield of the June Euromark futures contract now stands only 4 bps. lower than 
where it was· at year-end 1995. 

• 	 Early in January, the Bundesbank resumed cutting the repo rate after a few fixed-rate 
operations. At the same time, initial 1995 German GOP came in at only I.9to and many 
analysts called for further deceleration in the economy during early 1996. Toe low yield 

I 
of 3. 10% on the futures contract occurred in the wake of the last repo cut on february 1, 
(10 bps. to 3.30%) when the Bundesbank announced that the next few operations would 
be fixed. 

• 	 From that point onward, implied yields on Euromark futures contracts have gradually 
in~reased, as the Bundesbank has cautioned that January M3 growth may be quite strong. 



. ' .. 


Furthermore, comments from Bundesbank officials have recently stressed structural 
reforms (and not necessarily monetary easing) as the key to reviving the Gerfuan 
economy. Throughout this entire period, the cash and futures yield curves hAve 
continued to point toward a German recovery by the second half of 1996. 

Euroyen Futures 

The implied yield of the June Euroyen futures contract now stands 21 bps. higher than where it 
was at year-end 1995. 

• 	 The jump in yieid in early January was largely attributed to the strengthening of the 
dollar and the surge in the Nikkei, reflecting hopes for a recovery in Japan's bxport
driven economy. The yields of near-term Euroyen futures contracts generall~ remained 
rangebound up until last week. This limited activity occurred despite increa~ing signs of 
strength in the Japanese economy (leading indicators, industrial production, Jtc ... ). 
Perhaps short-term traders took their cue from the BOJ, which gave every in~ication that 
it would continue to keep call money under the ODR. 

• 	 Late last week, comments by Finance Minister Kubo spooked the market, driVing 
implil:!d yields sharply higher. He stated that Japanese monetary authorities Jhould 
consider the detrimental impact of low interest rates on pensioners' interest ihcome. 
Many market participants interpreted the minister's comments as hinting tha~ Japanese 
monetary policy might begin to tighten sooner than anticipated. Currently, the futures 
market indicates that there is a good chance of a 50 bp. tightening by the end of the 
summer, with another 25 bp. rate hike probable by year-end. 
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SE-'OOQQ21 
, ~P~TMENT OF THE TREASURY 

WASHINGTON 

September 20, 1996 

TO: Secretary Rubin 
Deputy Secretary Summers 

FROM: TimothyGeithner1~ 
SUBJECT: The Dollar 

The attached table shows the dollar against where it was 
at recent G-7 meetings. I was wrong, the dollar is 
slightly stronger against the yen than it was in April, but 
about even against the mark. We are still below the 
recent peaks of DM 1.5488 on May 28 and 1111.19 on 
July 8. 

This suggests the Europeans might be comfortable with 
press guidance which states, "We welcomed 
developments in the exchange markets since our last 
meeting." 

However, I think it is probably better to use a softer 
reference point, such as, "We welcomed developments in 
the exchange markets over the recent period." 

Attachment 
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Oct 95 G-7 

1.4220 


100.55 


4.9955 


3.5131 


92.8 


Jan 96 G-7 

1.4798 


105.35 


5.0545 


3.4158 


95.4 


Apr 96 G-7 

1.5128 


' 107.38 


5.1255 


3.3883 


96.4 


I 

Lyon Current 
I 
I 

1.5285 1.5150
I . 
I 

108.94 109.92, 
I 

5.1785 5.1357 
I', 

3.3880 3.3900, 
97.2 \97.2 

, * $'s recent Intraday peaks were at OM 1.5488 on May 28 and ¥ 111.1 ~ on July 
8. 
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..1(1}-SE- QDA!.;t~T~.:~~ :o~~:SURY 
January 2"::l, 1997' 

MEMORANDUM FOR DEPUTY SECRETARY SUMMERS 

, .FROM: " Timothy Geithner/ l'fJ: ( J 

SUBJECT: Analytical Pieces'on the Dollar 

I have attached two of the analytical pieces you requested as background for our d~l.1ar' 
discussion:: ' 

First is.an assessment of the outlook for current account imbalances in the {!J.S., 
Japan. and Europe. 

Second is an initial discussion of the right policy response for Japan and Europe, with 
Joe Gagnon's input. 

I'll cover the rhetorical options separately. 

/lJC[ to L-S 

NL.L L.l '~ID '7sv 
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Steven S. Saeger/IMIr . January 24. 1997 

Currenr Account Prospects for the G-3 

External imbalances in the major industrialized countries are now quite small in relative terms compared 
to levels recorded during the last 15 years. Despite significant differences in the \'iews ~f economic 
torecasters. it is quite likely that these imbalances will rise over the next two years. While moderate 
growth in the external imbalances of the U.S. and Elf are not a source of policy concernl the possible 
re-emergence of a growing current account surplus in Japan poses serious problems. 

• 	 The U.S. current account detlcit in 1996 is estimated at S161 billion. approximately 2.1 ~I'o of 
GOP. Giventhe robust pertormance of the U.S. economy relative to Europe ana Japan, as well 
as the recent real appreciation of the dollar, the deficit is likely to widen modestlY Over the next' 
two years in dollar terms. Even pessimistic f,;recasts for the U.S. external imbaJi'lnce suggest 
that the deficit is sustainable in the near-term and should not rise above 2.5% of pDP. The' 
medium-term outlook for the U. S. current account should benetit from faster gr0wth in our 

- I 

major trading partners and continued improvement in the tederal government's fiscal position. 

• 	 E U rnembers ran an agg rega ted current account surplus of $85 bilhon in I Q96. ~nlV I.0% of 
total GOP. Predicted increases in the surplu~. are small relative to GOP and do not appear to 
represent a major macroeconomic imbalance of concern to the U. S. 

• 	 While the Japanese current account surplus fc!1I from, $1 10 billion in 19q5 to an estimated $65 

billie>n in 1996, there are strong reasons for concern that the surplus will begin t6 rise 

significantly over the next two years. Federal Reserve and Treasury forecasts inUicate that the 

surpaus is Iikely·to move back above 2% ofCiOP by 1998 :\ failure to establishla domestic-led 


. 	 recovery in Japan on firmer tooting thus has ':he potential to generate another cy1cle of global 
macroeconomic imbalances. with serious consequences for the U S and the \V0lld. . 

The Optimistic Vie-II': Lllrge current flCCOIlnt imbalance... among tlte (;-3 tire Illllike~l' to re-emerge 

in tlte near-4erm. . . 


Despite the major shifts in G-7 exchange rates over lhelast two \'ears. both the latest Consensus and 

GECO forel:asts predict only minor changes in the CJrrent account balances of the Usland Japan in 

1997 and 1998. The Consensus torecast tor Europe predicts atlat current account suq:)lus. while the 


. I 

Federal Reserve predicts a decline in the surplus of the four European members of the ffi-7 

~ 	The U.S. current account deficit is torecast to rise from an expected $164 bJlliJ in 1996 to 

5169 billion in 19'97, betore declinim.!. back to $166 billion in'\998 :\s a share o~'GDP. the 

current account balance will thereto;e not chanlle signitlcantiv from its current I~vel of 2%.
- -. 	 I 

./.m:2a.rL The Consensus and OECD tore casts predict that the Japanese surplus wiil remain relatively flat ~ 

'. in both 1997 and 1998 at between $64 and ~70 billion (compared to an estimatJd surplus of $65 
billion in 1996). The projected surplus is approximately 1 5~1> of GOP 



.E.!L The Consensus forecast predicts a small increase in the current account surpluses of Westem 
I 

Europe (EU plus Norway and Switzerland), f~om$95.1 billion in 1996 to $96.3 billion in 1997. 
this implies that the EU's current account should remain at approximately 1% orlotal GDP 
over the next two years. The Federal Reserve forecasts a sharp decline in Italy's durrent 
account surplus in 1997, causing the aggregate EU-4 current account surplus to fJlI from $37 

r 	 billion. in 1996 to S 18 billion in '1997 and $11 billion in 1998 

The forecastsfor the U.S. and Europe appear to rely on the assumption that cyclical factors will dampen 
the impact of the exchange rate movements. 

• 	 A pick-Up in growth in Canada. j\,'lexico, Asia and Europe should at least partially offset the 
. '. 	 I . 

effects of the dollar's real appreciation since .r\.priI1995. Robust U.S. exports during October 
and November of 1996 suggest that the strong dollar has not had a large negative impact on the . 
comp€:titiveness of U. S. exports. 

• 	 Despite continued tiscal consolidation, most forecasters are predicting slightly stronger growth 
in most of Europe. Stronger domestic grovvlh would tend to lead to a deterioratio1n in European 
curren.t account balances, thus reducing the impact of recent currency depreciation!. The real . 
appredationofboth the Italian lira and the ll( pound are also Iikelv to be associatbd with 
deteriorating current account positions. 

• 	 Lo\ver oil prices will also contribute to an improvement in the current account balances of the 
U.S. and most European countries. 

Given the real depreciation of the yen over the last two years and planned fiscal consolidation during 
[997, forecasRs of a continued faU or even stability in the Japanese current account surpluJ appear to 
rest entirely on the existence of changes in the structure of the Japanese economy. Amon~ those 
structural changes generally cited are the shift of Japanese manufacturing production to other Asian 
countries. changes in Japanese consumption behavior or distribution channels, and demogrlaphic changes 
that are should eventually reduce the Japanese savings rate. 

The Pessimistic View: Japllnese ami U.S. current account deJicits r;.'ie htlCk to 2..5% (ifiDP. 

In contrast to the relativelv optimistic Consensus and OEeD forecasts, Federal Reserve and other 
model-based forecasts for'the U.S. and Japan predict that current account imbalances will riden 
signitlcantly. The U.S. deticit is forecast to approach 2.5% olGDP in 1998, while the Japanese surplus 
is forecast to rise to 2.0% of GOP in 1997 and 2.5% in 1998. While the OECD predicts t~e aggregate 
EU current account surplus will increase $33 billion to $113 billion in 1997, this still repre~ents a 
surplus of only 1.3% of GDP. 

The forecast deterioration in the US. current accoum can be attributed to several major 1actors: 

• 	 The recent real appreciation of the dollar. which Cline and others argue has COntriblrted to the 
erosion of the competitive position of US exponers: '. . 

• 	 Secular deterioration of the trade balance as a. result of the difference between the income 



elasticities ofimpons and exports (Houthak.ker-Magee asymmetry); 

• 	 Slowing growth of the surplus in services. as well as a continued deterioration in the balance on 
investment income resulting from the rising stock of net foreign liabilities. 

Forecasters predicting a widening current account surplus for Japan point to both the sharp real 
depreciation of the yen and the withdrawal'offiscai stimulus as two key factors. 

• 	 Based on JP Morgan data, the yen has depreciated 25.8% in real trade·weighted terms since 
April 1995 and 17.3% compared to its average level in 1994. By contrast. the dollar had 
appreciated only 0.8% in real terms as of Dec ember 1996 compared to its avera~e 1994 level. 

• 	 The removal of the income tax rebate, the risl! in the consumption tax, and other measures 
repn!sents a tightening of the fiscal stance of close to 2% of GDP. Japan' s expansionary fiscal 
polic:y is thought to have contributed to the sharp decline in the current account ~urplus during 
t,he last two years by narrowing the output ga.p. Fi~cal consolidation measures c~~ent1y planned 
tor 1997 are therefore expected to slow the I=ace ot the Japanese recovery. and will tend to 
increase the current account surplus. 

The OEeO forecasts that the aggregate EU surplus '.viII rise from $85 billion in 1996 to $113 billion in 
1997 and $126 billion in 1998. This represents an increase from 1.0% of GOP in 1996 to 1.3% in both 
1997 and 1998. 

• 	 More than two-thirds of the forecast rise in tile EU' s surplus in 1997 is attributed to the 
predicted increases in the trade surpluses of France, Germany and Italy. While cbuntries such as . 
France and Germany appear to be relying on export-led growth. this requires faster growth in 
Eastern Europe and other markets outside the EU to be sustainable . 

. 4ssessment (}fG-3 Cu"ent Account Prospecl.'i 

l'nited StaH~ Willie the dollar's continued apprecation during the last two months means that there 
are now j-curve effects in the pipeline, we do not amici pate a substantial deterioration inl the current 
account balance in 1997. In real trade-weighted terms; the dollar is now back in the range it has 
occupied most of the time since early 1988. The cur~ent Treasury forecast is for a rise in! the current 
account deficit from $161 billion in 1996 to $165 billion in 1997 and $170 billion in 1998. 

• The strong performance of U.s. exports during the fourth quarter ofl996 SUggJsts that the 
strength.ening of the dollar since 1995 has thus far not had a large adverse impact on export 
competitiveness. The most recent BLS data indicate that the U.S. continues to ~njoy 
significantly lower unit labor costs than our· major competitors. despite the .strength of the dollar. 

• The real, trade-weighted dollar appreciated by 9.3% between April 1995 and oebember 1996. 
This most likely overstate$ the impact on th(~ U.S. trade balance. however: as th~ dollar. 
depreciated 5.7% between February and Ap~il1995. Real behavior is unlikelv td have fully 
adjusted to this shon period of extreme dollar weakness. 



The recent rise in the U.S. current account dd1cit is not a source of concern given the current 
cyclical position of the U.S. relative to our mljor tradingpanners. The medium-term outlook 
for the U.S. external balance looks positive given ex'pectations of increasing extetfnal demand, as 
well :lS the improving fiscal position of the federal government. 

• 	 Mor(: moderate growth in the U.S. will tend to dampen rising imports. while stronger growth 
abroad, ifit materializes. should underpin continued export gro\\llh. The anticipa:ted decline in 
oil prices will also tend to reduce the U.S. current account imbalance. . 

~Whilt:~ some of the stories of structural change in the Japanese economy appear compelling, it is 
difficult to believe that the sharp fall in the yen's value. in combination with a substantial/fiscal 
contraction, will not lead to an increase in the Japanese surplus. The Treasury forecast ~redicts a rise in 
the Japanese CA balance from $65 billion in 1996 to $83 billion in 1997 and $116 billion in 1998. This 
represents an increase from 1.4% of GOP in 1996 tc 1.8% in 1997 and 2.5% in 1998. 

There is thus a substantial risk that a widening Japanese current account imbalance wili once again 
trigger a cycle of macroeconomic imbalances with n:percussions tor the C.S. and the rest of the world. 

• 	 Japan's reliance on export-led growth to lead its recovery could potentially lead t a sharp swing 
in foreign exchange markets if growing current account surpluses cause market ~articipants to 
reassess tbe yen> weakness. Alternatively, the nascent Japanese recovery could:die out with the' 
withdrawal of fiscal stimulus in 1997, potentially causing the yen to weaken signi:ficantly based 
on a continued divergence in growth prospet;ts relative to the U.S .. 

Europe: Treasury forecasts for the four major European economies predict a slightly smaller rise in their 
combined current account surplus than the OECD. We are also somewhat more pessimilstic than the 
OEeO about growth prospects in Europe over the 11ext two years, raising the question df whether there 
will be suftkient domestic demand to generate demimd tor exports from other Europeanl countries. 

I 
While expon sectors appear to be leading the recovery in Germany and France. it is unclear which 
markets are providing the necessary demand for this to continue. 

• 	 The OECD's prediction that Italy's surplus will rise trom 3.5% of GOP in 1996 to 4.2% in 1997 
is surprising given the lira's appreciation of 13.7% in real trade-\veighted terms dompared to its 
average 1994 level. The UK's current account deficit should also deteriorate sofnewhat in 1997 
given the pound's real appreciation of 13.7% over the last year. 

• 	 While the increase in the EU current account surplus forecast by the OEeD is n9t insignificant 
in dollar terms, it does not appear that a 0.3% rise in the surplus as a share of GIDP represents a 
major macroeconomic imbalance with important consequences for the U S 



L. Dwight 
J. Gagnon 
R. Harlow 
January 24, 1997 

Optimal Macroeconomic Policy in Japan and Europe: 1997 

Summao-

With virtuailly no prospect that output gaps in Japan and Continental Europe will be eliminated by 
the end of 1998, and with inflation low nearly everywhere and falling further in some crluntries, 
the case fOlr stimulative macroeconomic policy is strong. Due to long-run budgetary cobcerns. 
fiscal policy is contractionary in both Japan and Europe, placing most of the burden for recovery 
on monetary policy. .. 

In Japan, monetary policy is already very st1lI1ulative and there is a strong case for 
moderating the extremely rapid fiscal contraction by phasing it in gradually. 

.. 	 With Continental growth generally weak ar..d fiscal retrenchment in train, more 
ex]:,ansionary monetary policies are appropriate for most countries. The impact on the 
U.S., however, would be modest, in part b(!cause of the impact of dollar appreciation. 

• 	 Thj;: United Kingdom'has enjoyeda substantial expansion with job growth and jeeds to 
guard against inflationary pressures. Monetary policy should probably be tight~ned. 

This note reviews what ~e think might make sense for Japan and Europe to do. It doJ not 
consider the separate issue ofwhat we should say to them in private, nor the impact odmy public 
statements on financial markets. Any publicadvo<:acy on these issues should be handle~ with 
utmost discretion . 

.Optimal PQlicy Theory 

The analysis of this memo is based on the followir..g principles, which are reasonably 
representative ofmainstream economic thinking: 

Monetary policy should be geared toward a long-run goal of maintaining low inflation. In the. 
short run, monetary policy is the primary discretic,nary counter cyclical policy lever. By 
smoothing output fluctuations around potential, monetary policy can avoid large swings in 
inflation, thereby improving the long-run stability ofprices.· I· 
Fiscal policy should be geared toward a long-run goal of stabilizing the ratio of public debt to 
GOP, or even reducing it to offset the negative effect of government taxes and transfer~ on 
private saving. The best approach to fiscal consolidation is a long-run plan that is not Jverly 
front-Ioad,ed or back-loaded. By taking concrete measures initially, credibility is enhanted. By 
planning fhture measures in advance and phasing them in gradually, the economy is sp~red an 



abrupt shock. Counter cyclical fiscal policy should be limited largely to those measuref that can 
be programmed in advance ("automatic stabilizers") due to the long lags associated with the 
adoption of discretionary fiscal policies. 

JAPAN 

Main Points 

• With the FY97 budget and FY96 sUpplemental budget awaiting approval in the Diet, it is 
toC) late to walk MOF back on increases ill. the income and consumption taxes., However, 
we may be effective in encouraging MOF to implement an additional supplemental budget 
early in the fiscal year (April). 

• A sensible policy mix would be continuatic)n of accommodative monetary policy and fiscal 
policy that suppons domestic demand led growth. in this context, we could r~asonably 
ask Japan's government to go slower on fiscal consolidation (e.g. an additional 
supplemental budget early in the fiscal year), to indicate publicly a willingness to take 
measures to support a domestic demand h~d recovery and consolidate gains in teducing 
Japan's current account surpluses, and to suppon financial reform while takin~ steps to 
strengthen the banking system. 

Economic Outlook 

Weak private growth forecasts and stock market declines highlight the downside risks to the 
economy. Both the Ministry ofFinance and our Financial Attache believe that the markets are 
overly pessimistic aboufeconomic growth l and there appears to bea gap between the pessimism 
of the markets and the reality of recent economic indicators. 

• In November industrial production rose 4.0% over a year earlier and at an armualized 
14.4% in the last three months. Housing starts rose 9.9% over a year earlier, ~hile 
unemployment fell from 3.5% in June to 3.2% in November 1996. I 

• . Capacity utilization rose to 76.3% in November, slightly above its average of74.0% in the 
last six months. Machine tool orders in November were up 12.5% over a yearl earlier but 
retail sales fell 0.3%. Real income growth remains strong. 

Nonetheh~ss, no major forecasting group predict:> that Japan's output gap will be eliminated over 
the next two years, and most predict that output will grow at less than potentiaL 

IThe jump in Japan's 1 Q96 GOP and the shift of private consumption from 2Q97 into 
earlier quarters exaggerates the fall in GOP from CY96 to CY97. On a 4Q/4Q basis, our Finatt 
forecasts smo()ther growth of2.2% in 1996,2.2'% in 1997, and 2.2% in 1998: 



The primary source of weakness is the extremely large fiscal contraction implied by the 1997 
budget presented to the Diet this month. 

• 	 On the tax ~ide, the elimination of the incomt: tax rebate at year-end 1996 is estirpated to 
reduce the general government budget deficil; by ¥2 trillion (0.40/0 of GDP) and slow GDP 
by ¥ i trillion (0.2% of GDP). Raising the consumption tax from 3 to 5% is exp~cted to 
raise ¥5 trillion (1.0% ofGDP) jn revenues but slow growth by 0.6% ofGDP. 

• 	 On the spending side, the reduction in government investment in the FY97 budget is ' 
expected to reduce the government budget deficit by 1.3% of GDP and slow grdwth by 
0.8% ofGDP.2 However, spending in the FY96 supplemental budget now beforle the Diet 
contains approximately ¥3 trillion (0.6% ofGOP) in "real water" spending. 

The net impact of the FY97 budget and FY96 supplemental budget is expected to be a reduction, 
of 2.1 % of GOP in the general government fiscal dt::ficit and a 1.0% slow down in GDP growth. 

, . 

Given fiscal consolidation, the main source of strength is the ongoing effect of the mon~tary 
easing in late 1995, with short-term interest rates at O.S %, long.:.tenn rates at 2.5%, and the 

• 1 

exchange rate depreciated to nearly 120 ¥/S. This eombination of interest rates and exchange 
rates should stimulate private investment and net t):pons. 

Neither the MOF nor the Bank ofJapan is forecasting a significant increase in Japan's current 
account balance. They echo the argument ofmost private-sector forecasters, as well aslthe IMF 
and OECD,. that structural change will keep Japane'se impons up and expons down. However, 
both the Federal Reserve and our Finatt are forecal.ting a significant increase in the currbnt . 
account surplus (to about 2% ofGDP in 1997 and 2%% of GOP in 1998). Privately, ttie MOF 
may be concerned about the implications ofexcessive yen. depreciation for the Japaneselcurrent 
account and for Japanese firms that have invested in production offshore. . 

Despite the prospects for slow growth and a rising current account surplus, MOF officials 
continue to focus on Japan's budget deficits and the impact of an aging society on the sbcial 
security balance. 

Political Concerns 

Now that the Cabinet has approved a budget plan for FY97 and a supplemental for FY96, the 
government must focus on the near term in obtaining passage in the Diet. Trus is norm~lly 
accomplished by the end of the fiscal year (March 31). Particularly contentious issues (Ie.g. last 

. 'The multiplier for tax measures is estimatoo to be \1,_ The multiplier for expeJiture 
. 	 I 

measures is estimated at 1. However, the reduction land purchases included in the FY97 budget 
\viU'reducf: the budget deficit without affecting the economy. 
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years' deb'lte over jusen bailout funds) can prolong the debate, but it is very difficult to 
incorporate significant revisions at this stage. Even if the government wants to take ~ore 
aggressive action regarding the weak economy, a spring supplemental budget i~ probaply the 
earliest opponunity given the government budget cycle. By that time, fourth quarter 1996 GDP 
figures will have been released (early March). If these figures are strong, it win reduc~ pressure 
on the government to do something about the economy, despite the fact that the full irbpact of 
fiscal contraction will not have materialized yet. . 

Further Ac;tiQn 

Officials at the MOF have emphasized Japan's high gross debt levels and the importance offiscal 
consolidation rather than the need to support the economy. With Cabinet approval antl 
presentation to the Diet of the FY97 budget and ]:Y96 supplemental budget, there is frtually no 
chance of a change in policy regarding the income and consumption taxes. However, given the 
poor market reaction to the FY97 budget and limits to further monetary loosening, MOF may be 
open to or forced to consider a supplemental budget early in the fiscal year. (Note thi~ 
supplemental budget would be in addition to the FY96 supplemental budget now in t~e Diet), 
Tactically, they will probably want to wait for spring economic indicators (February Tankan and 
March GDP) before deciding on whether to go forward with a spring FY97 supplemehtal. 

In conclusion, we have a major interest in seeing that Japan not return to a period ofJrolOnged 
economic stagnation, that exchange rates not become misaligned, or that Japan's curr~nt account 
surplus ris,e above 2% of GDP. 

• 	 To reach this objective, the most sensible policy mix is continuation of accommodative 
monetary policy and fiscal policy that supports domestic demand led growth. 

We could reasonably ask Japan's government to 

Go slower on fiscal consolidation. In pnlctical terms, this will require expenditure 
measures, such as an additional supplem(:ntal budget early in FY97. 

• 	 Publicly indicate a willingness to take additional fiscal measures as necessary to support a 
strong domestic demand led recovery. 

• Publicly commit to consolidating gains in reducing Japan's current account SUrPlus and 
avoiding a reemergence of large external imbalances. 

·. Support financial reform while taking steps to strengthen the banking system. 
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EUROPE 

Main Points. 

• 	 A funher decline in Gennan interest rates would be desirable, both to strengtHen German 
d.)mestic demand and -- more. imponantiy - to allow similar demand strengthcking in other 
European countries from follow-on easing. 

• 	 \Vhile a general Continental monetary easing would improve growth prospectr via the 
WiUal effects on investment and consumer spending. France and some others see the 
bcmefits more from net expon gains from the expected decline in European cJrrencies 
collectively against the dollar. 

• 	 . The impact of lower European interest rates and possibly weaker Continental currencies 
would be small for the U.S., with trade competitiveness losses balanced ag~t export 
gains from somewhat stronger European growth. Under current U.S. cyclical conditions, 
any small gains or losses on net expons from this source would be likely to h~ve even . 
srnaller effects on U.S. GDP and employment. In a broader, systemic, sense i stronger 
European upturn would be beneficial; c.s. to transformation in eastern Eur01c, 

For most European countries 1997 will see anotber year of weak growth, high unemployment and 
low inflation. In Germany, domestic demand is weak and much of the burden ofgroJith is being 
borne by expon strength. The preliminary estimate for all-German growth in 1996 iSi1.4%. We 
expect weak 4Q results after a strong third, although continuing data problems are a constant 
threat to reliable interpretation ofGerman developments. The!FO index ofbusiness Isentiment 
(for western Germany) was down in both November and- December after four consechtive 
monthly increases following an apparent bottoming out in June. 

Continuing fiscal consolidation is not the only factor, but fiscal constraints have made it'difficult 
to respond to the renewed weakness that emerged in many countries after strong 199r . 
performance. Italy in particular is atoning for past fiscal sins by a 1997 fiscal tightening of3-4 % 
ofGDP, leading to forecasts of only about 1% growth this year after less than that in! 1996.3 

Structun:tl fiscal tightening elsewhere is consider;ibly smaller, averaging about 1 % ofGDP for the 
EU as a whole. Nothing on the horizon suggests a rapid acceleration of growth that bould move 
economi(~s close to potential, eliminate slack in h.bor markets or create inflationary pJessures. 

Under these circumstances, monetary easing would be the only available tool for groLh. 

JNote that much of this improvement is due to the effect oflower interest rates on Italy's 
large net public debt. ~eficit reduction from this channel is likely to have a less comrlactionary 
effect on output than increased tax rates or lowt~r public spending, 
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The United Kingdom is the major exception to the' :general points noted above. With a longer and 
stronger recovery, the United Kingdom has achieved significant employment gains and has moved 
into a region of greater inflation risks. The question is how soon further monetary tightening is 
needed. Some other European countries -- e.g., NI:therlands, Denmark, Norway -- are also 
growing at a rate that does not suggest any urgency to adopt expansionary policies. 

Apart from interest rate cuts in most Continental countries, structural reforms -- particularly in 
labor markets -- wiU be needed to make a substantial dent in unemployment and to perlrut 
stronger expansion without aniving too soon at capacity limits and the zone of inflatioh risks. 

Politi~al Concerns 

The langu~lge of the Maastricht treaty and the desire to join EMU are placing a severe jconstraint 
on fiscal policy. In most cases~ however, EMU provides a plausible reason to undertake the fiscal 
tightening that would be desirable in any case over the medium term to prevent rising iatios of 
public debt to GDP and to prepare for the burdens of population aging. 

Most of the EMU-elect or EMU-wannabe countries want to ease monetary policy, but are waiting 
for the Bundesbank to move. High debt countrie~. such as Italy and Belgium would gJt an 
additional benefit in the form of less pressure to e:xpand primary budget surpluses, as ~ny target 
deficit ratio could be achieved via more savings in debt interest and less tightening in the primary 
budget. The French may be focused more on the potential of lower interest rates to e~gineer a 
general decline in European currencies againstth€! doUar. 

The Bundesbank would probably argue that enough monetary easing is already in the pipeline and 
that furth(:r reductions in short-term interest rates would be counterproductive becaus~ they 
would raise fears offuture inflation and long-term interest rates. Long rates did, ho~ever, fall 
after the last interest rate cuts, even though the greater decline in the shorts steepened the yield 
curve. And it is hard to take the incipient inflation argument seriously. 

A more S!!rious argument against German monetary easing is the view that the combined effects 
of past interest rate cuts and the DM decline are equivalent to a large cut in interest dtes. The 
attached ]::'ed Monetary Conditions Index charts !;how a strong decline in the MCI sinbe spring 
1995, mainly because of the DM fall. Still, over half of the MCr change is now a yeat old, and 
one might expect clearer signs ofan upturn if this impact is really powerful. 

With regilrd to structural reform, France and Germany have' taken steps in the wrong direction 
recently with proposals to reduce the number of hours in the workweek and to lower the 
retirement age. What is needed are measures to reduce theeost of employing people, not raise it. 
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Effects on the United State!i 

U.S. exports would benefit from stronger European domestic demand growth, but any furrency 
depreciation in Europe would work iIi the opposite direction. The net effect of Europe1an 
monetary (:xpansion on U.S. output would be small. Lower U.S. import prices would help to 
hold down inflation. Given the current high U.S. c,utput and employment levels, the ndt effect of 
tight fiscal and easier monetary policies in Europe could be mildly beneficial. 

JGagnonlMI#jpneur 

/ 
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COMPARATIVE FORECASTS: TREASURY, IMF, OECD, FED, CONSENSUS 
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~~:.i .HIt: ~ .Esl.Q !&ruL... Inli:Ul lliE m;m .Esl.Q !:&ruh 
i.i~Q.~ro"'ltll· 

i;. S. 2.3% 2.2'1. 2.3% 2.2\ 2.4% 2.0\ N.A 2.0 2.1% 
.... .. 

... A..Japan 3.3 1.8 2.5 1.6 1.9 1,4 2.7 3.7· "l 1 
0&..", 

(.;el'ma.ny 1. 4' 2.0 2.5 2.2 2.4 2.2 2.4 2.6 2.2 2.5 
France 1.2 2.1 2.4 2.5 1.9 2.1 2.2 2.6 2..2 2.6 
ltilly 0.8 1.1 1.1 1.2 0.9 1.2 1.4 2.1 1.4 2.1 
UK 2.3 3.2 3.3 3.3 3. a .' 3.4 2.4 3.0 2.6 2.6 
Canada 1.3 2.7 3.2 3.3 3.0., 3.2 2.2 3.3 3.1 2.9 

G-7 2.1 2.4 2.2 2.2 2.2 2.2 2.5 2.1 2.3 
lIlU.atiQO (CPI '~ 

U.S. 2.9A 2.7 2.8% 2.9\ 2.7\ N.A 3.n 
Japan 0.1 1.8 1.3 1.1 1.2 0.8 0.5 0.9 

Germany 1. 5A 1.7 1.6 1. 5W 1.7 1.9 .1.6W 2.0 
Ft· ance 1.9 1.8 ] .5 1.8 1.6 1.9 1.8 1.9 
Italy 3.81\ 2.6 2.7 2.6 2.6 3.0 2.8 2.5 
UK 2.4 2.5 2.5 1 2.9 3.2 2.8 ", 2.9 1 3.5 

Canada 1.6 1.8 1.9 1.4 1.7 2.0 1.3 1.9 
~ ~ ~ ~ ~.u-i 2.2 2.3 2.3 2.2 2.3 J:..J:. I. • .I. I.,:;) 

Gurn;ot ACCQ\lot-lS bi 11 iPOlU 

.$, -$161 -$165 -$150 -$161 -$186 -$169 -S170 N.A -$161 -$207 -$166 

.}'1pan +65 +83 +68 +64 +90 +67 +116 +70 +125 +65 

Germany -20 -10 -16 -5 -20 -13 -1 -1 -20 -11 
France +17 +13 +19 +24 +21 +16 +13 +27 +21 +15 

Italy +42 +45 +52 +53 +24 +44 +45 +57 +17 +44 

UT: -2 -6 -8 -3 -6 -9 +6 -7 -7 -13 
Callada 1 +4 11 +2 +1 +4 +6 +3 +0 +4 

G-7 -59 -36 -33 -26 -76 -60 +16 -12 -71 -53 

E::xc lud08 r.l:)L"t']:'ge interent 
E ~ Estimate; A = Actual; F • Forecaot; W western Germany only 1995 PPP Weights 
D~-~~ber forecasts. (January 1997 for consensus). Treasury, IMF, and Fed forecasts sensitive. 
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SUBJECT: 
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SECRETARY RUB IN J 

DEPUTY SECRET.!\RY SUMMERS 

Timothy Ge i thner Ijftr\ . 

The Dollar 

few more thoughts on the dollar for 
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We believe in a strong dollar., That will always be our policy. We are pleased that the 
dolJar has been strong for some time now. . 

Our view is that exchange rates should reflect fundamentals, that over time they will adjust 
to fundamerltals, and that strong fundamental forces are largely responsible for recent 
developments.... I . 
This meeting will provide an important opportunhy to discuss the concerns expressed by the 
Japanese and German authorities about the recent movements in their currencies. A~ my 
central bank colleagues have observed on occasion, no country can afford to be indifferent to 
a sustained fall in its currency. 

This is something we will all have to continue to watch closely. 

An important part of our discussion on these issues will be efforts by the G-7 to strengthen 
the fundamentals for achieving sound, balanced, non-inflationary growth and open m'arkets 
and sustaining external imbalances at low levels. 
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.~ THE DEPUTY SECRETARY OF THETREASUR\ 

WASHINGTONVI 
r 

ACTION 

MEMORANDUM FOR SECRETARY RUBIN 

FROM: DEPUTY SECRETARY SUMMERS 

SUBJECT: Note to President Clinton and Vice President Gore 

ACT[ON FORCING EVENT: 


You requested that we prepare a note for President Clinton and Vice President Gore 
discussing 
the recent rise in the dollar's value. The attached memorandum discusses the factors 
underlying current exchange rates and the policy implications of these rates in the cdntext of 
macroeconomic conditions in the G-7. 

RECOMMENDATION: 


Send the attached memorandum to President Clinton and Vice President Gore. 


Agree __ Disagree_ Let's Discuss 


BACKG]ROUND: 


In recent meetings with the Vice President, U.S. automakers have expressed strong concerns 

- I 

about the recent rise in the dollar's value. Exchange rate issues were also discussed in President 
Clinton's recent meeting with Prime Minister Hashimoto of Japan. This memo provide~ 
background to help the President and Vice President understand Treasury's current stahce on 
exchange rate policy, as welI as the factors underlying the dollar's strength. 

ATIACHMENTS: 


Memorandum for President Clinton and Vice President Gore. 

/ 

cc: Assistant Secretary Lipton 



DEPARTMENT OF THE TREASURY•

WASHINGTON, D.C. 

sr.CRETARY OF THE .TREASURY 

MEMO~1DUM FOR 'PRESIDENT CLINTON· 

VICE PRESIDENT. GORE 


FROM: Robert E. Rubin 


SUBJEC'l': The Dollar's Recent Rise 


I thou9ht it would be helpful to discuss some of the issues raised 
by the dollar's appreciation over the last two years, par~icularly. 	 I 
given the concerns expressed by some u.s. manufacturers recently. 

Factor!1 Underlying the Rise of the Dollar 

The dollar's strength reflects a combination of factors, including 
a high degree of market confidence in our economic prospebts and 
pessimism concerning the outlook for Japan and much of Eu±:-ope. 

" f 	 mb' , I .• 	 Our remark a ble recent.econom~c per ormance, co ~n~ng strong 
employment and output growth with low levels of inflcktion, has 
naturally attracted foreign' investors to our financi~l 
m61rket s, increasing demand for the. dollar: 

Investors remain concerned about the pace of economi<::: recovery• 	 . I
in Japan and the weak condition of the financial system.

I 
Growth will slow sharply in 1997 as a result of tax increases 
arld expenditure cuts intended to reduce the budget dkficit. 

• 	 With slow growth, persistently highOlevels of unemPllyment and 
little threat of inflation, monetary policy in Europk is 
likely to remain accomodative. This has contributedlto the 
dollar's strength against European currencies. In aQdition, 
market uncertainty about the futur~ stability of theleuro has 
prompted flows out of the German mark and into the d0llar and 
other currencies as monetary union (EMU) approaches. 

• 	 The relative pace of fiscal consolidation currently underway 
in Japan and much of Europe has also contributed to the strong

I 

d()llar·. While we are attempting to cut our deficit by about 
1.5 percent of GDP over five years, Japan and many E~ropean 
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countries are proposing to cut their budget deficits by that 
amount in 1997. These budget cuts tend to weaken cur:rencies 

I.
through their effect on interest rates and domestic demand. 

These factors have been reflected in a widening of interejt rate 
differentials favoring the dollar over the last six month~. 

The Role of Exchange Rate Intervention 

Exchange rate intervention played a significant role in rererSing 
the dollar's fall in early 1995 1 but has not been a factor over the 
last ye;;lr. U. S. monetary authorities have not intervened d.n 
foreign exchqnge markets since August 1995, while there ha~ been no 
Japanes(: intervention since the first quarter of 1996. 

• 	 With u.s. encouragement, our G-7 counterparts in·Europe and 
.Japan ceased talking up the value.of the dollar last fall. 
The G-7 also shifted its public stance in February tolindicate 
that previous exchange rate misalignments had been corrected. 

Risks of: Overshooting 

There does exist a risk that the dollar will overshoot the value 
justifiE!d by fundamentals I particularly given market perceptions of 
the rela,tive strength of the U. S. economy. Our capacity tcl prevent 
or respond to a further appreciation of the dollar is restJicted 
somewhat by the desire· to maintain growth-oriented monetar~ 
policies in Europe and Japan. 

Impact of Recent Exchange Rate Movements 

Although the dollar has appreciated significantly from its 
extraordinarily low levels two years ago l this rise has been 
relatively modest compared to longer-teim trends. 

• 	 On a trade-weighted, inflation-adjusted basis, the dol[ar was 
only 5.6% stronger in April 1997 than its average valu~ 
between 1987 and 1996. 

More gen~:;!rally, a strong dollar is associated with several positive 
effects on the United States. 

• 	 A strong dollar increases consumer purchasing power ana helps 
to maintain confidence in our financial markets. 

• 	 A st:rong dollar helps to fight inflation and enables tfue 

http:value.of
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Federal Reserve to keep interest rates lower than otherwise. 
Rising interest rates tend to have a much broader ne~ative 
impact on economic activity than dollar appreciation! 

At this point, the dollar's rise does not seem to have imlosed a 
significant burden on the U.S. economy. I 

• 	 Trade data indicate that our exporters remain competitive on 
world markets. Exports in February were the highest Ion record 
and were 6 percent higher than a year ago. Capital goods 
exports are 7 percent higher year-to-date compared tJ 1996. 

.. 	. f f I·The most pesslmlstlc orecasts 0 our current account deficit 
are for a deficit of approximately 2.5 percent of GD~ in 199B. 
This is far smaller as a sha~e of the economy than oJr current 

, 	 I 

account deficit in 198', which reached 3.5 percent of GDP. 

I 
• 	 While the market shares of the Big Three automakers declined 

I 
du:dng the first quarter of 1997 as a result of stiffer 
foreign competition, all three still recorded signif~cant 
increases in profitability compared to the first quaJter of 
last year. U.S. automotive exports in the first two months of 
1997 are up nearly 12 percent compared to 1996. 

, 
Implications of the Yen's Fall 

While the magnitude of recent dollar appreciation is sign~ficant, 
there has been a much larger change in the value of the,y~n. The 
yen has ,depreciated nearly 25 percent in' inflation-adjuste1d, tra'de
weighted terms between the first half of '199~ and March 1~97. 

• 	 Treasury and Fed~ral Reserve forecasts indicate that the yen's 
depreciation, combined with weak domestic demand in Jilapan, 
will cohtribute to a substantial rise in the Japanese external 
surplus in 1997 and 1998. 

This underscores the importance of the message you conveyed to 
Prime Minister Hashimoto about the need for strong domest~c demand
led growth. A further decline in the y~n and the resulting 
increase in Japan's external surplus pose a much greater ~isk for 
the United States than the current strength of the dollar. 
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DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 

May 21, 1998 
INFORMATIONASSISTANT SECRETARY 

MEMORANDUM FOR DEPUTY SECRETARY SUMMERS 


FROM: Timothy Geithner, Assistant Secretary for International Affairs I\~ 


SUBJECT: Your Question on the Real Dollar Depreciation Needed to Reduce the 
. I 

Projected 1999/2000 U.s. Current Account Deficit below 2.0% ofGDP. 

The attached note by Brad Setser estimates that a real depreciation of around 25% in t~e second 
halfof 1998 would be needed to reduce the projected 2000 current account trade deficit below 
2.0% ofGDP. A depreciation of this magnitude would substantially increase the 1998 trade and 
current account deficits due to the J-curve, before generating rapid improvements in t~e trade and 

. I 

current aceount balances in the course of both 1999 and 2000. By Q2 2000, the annualized 
quarterly current account balance would be down around 2.0% ofGOP with further irriprovement 
con~inuing through the end of 2000. I 

A ITACHlV1ENTS: IMl Note on real dollar depreciation needed to reducethe projecteo 
1999/2000 Current A(:count deficit below 2.0% ofGDP. l 

CC: Lipton., Lundsager 



Brad Setser! IMl 
May 20, 1998 

Estimatt~d Real Dollar Depreciation Needed to Reduce the Current Account Deficit Below 
2.0% of 'GDP in 2000. 

IMl's baseline forecast assumes a relatively small, 0.75% quarterly, depreciation in the dollar's 
real effective exchange rate between the third quarter of 1998 and the end 'of 2000 (du~ to 
expected inflation differentials with Asian trade partners and some depreciation in the !nominal 
dollar). This small depreciation (The JP Morgan dollar declines from 112 in Q2 1998\ to '105 at 
the end of 2000) is insufficient to halt the deterioration in the trade and current account deficits 
until 2000, given expected U.S. and world growth rates.' Consequently, IMI's baselink forecast 

, 	 I 

predicts a 1999 current account deficit of3.1% ofGDP and a 2000 curren.t account deficit of 
approximately 3.5% of GDP in 2000. 

IMI used its trade model to detennine the magnitude of the one time depreciation needed to 
reduce the current account deficit below 2.0% in 2000, Given the deficit in the invest~ent 
income and transfers accounts, reducing the current account deficit below 2.0% implieJ reducing 
the goods and services trade deficit below 1.3% of GDP. The IMI model suggests thJt a one 
time depreciation of around 25% would be needed in the third quarter of 1998 in hrder to 
reduce thl! projected annual current account deficit in the year 2000 below 2.0%.2 A more 
gradual depreciation of the real dollar of the same amount would lengthen the expected 
adjustment process but ultimately produce the same result. [See attached chart). 

• 	 Tht! immediate impact of a depreciation would be a huge surge in nominal imports (and a 
small ~all. in nominal exports), as prices adjust bef~re v.olumes..A sudden ~5% \ . 
depreCiatIOn would be expected to produce a one hme Increase 10 the nom mal trade 
deficit ofnearly 1.5% ofGDP. 

• 	 It will take three quarters before such a depreciation reduces the trade deficit bel0w 
baseline projections. Consequently, such a depreciation would make the 1998 tr1de and 
current account deficits substantially worse. 

• 	 However, such a depreciation would generate substanti~l improvements in the trade 
balance relative to baseline projections in both 1999 and 2000 -- indeed, by the ehd of 
2000, the annualized quarterly current account balance would be well below 2.00)0 of 

---, 	 .' \ 

1 IM['s model assumes that U .. S real GOP will grow by 3.0% in 1998,2.0% in 1999 and 
2.0% in 2000; IMI's trade weighted world GOJ.> index is projected to grow by 2.1 % in 19~98, 
2.8% in 1999 and 3.5% in 2000. In these projections, GOP growth rates have been left 
unchanged to better isolate the impact of shifts in exchange rates. 

2A depreciation of 15% would reduce the estimated year 2000 nominal trade deficit to 
around 2.1 % of GDP, generating a current account deficit of around 2.7-2.8% of GDP). 



GDP. 

• Such large falls are consistent with the results of numerous studies which have indicated 
that current levels of the dollar imply growing current account deficits. 

A 25% depreciation in the real effective exchange rate is likely to require that the dollar 
I

depreciate against the yen and the euro by more than 30%. The dollar is not likely to depreciate . . 
by 25% against Canada and Mexico. 



Impact of Real Dollar Depreciation 

on U.S. Trade Balance 
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The Deputy Secretaryof the Treasury 

,I" 

May 12, 1998" 

TO: 	 Secretary 191bin 
OASlA J 

, .. 
.', See comments at ••." 

TabJe 1: w:arid ClU'Tent Account Balance: 

'This table is indeed troubling. Could OASIA give a 
plausible exchange rate scenario that would take it to 
2% ofGDP in 99/2000." 
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Tabre 1: World Current Account Balance 

,1996 1997 1998 1999 
For_..!''''''''''''I 

United States ·148 ·161 ·235 ·275 

Europe~m Union 91 114 118 120 

Japan 66 94 124 128 

Other Industrial Countries 11 ·5 -10 -5 ' 


Asian NIEs ·1 9 33 44 

Korea -24 -a 20 22 


Hong 1<on9 -2 ·3 -1 O. 
 I
Taiwan t1 6 .5 e 
Sl1'I9::tpote 14 14 9 14 

J 

. :12 Asian Emerging Markets ·40 30 35 '..I e;Sn"'I81$ ! 
Latin Aml:rrca -39 ·65 -70 ·70 ''''' E "Imtl" 

Africa -10 ·8 -10 -10 tMF 

Middle East i 3 -10 0 IMI estim.", 

Countries in Transition ·19 -20 ·26 -30 IMF 

Total -82 -5~ -56 ·63 SumQIACXI"" 

All forecasts are preliminary and contain a large margin of error 
Note: IMI forealsts significantly larger current s(X:OlJnt surplus In Asian emerging markets than IMF 

Note: 111.11 forecasts larger CUlTent account deficit in the Middle Easllhsl'l the IMF due to lower oil prices 

Note: IMF forecasts that Latin CI.I(tent aCCQunt deficit wilr sllrlnk In 1998, IMI foreeasts a $mall inere:ne 

10-, t.;b:;/~/4 . 1 . _ I 
'D. l..S ~6\a t.f"' '\.~ t~vbltr Gv d c»'JS/):i ft v-e ~ /If&-S,11.Q. 
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SUBJECT-. 	Your Question on the Real Dollar Dellreciation Needed to Re~uce the Current 
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