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Movements in major international exchange rates are of
particwlar importance for Australian commaodity exports because
such changes will influence economic activity in the United
Srates, Japan and Germany and can therefore impact on demand
for Australian conunadities. In addition, the majority of
Australia’s contracts for commodities are in US dollar terms.

Changes 1o fiscal and monetary policies in the United States,
Japan and Germany are likely to have accounted for a significant
proportion of the movements in international exchange rates in
recent years. The possible impact of the US budget deficit
reduction program, the implementation of Japan's announced
fiscal packages, and German fiscal measures to comply with the
Maastricht treaty requirements on the major international
exchange rates are investigated in this paper.
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1. Introduction

The US dollar has depreciated sharply against the Japancese yen and, to a lesser extent,
against the German deutschmark in recent years, reaching a record low inearly 1995before
rising slightly in mid-1995. Movements in international exchange rates are of particular
importance for Australian commodity exports because such changes will influence
economic activity in the United States, Japan and Germany and can, therefore, impact on
demand for Australian commodities. In addition, movements in the US dollar are also
important as the majority of Australia’s contracts for commoditics are in US dollar terms,
The sharp depreciation of the US dollar in recent years and the subsequent appreciation
since mid- 1995 means that an assessment of the short and longer term prospects for the
US dollar is now essential.

The main purpose in this paper is to examine the impact of likely economic policy ¢'sanges
in the United States, Japan and Germany on the US doljar, the yen and the deutschmark
over the remainder of the 1990s. The results of this investigation may be useful to improve
ABARE's assessments of exchange rates and economic conditions in the United States,
Japan and Germany in the short and longer term,

The remainder of the paper is set out as follows. In section 2, developments in the
international exchange rates over the past few decades arc outlined. In section 3, we discuss
the various factors which caninfluence real exchange rates and review recentdevelopments
in these factors in the United States, Japan and Germany. The modelling framework used
inthis research is described in section 4 and the results from shocks consistent with possible
developments in key factors are presented. Concluding points are then discussed in section
3.

2. Recent developments in international exchange rates

After moving around a downward trend during the 1970s, the US real effective exchange
rate (REER) — that is, the trade weighted nominal exchange rate adjusted for the trade
weighted differential between the inflation rate inthe United States and its majortrading
partners — rose sharply by around 42 per cent in the mid-1980s (figure 1). After a
downward adjustment of around 26 per cent in the Jate 1980s, the US REER has moved
around a relatively flat trend in recent years and is currently around 18 percent lowerthan
18 level of the early 1970s.
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Figure 1: Reabeffective-exchange rates
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In contrast, the REER of Japan moved about a flat trend during the 1970s before
appreciating gradually in the late 1980s. In recent years, Japan's REER has continued to
strengthen following a sharp drop in 1990. As a result, Japan's REER is currently around
39 per cent higher than its level of the early 1970s. Germany's REER has moved sharply
about an upward trend throughout the past few decades and is currently around 13 percent
higher than its level of the early 1970s. In nominal terms, the yen and the deutschmark
have appreciated by around 77 per cent and 62 per cent respectively against the US dollar
since the early 1970s (figure 2).

3. The influence of changes in economic policy

While many factors contribute to day to day movements, key changes to-economic policies
in the United States, Japan and Germany are likely to account for a significant proportion
of the longer term movements in intemational exchange rates, In particular, changesin
fiscal and monetary policies in these countries could contribute to the significant
movements in the exchange rates of these economies in recent years.




i

RE CONFERENCE PAPER 96.1

Figure 2 US dollar exchange rates
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Devetopments in fiseal and monetary pohicies are likely t continue to have an influence
on the US dollar, the yen and the dewtschmark over the remainder of the 1990s, Other
factors which have been found 1o have an influence on real exchange rates in the fonger
term include 1 long term change in the productivity growth of economy and a reduction
in barriers to trade between countries (Haieh 1982; Marston 1987; Bergstrand 1991; Bell,
Bartley and Sterland 1993). The relocauon of labour intensive industries in the OECD to
developing regions such as the Asian economics may also contribute to movements in real
exchange rates over the longer term.

However, the focus in this paper is on the influgnce of changes in economic policies inthe
United Suites, Japan and Germuany over the medium and Tonger term, and, so, these other
possible influences dre not diseussed.

3.1 Fiscal policy

Loose fiscal policy will, in the shortierm, increase domes
domestic savings. This will place upward pressure on domestic §
those in other countries, and the exchange rate will appreciate.

tic demand forcapital and reduce
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A teteriorinon t the ctrrent socount can it inflience the exehinnge mte in two ways.
First, the direct impact of a change tn absorption (private and pabibie consumption and
investiment) relasve to GUOP, ahserved vin changes i the teade deficit relative to-GDP, is
to shift the real exchange rate i the same duection. A deteromtion m the trade defien
relative (o GDP will be associted with werensed demand for non-teaded goads in the
economy wiich will lead to g rise 0 the price of non-traded goods relative to traded goods
e fhat a8, 2 pise i the real oxeliange rare (Sakey 1959, Howsver, the current aecount
balance enn also fluence the exchange rale tirough expectations. For example, of there
is an expectation of a futwre deteroration in te cugrent aceount deficit, finarent markes
may fuctor o osh premuim inte the value of e conntry’s carrency, plcing downward

pressure on the exchange rate

Fiseal polivy in the United States
Fiseal pohicy m the United States was Joosened substantially in the mad-1980s and early
§990s (figure 3) The structurs) budget defient (that 1s, the actual budget fess the effects of
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cychcal deviations of output from: pqtenual outpot;

to 3.9 per cent of GDP when the US econom 8 o ,
Reinhart (1991) found that the fiscal expansion in thc Um(cd States in the mid:1980s
contributed to the sharp real appreciation of the US dollar at that time. In recent years,
strong private sector growth and the Clinton administration’s initial deficit reduction
package (the 1993 Omnibus Budger Reconciliation Act) have resuited in-areduction in the
US budget deficit to around 2.5 per cent of GDP in 1994 and 1995 (QECD 1995).

Over the medium term, the US Congress is planning to further reduce the budget deficit
to achieve a surplus by 2002. The Congress plan involves a series of spending cuts
amounting to $900 billion over the < _ven year period from 1996, which will more than
offset the impact of proposed income tax cuts of $245 billion (Congressional Quarterly
Weekly Report 19951, The majority of the reduction in the budget deficit is planned to
nriginate from cuts to spending on health and education programs.

While the details of the plan and the timing of the spending and tax changes have not yet
been finalised, it is likely that less than one-third of the spending cuts would occur before
2000 (The Economist 1995), Given that the derails of the plan have not, as yet, been agreed
between the US President and Congress, some change to the final estimates is possible —
in particular, the mcome tax cuts eventually agreed on could be less than the $245 billion
currently proposed.

Fiscal policy in Japan

In Japan, fiscal policy was gradually tightened over the 1980s, with the structural budget
balance falling from a deficit of 5.4 per cent of GDP in the late 1970s to a surplus of 2.0
percentof GDP in the fate 1980s. In recent years, however, a prolonged period of economic
weakness and repeated government attempts to stimulate demand have pushed the
structural budget deficit to around 2.8 per cent of GDP in 1995 (QECD 1995).

The Japanese government has introduced six separate fiscal stimulus packages, amounting
to around ¥62 trillion, or 13 per cent of GDP, since mid-1992 (table 1), The first two
packages, announced in August 1992 and April 1993, focused mainly on public works,
but also attempted to sx‘imulate private invcstment thmugh ‘i‘nc"reased' 'pre aion of loans.
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Table 1: Japan?

ZDate.of aﬁnﬁmcement Vtrillion %orGl)l‘
August 1992 10.7 23
April 1993 13.2 28
September 1993 6.2 1.3
February 1994 153 32
Aprit 1995 2.1 0.4
September 1995 142 30

medium sized firms, and also involved substantial land purchases. The latest two packages
announced in April and September 1995, focused mainly on increasing general public
investment, further land purchases and on reconstruction following the Hyogoearthquake.
The damage from the Hyogo carthquake is estimated to have been around ¥10 trillion, or
0.8 per cent of Japan's capital stock (OECD 1995, p. 50).

Over the medium term, Japanese fiscal policy 1s expected to be tightened gradually
(Ministry of Finance 1995). In line with this, the Japanese govemment has announced that
the income tax cuts introduced in the February 1994 fiscal package will cease in fiscal year
1997. In addition, the consumption tax rate will be increased by 2 percentage points to 5
per cent at that time (Ministry of Finance 1994). However, on the expenditure side, the
government announced in late 1994, a ten year public investment plan of ¥630 trillion over
the period from fiscal year 1995 to fiscal year 2004 (Ministry of Finance 1995). The aim
of this program is to increase public investment spending from its current level, and the
average level of the 1980s, of around 8 per cent of GDP, to around 9.25 10:9.5 per cent of
GDP.

Fiscal policy in Germany

In Germany, fiscal policy expanded following the reunification of east and western
Germany in 1990, In order to restore fiscal stability, Germany has implemented, over the
past five years, deficit reduction measures that have averaged over 1 per cent of GDP a
year. As a result, the German structural budget deficit has eased from 4.9 per cent of GDP
in 1991 to around 1.8 per cent of GDP in 1995 (OECD 1995).

In the short term, German ﬁscal:polﬁi,cywis»cxpectcd’ tob_ccome.:sligh;.)yWStimulatofy'as.sa‘rresul,t;




per person from January 1996 (German Institute for Econor
measure is expected to reduce government revenue by around DM19 billion a year.

A reduction of the budget deficit toward pre-unification levels is expected to oceur in
Germany over the remainder of the 1990s (IMF 1995). Under the Maastricht treaty, the
leyel of general government debt must be reduced to 60 per cent of GDP (IMF 1995, p.
29). Gross government debt is estimated to be around 58 per cent of GDP in 1995 (QECD
1995). In line with this, the German government has announced plans to reduce
government outlays from the current level of 49 percent of GDP, back to the pre-unification
level of 46 per cent of GDP by 2000.

3.2 Monetary policy

A monetary expansion will, in the short term, lower domestic interest rates relative to those
in other countries. Net capital inflow will decrease, placing downward pressure on the
exchange rate. The exchange rate will depreciate and ‘overshoot” downward until the
expected recovery in the exchange rate is sufficient to compensate investors for the lower
interest rate. In other words, a monetary expansion, or a reducton in domestic interest
rates relative to those pverseas, will result in & depreeiation of the real exchange rate inthe
short term, other factors unchanged. In the longer term, monetary policy is widely seen to
be neutral with respect to real variables (such as the real exchange rate) because the effects
of changes in monetary policy are eventually offset by a permanent change in the price
level (Dornbusch 1976).

The United States tightened monetary policy following the 1991 recessionin orderto avoid
any significant increase in inflationary pressures as the economy strengthened. In recent
months, US monetary policy has been eased as evidence has emerged of a slowing in
economic growth and moderating price pressures (JP Morgan 1995, p. 28). The economic
recovery in Japan and Germany has lagged that of the United States and, hence, Japan and
Germany have continued to ease monetary policy in recent years,

The United States and Japan do not set explicit long term targets for monetary supply or
inflation. However, both countries generally aim for low and stable inflation rates and in
the case of the United States, the Federal Reserve Bank tightened monetary policy in the
early 1990s when there was evidence of inflation rising above 2=3 per cent. In-contrast,
the German Bundesbank has an announced inflation target of 02 per cent and adjusts
official interest rates in order to maintain inflation within this range (IMF 1995)




In this paper, o dynamic macrogconomic model of a multiregion world economy,
developed by MeKibbon and Snehs (1991), is used for the policy simulaions. The MSG
model (McKibbon Sachs Global model) solves for o full interemporal equilibrium in
which agents have sational expectasions and foresight of future vagiables, That is, the model
is able to aceount for the Tong run effects of short run policy ehanges. This is 4 particularly
useful feature when evatnaung the impact of likely changes in cconomic policies on
exchange rates. The model ealibrasion process uses 1992 base with dat updated 1o 1994
This means that the wnpact of any policies announced in 1994 or curlier may already be
included in the model data set.

The basse theoretcal framework of interdependence between international exonomices used
it the MSG madel s that developed by Mundell (1963) and Fleming (1962). However, the
basie Mundefl-Flemng model has been extended o allow for dynamic effects of policies,

sueh as the long run effects on trade deficits of a fiscal eontruction. The MSG model also
meludes price and wage dynamics, alfowing for output and exchange rate changes 1o feed
back tnto the cconomy (McKibbon and Sachs 19913,

Tn the model, it is assumed that cach ecountry produces one tradable good that is an
imperfect substitute for every other country’s wadable good. Real exchange rates are
defined as the refative price of domestic to foreign goods, sueh that when the real exehange
rate depreciates, foreign goods become more expensive relative to the domestic good. A
real exchange rate depregiation therefore causes a shift away from foreign goods toward
domestic goods, thereby boosting aggregate domestic demand. Capital is perfeetly mobile
in the model und movements in current exchange rates are determined by changes in
cxpucmd future imem«;& rate ¢ i;{»‘i”ermniah; and l!m wng run rcml cxahang«:rmez.‘\h’ith rmimwi
Ammugh thg afmm is smaller the i,m,mc.r off in .thc future dm ml«mxpamdﬂhdngﬁ in pmlmy
is thought to be (MeKibbon and Sachs 1991). The government budgetary account is time-
consistent in that present budget deficits must be offset by futare discounted budget
surpluses.

Simulations of recent fiseal and monetary policies introduced in the US, Japanese and
German cconomies and planned future policy changes were unde j‘kcn and _jw‘:pnwbm
mﬂuunm onthe US dmm the y:.n md tlm daut:,cium:k WK :
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directly by considering recently announced ¢ dngcs in government spending :
(relative to GDP) and actual recent movements in officialinterest rates inthese economies.
The results from these simulations are discussed below and reported indetail intables 2-4,

4.1 The impact of the US budget deficit reduction program and- rccent
monetary policy changes

While the stance of fiscal policy has remained relatively unchanged in the United States
in 1995, with the siructural budget deficit remaining around 2.5 per cent of GDP and
general government outlays constant at 33.5 per eent of GDP (QOECID 1995), the direction
of monetary policy has changed. The US Federal Reserve Bank significantly tightened
monetary policy in early 1995 before easing slightly Jater in the year. As a result, the US
federal funds rate was around 1.5 pereentage points higher at the end of 1995 than a year
earlier. This was modelled in MSG as a reduction in the money supply in 1995,

A proposal before the US government to reduce its budget deficit 1o achieve a surplus by
2002 was announced in detail in 1995, This was modelled as a contraction in US
government consumption over the seven year period from 1996, Account was taken that
around two-thirds of the cuts to government spending are not expected to oceur until after
2000 (The Economist 1995). In this modelling simulation, government copsumption was
reduced by $75 billion a year aver the four years from 1996 to 1999 and by a further $200
billion a year from 2000 to 2002. The planned decrease in income taxes was modelled as
a change in houschold income taxes equivalent to $245 billion over the period from 1996
to 2002,

The model results suggest that given developments in monetary and fiscal policy in 1995,
if the US government does succeed in reducing its budget deficit over the medium term.as
announced, then the deerease in government demand and the decline in government
borrowing would lead to an immediate decrease in domestic demand and a fall in interest
rates inthe United States (table 2). US GDP could be around 0.2 per cent lower i the short
term than would otherwise be the case, but rise in the longer term in response to lower real
interest rates and a lower real exchange rate (figures 4and 5). US-GDP gradually stabilises
over the longer term at around | per cent higher as a resultof the fiscal package.

The decling in demand leads to a small improvement of around 0.3 per cent of GDP in'the
US trade balance in the short term and slightly farger improvement of 0,6 per cenl ¢

»

in the medium term. The lower real interest rates and reduction in governme




Table 2: US fiscal and monetary policy simulation results

1995

| RealGDPa -0.08
Inflations 0:05

1 Privatcinvestmenta -0.13
Privateconsumption a -0.43
| ‘Reallongterminterestrate b ~0.24
| Tradebalance 0.1
| Realefiective US$ ¢ -0.99

i Real effective I¥ ¢ 0.86

edleffective DM« 036
135
141

1996

~0L15
0.26
004
0.38
~0.52
0.26
-2.70G
1.51
046
3.33
333

1997

-1 14
020
fm
034

D54
0.26

~240
129
045
3.20
22

1998

-0.03
024
008
036

-0.56
025

~235
122
045
338
344

1999

0.10
042
0.12
0.33
-0.61
0.26
-2.70
191
0.54
422

4.15

~1.05
046
017
0o3
-0.82
.55
~4.19
198
070
518
533

2001

-0 69
-£1.81
D26
022
~{78
049
~-1835
1.72
064
1M
4.1

022
0.14
033

-0.38

113
045
0.30
0.78
-025
-0:08
~0.51
R
0.06
-054
-0.57

2005

083
026
023
0.65

-0.17

~009
~0:07
0.00
001
-0.78
~076

1 “Devistion frenvihe basélineas apercentage ol GDE b absolute-deviation from the bascline ¢ Percentage desintion fromithe haseline
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result in lower capital inflows which depreciate the real value of the US dollar. The US
REER declines by around 1.0 per cent immediately and continues to depreciate over the
medium term (figure 5). As the impact of the spending cuts falls relative to GDP, the REER
would gradually rise to be around 3.1 per cent lower than would otherwise be the case in
2002 and largely unchanged in the Jonger term.

Figure 5: US fiseal and monetary policy simulation (% devintion from base)
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positive but largely insignificant, with output growth in both Japan and Germany inereasing
only slightly over the seven year period. The initial reduetion in US GDP dampens growth
in GDP in ather cconomies in the short term. However, in the medium and fonger termy,
given the importanee of the US economy in world capital markets, the reduced inflow of
enpital into the United States comributes o a global reduetion in interest rates which
strengthens world growth. Henee, the timing of the change in fiseal policy wonld be erueial
for the magnitde of the transnussion of this poliey to other countries. This is beeause of
the timing of the decrense n imterest rates in the rest of the world (as a result of a fall in
caprtal inflow requirements to the United States) and the effeets on world output of the
adjustment path of US economic growth,

US inflaton rises shightly (by less than 0.5 percentage panis) in the shorf erm due to an
ingrease in tmport prices reflectung the depreciation of the US dollar, before falling over
the medwm erm. These results for inflation depend, of course, on the relative timing of
the proposed income tax and spending cuts. For example, a et in income taxes and the
associated rise in domestic demand would, in the model, only begin 1o transiate into  rise
in inflavon after several years. Inllation initially falls doe to lower import prices associated
with an appreciation i the real exchange rate (McKibbon 1993). Similarly, the reduetion
in inflavon assacited with a cut in government spending would be delayed by severn)
yeurs after the spending cut. Hence, if the praposed US income tax euts were to be largely
introduced early in the defien reductien program and the spending euts ware delayed until
toward the end of the program, then some upward pressire on inflation could result afier
several years into the program.

4.2 The impact of Japan's fiscal packages and monetary policy changes
As diseussed in section 3, both monetary and liseal policy in Japan have been eased in
1995 in an atempt wo stimulate private sactor aetivity, Monetary policy in Japan was eased
throughout 1995, such that the official discount rate was around 1.25 pereentage points
fower at the end of 1995 than a yeur earlier. The impact of this reduetion was madelled as
a change in the Japanese money supply.

The cessation in 1997 of income tax euts introdueed in 1994 and extended in 1995, and a
vise in the consumption tax rate in 1997 are also Jikely to have some impaet on the value
of the yen, These tax ehanges were modelled as o deeling in honsehold income taxes,
equivalent to 1.3 per cent of G, in 1995 and 1996 and a rise of 2 percentage points in
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the value added tax rate in 1997. The April 1995 fiscal package and ¥2.1 trillion of the
September package (Salomon Brothers 1995) were 1arg¢ly‘innrcsponse 10 the Hyogo
carthquake. It is assumed that the impact on the Japanese cconomy of the earthquake will
be offset by the measures contained in these packages and by the response of the private
sector to the increased demand for capital for reconstruction. The remaining expenditure
measures in the September 1995 fiscal packape are modelied in the MSG model s an
increase in government investment relative to GDP. It is assumed that the increase in
government spending is spread evenly over the remainder of 1995-96 and 1996-97 fiscal
years. The results for the combined simulation of the tax changes and government
investment increase for Japan are reported in table 3

With an easing of monetary and fiscal policy in 1995, the real value of the yen falls by 0.9
per cent in 1995 before rising in 1996 due to an increase in real interest rates, as the private
sector anticipates the announced risc in the consumption tax rate in 1997. Once the income
tax cuts and the government spending stimulus cease in 1997, the real value of the yen
declines. In the longer term, the model results suggest that the yen would remain around
4.7 per cent lower in real terms, than would otherwise be the case (figure 6).

While the increase in government spending leads to arise in real short term interest rates
in the short term which reduces private sector investment, Japanese GDP rises by 0.2
percentage points initially with higher government spending and private consumption. In
the longer term, GDP returns to around the level it would otherwise have been.

Figure 6: Japanese fiscal and monetary policy simulation (% deviation from base)
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| Table 3: Japan fiscal:and monetary policy simulation resuits

1995 1996 1997 1998 1999 200 2001 2002 2003 2004 2005

Real GDPa 0.22 -0.01 -0.08 ~0.04 -0 oM o0 0.04 00 007 .08

Infationd 0.21 4.11 ~-142 -0.22 oM -002 003 -0.04 -0.04 ~0.04 305

. ‘Privateinvestment a ~-0.38 -1.23 0.13 020 019 0.18 0.18 0138 0.18 0.18 0.19

- Private consumption a 0.30 157 ~-1.63 -1.67 -1.63 ~-1.58 -1.353 ~1.47 ~1.4% -1.35 -1.28

Reallong termeinterestrateb  0.36 180 ~0.29 -0.36 <035 ~0.34 -0.34 -3 -0.34 -0.35 -0.35

Trade balance s 0.08 -0.93 106 1 1.06 (RE] 098 094 .90 087 0:383

Real éffective USSc -0.09 -0.58 112 114 089 089 084 0.31 0.79 077 074

1 Realeffective J¥ e -0.88 5.66 ~6.85 -6.79 -6.16 -378 ~332 -5.31 ~5.12 ~4.92 -4.71

| Realeffective DM ¢ 012 0.08 0.43 048 0.46 042 038 036 0.35 0.35 036

| ussrc 091 0.82 -7.37 ~125 -6.74 -6.39 -6.12 -3.88 -5.65 =542 -5.18
a D’ei;f:'xtibu fromthe baseline as 3 percemzge of ﬁDP;h Absolute-deviation from the baseline. ¢ P age de from the bhasel ’ v
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The model results suggest that inflation in Japan could rise in the short term as aresultof
the monetary and fiseal policy changes. However, this is a once-off increase which is
reversed in the following year and there is no significant impact on inflation in the longer
term from the fiscal policy changes.

If the Japanese government continues to expand government investment over the medium
term, according to its announced public investment plan for the period from fiscal year
1995 1o fiseal year 2004, then some upward pressure on the value of the yen could remain,
While very hutle is known about the timing of measures (0 be introduced under this plan,
if the level of public investment spending rises from its current level of 8 per cent of GDP
to average around 9.25 per cent of GDP over the period from 1995 to 2004, then the real
value of the yen could be up to 40 per cent higher in the long term than would otherwise

be the case.

4.3 The impact of German fiscal and monetary policy changes

As in the case of the United States, the stance of fiscal policy in Germany has remained
relatively unchanged in 1995, with the structural budget deficit remaining around 1.8 per
centof GDP and general government outlays constant at 49 percentof GDP(OECD 1999).
However, the Bundeshank significantly eased monetary policy throughout 1995, with the
discount rate around 1.0 percentage points Jower at the end of 1995 than a year earlicr,
This was madelied in MSG as an increase in the money supply in 1995,

In 1996, German fiscal policy is expected to become slightly stimulatory as a result of
substantial income tax cuts which are unlikely to be fully offset by the German
governmerit's deficit reduction measures. The introduction of an annual tax-{ree threshold
of DM12095 per person from January 1996 was modelled in MSG as a permanent
reduction in the houschold tax rate. The reduction n the tax rate consistent with the
expected decline in government revenue of DM 19 billion a year is estimated to be around
1 percentage point. Over the medium term, the German government has.announced plans
to reduce government outlays from the current level of 49 per cent of GDP, back to the
pre-unification level of 46 per cent of GDP by 2000, This was modelled as areduction in
government spending cquivalent to 3 per cent of GDP over the period from 1995 10:2000.

An casing in monetary policy in 1995, combined with the announced fiscal policy
measures, would result in an immediate decline in thie real value of the deutschmark of
around 2.0 per cent (figure 7). While the reduced houschold tax rate would raise domestic
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demand and real interest rates and hence increase the real vidue of the dewschmark crefer
o MeKibbon 19933, this 15 more than offset by the negative impact on the dewsehmark
of the monetary policy easing and the government spending reductions. Qver the longer
term, the real value of the deutschmark would continue to decling to be around 4.7 pereent
lower than would sihierwise be the case.

Given the increase in domestic demand following the income tax cuts, GDP in Gennany
would mimally strengthen belore declining over the medinm term in response 10 higher
renl interest rates and lower government demand (table 4, figure 8). In the longer term, thi
mode! results indicate that German cconomic growth would stabilise around 0.2
percentage points lower than would otherwise be the case. German inflatien is likely 1o
incrense by less than 1 pereentage point in the short term as a result of the chunges in
monetary and fiscal policy and, lienee, is not likely to necessitate atightening of monetary
policy to maintain inflation within the Bundesbank's target rangé of 010 2 per cent

4.4 The impact of combined G3 economie policies

The combined effect on inemati il exehange rates of ehanges in fiseal and monetary
poliey in the United Stotes, Japan and Germany is of considerable interest as n couniry
‘cxchzmgc, FULes Wre mﬂuuwcd nnt m)ly by dwdup:m:xm within (l)c:i! QWN au::m,;my, l;\m
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effective exchange rates of combined changes in fiscal and monetary policy is presented
in figure 9.

Given the overwhelming magnitude of the change in the Japanese real exchange rate from
the simulation of Japan's ten year government investment package and the lack of
information on the tinung of these measures, inclusion of this package inan overall analysis
of policy changes in the United States, Japan and Germany could present a misleading
picture of the timing of future changes in international exchange rates. Hence, analysis of

s

Figure 9: Combined impact of fiscal and monetary policies (% deviation from base)
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the combined economic policies of the United States, Japan and Germany
excluding the effects of this package.

It is important 1o note that the simulation results are intended to be a broad indicator of
direction of change of international real exchange rates as a result of economic policy
changes over the medium and longer term. In any given year, factors other than monetary
and fiseal policy, such as those discussed in section 3 and shortterm influences onexchange
rates such as financial market concern about the timing and extent of changes in-economic
policies, could have an influence onthe US doliar, yén and deutschmark.

The model results indicate that in the short term, fiscal and monetary poliey measures in
the United States, Japan and Germany could result in a lower real value of the US dollar
and deutschmark and a higher real value of the yen than would otherwise be the case.
However, as the fiscal stimulus in Japan eases in the late 1990s, the real value of the yen
is likely to decline. The US real exchange rate is likely to appreeiate to be higher 'n the
longer term than it would be in the absence of the fiscal policy changes. This rise inthe
real value of the US dollar reflects a decline in real interest rates in Japan and Germany
relative to those in the US. The simulation results indicate that against the yen and the
deutschmark, the US dollar could appreciate, in nominat terms, by around 6 percent over
the longer term.

For economic growth in the United States and Japan, the mode! results indicate that
changes in monetary and fiscal policies are likely to reduce economic growth in these
countries in the short termbefore strengthening in the longer term (figure 10). US economic
growth could be up to 1.6 percentage points higher in the longer term as a resultof the
tightening of fiscal policy undertaken in the United States, Japan and Germany over the
medium term. In Japan, economic growth in the longer term could be up to 0.2 percentage
points higher as a result of the tightening of fiscal policy undertaken in the United States,
Japan and Germany, In Germany, economic growth could decline by up to 0.8 percentage
points over the medium term-as a resuit of the tightening of fiscal policy undertakenin the
United States, Japan and Germany but islikely to strengthenin thelonger term tobe slightly
above the level it would otherwise have been.

5. Conclusion

‘This paper has examined, using a dynamic globai macroeconomxc model, the

recent ﬁscal and monemry pohcy changcs onthe L
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Figure 10: Combined impact.
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and the likely influences of developments in these policies over the medium to longer term.
Movements in international exchange rates are of particular importanice for Australian
commodity exports as such changes will influence economic activity in the United States,
Japan and Germany and can therefore impact on demand for Australian commodities. In
addition, movements in the US dollar are also important as the majority of Australia’s
contracts for commedities are in US dollar terms. The results of this investigation may be
useful to enhance ABARE's assessments of exchange rates and economic conditions in
the United States, Japan and Germany in the short and longer term, and hence, could lead
to improved forecasts of demand for agricultural and resource commodities.

The analysis undertaken in the paper suggests that while the yenwill initially remain higher
in real terms than would be the case in the absence of fiscal and monetary policy changes,
the US dollar and the dentschmark are likely to be lower than would otherwise be the case.
Over the medium term, fiscal policy is likely to continue to be 2 *k'c:}’ influence on
movements in international exchange rates. The model results indicate that atightening of
fiscal policy over the medium term via a reduction in government spending i ‘
States and Germany and an increase in the consumption-tax rate in Japan-could:result in
lowerreal exchange rates for these.economies. However, the US realexchange rate

policy changes.

2
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Wh¢n the policy x:}'\dngc is phased. in, a4 ; jger
reduction program, the timing of the changc in ﬁsmi policy is crumal forthe: magmmde
of the transmission of this policy to other countries. This is because of the relative timing
of the change in interest rates in the rest of the world and the effects on world-output of a
change in US output. In the case of the United States, the timing of the relative reductions
in income taxes and government spending are crucial in the implication for inflation in the
US economy. If the propesed US income tax cuts were introduced early in the deficit
reduction program and the spending cuts were delayed untiltoward the end of the program,
then some upward pressure on inflation could result over the medium term.

In Japan. announced tax and government spending changes are likely to be the key
influences on the yen over the medium term. These fiscal measures are estimated to lower
the real vajue of the yen over the medium to longer term, However, if the government
continues to expand government investment according to its ten year plan, then some
upward pressure on the real value of the yen could remain over the medium term. In
Germany. an easing of monetary policy is likely to depreciate the deutschmark inreal terms
in the short term. more than offsetting upward pressure on the deutschmark arising from
lower income taxes. Over the medium term, the real value of the deutschmark is likely to
remain lower as a result of a tightening of fiscal policy through a reduction in govemment
spending.

Overall, movements in international exchange rates are likely to be influenced substantially
by changes in fiscal policy in the United States, Japan and Germany over the medivm term.
As the details of most of these policy changes have already been announced, the modelling
of the impact on exchange rates can be undertaken. However, a useful extension of this
research would be to expand this analysis to other economies which are a significant market
for Australia’s commodity exports, particularly the Asian econemies. In such an analysis
the impact on exchange rates of other factors such as changes in relative productivity
growth, the movement of capital to developing economies and a reduction in trade barriers
could became significant influences on international exchange rates.
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