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Interrelationships between exchange-rate behavior and trade-policy
issues have gained much public attention. Many economists expected
that flexible exchange rates would reduce protectionist pressures. How-
ever, there have been frequent charges that an alleged overvalued dollar
has been exacerbating the recent U.S. recession. Such concerns have led
to numerous proposals for trade restrictions. '

Initial sections of this paper briefly review the long history of economic
analysis on these issues. The authors cite the impossibility of accurately
estimating equilibrium exchange rates as the most fundamental difficulty
in evaluating exchange-rate performance and its implications for trade
policy. Section IV shows that resource-reallocation costs of exchange-rate
fluctuations have not been nearly so great as many early critics of floating
had feared. Section V focuses on macroeconomics. It questions assertions
that the dollar is overvalued, that its overvaluation is a major cause of
trade-deficit and domestic employment problems, and that heavy offi-
cial management of the dollar would be a useful strategy. °

" 1. INTRODUCTION

Over the past several years, considerable public attention has focused on the
interrelationships between exchange-rate behavior and tradgpolicy issues. There
have been frequent charges that the dollar’s alleged overvaluation has been a major
cause of the recent recession’s depth in the United States. Some have even argued that
adopting floating exchange rates has undercut the relevance of traditional
international-trade theory. Such concerns have stimulated numerous policy pro-
posals. Some have advocated heavy U.S. intervention in the foreign-exchange mar-
ket. Others have urged placing political pressure or even adopting retaliatory mea-
sures against countries like Japan in response to perceived beggar-thy-neighbor
exchange-rate practices. Furthermore, the dollar’s alleged overvaluation has been
used as an additional rationale for adopting protectionist measures to aid particular
domestic industries, such as autos and steel.

While the visibility of exchange-rate-related aspects of trade policy has increased
greatly in the United States in recent years, analysis of such issues has a long history.
A most important objective at the Bretton Woods conferences was to create a post-
war international monetary structure with an exchange-rate system which would
help promote liberal trade policies. The hope was to reduce the probabilities of
repeating the disastrous 1930s trade wars. For a considerable time, the Bretton
Woods system was highly successful in meeting this objective. As the post-war period
progressed, however, the exchange-rate regime of the adjustable peg adopted at
Bretton Woods became increasingly brittle. Countries gradually began adopting
trade restrictions to protect their fixed exchange rates, a major purpose of which had
been to promote liberal trade. This gradual transformation of exchange-rate fixity
from a means to an end played an integral role in the malfunctioning and eventual
breakdowz of the Bretton Woods system.!




Meanwhile, economists had devoted considerable attention to ways in which
floating exchange rates would influence trade policies. The pessimistic view held
that floating exchange rates would lead to a breakdown of international economic
cooperation and a repeat of the 1930s trade warfare. Fortunately, despite the addi-
tional pressures of the oil shock, this pessimistic scenario has not come to pass.

The optimistic view suggested that by removing the persistent exchange-rate dis-
equilibrium under the adjustable peg, floating rates would be a powerful force for
liberalizing trade and capital restrictions. Unfortunately, this optimistic scenario
has not come to pass either. The substantial variability of major exchange rates has
led to frequent charges that private speculation in the foreign-exchange markets has
generated disequilibrium, pushing rates substantially to overvalued or undervalued
levels. Thus, exchange-rate-related arguments for restrictive trade policies have not
disappeared.

Adoption of flexible exchange rates among the major industrial countries has
been accompanied by increases in both protectionist pressures and exchange-rate
volatility. Not only can exchange-rate movements generate protectionist pressures,
but both expected and actual implementation of protectionist policies can stimulate
exchangefate movements. On balance, we believe that flexible rates have done a
good deal more to reduce than to increase the incidence of protectionist policies. We
also believe that the major causes of both increased protectionist pressures and
exchange-rate volatility are to be found in domestic political considerations and the
instabilities in national economic policies which they have generated.?

In our judgment, the most fundamental difficulty in evaluating our current flexi-
ble exchange-rate system’s performance in general, and its implications for trade
policy in particular concerns the impossibility of accurately estimating equilibrium
exchange rates. While there is no dearth of statements about what the equilibrium
currency values should be within quite narrow ranges, such statements are usually
implicitly or explictly based on highly over-simplified models of exchange-rate
determination. Recent careful research has shown that these models have quite lim-
ited empirical content.’ As a consequence, we cannot easily determine whether pri-
vate speculation typically has been stabilizing, as supporters of flexible rates tend to
believe, or has often been destabilizing, as critics usually argue. Of course, the his-
torical debate over the performance of flexible rates during the inter-war period

mirrors exactly these same difficulties. In the following two sections, we briefly
enrvav thae literatnra nn thece aithiactc

Il SPECULATION AND EXCHANGE-RATE VOLATILITY

Probably the greatest historical objection to flexible exchange rates has been the
belief that private speculation will make them extremely volatile. After the 1920s
and 1930s experience,* many felt that without officially imposed limits to rate
changes, speculation was more likely to be destabilizing than stabilizing. The pre-
vailing view was not that volatility in capital flows and exchange rates were a reflec-
tion of underlying economic, -financial, and political instability, but rather that
speculation was an independent cause of instability. For example, Haberler, in his
important 1945 article, stated that freely flexible rates would “incite capital flight
and violent fluctuation.” In the same year, Nurkse wrote his influential study on the
Condition of International Monetary Equilibrium, which presumed flexible rates
would give rise to disequilibrating speculation.* This view became widely adopted
by academics, as well as by government officials and business people.

Almost a lone dissenter in this view was Frank Graham, who took the position
that one-way speculation was inevitable under a fixed exchange rate. Graham
argued that speculators “. . ; are then presented with that rare and greatly desired
phenomenon, a ‘surevthing. f L ater, Haberler* emphasized this point as applied to the
Bretton Woods par-value system, and discussion of this one-way speculative option
soon became a standard argument used by the adjustable-peg system’ critics.

————




A major problem with the early discussions of speculation was that the standard
definition of destabilizing speculation was a statistical one. An exchange rate which
changed little was considered stable. This view was sharply challenged by Friedman
in his 1953 article on the case for flexible exchange rates. In reviewing the 1930s.. -
experience, he pointed out that “. . . in retrospect,. . . the speculators were ‘righb -
. .. there is at least as much reason to call them ‘stabilizing’ as to call the ‘destabiliz-
ing.™ The contribution here was not just in dispelling the widespread view that
1930s speculation was destabilizing. In advocating an economic definition of stabi-
lizing speculation, it raised considerably the debate’s analytical level by referring to
“equilibrating” and “disequilibrating™ as movements toward or away from equilib-
rium."

If Friedman'’s definition is used to evaluate welfare effects of alternative
exchange-rate systems, the choice between a floating-rate and par-value system rests
largely on the relative merits of private and official speculation. More recent analysis
has stressed that for freely floating rates to operate well, it is not just necessary that
destabilizing speculation be avoided. Sufficient private stabilizing speculation must
be present.!' Otherwise, temporary, reversible disturbances cause undesirable
exchange}ate fluctuations, which should have been speculated out. And nonrevers-
ible disturbances cause excessively large exchange-rate changes in the short run
because trade elasticities are much lower in the short run than in the long run. In
fact, with a complete absence of speculation, the foreign-exchange market probably
would be dynamically unstable.

Experience with floating rates suggests that the foreign-exchange markets have
not been dominated by destabilizing, or insufficiently stabilizing, speculation. It
also suggests that the major cause of observed exchange-rate volatility has been the
instability of underlying economic and financial conditions.* Evidence on specula-
tive efficiency is sufficiently mixed, however, to suggest that private speculation has
not always behaved ideally. Thus, the case for some official management of floating
rates cannot be ruled out, although there are also episodes in which otficial manage-
ment appears to have contributed to, rather than reduced, exchange ratef)instabil-
ity.”

It is clear that the market has had far from perfect foresight. However, there is
little systematic evidence that official exchange-rate targeting by major industrial
countries will produce less disequilibrium than the private market.*

. FLUATING HAIES, | HFAUE AND EAUHANGE CUNTRULD

Economists’ views on trade and exchange restrictions have gone through an evo-"
lution similar to those on speculation. During the 1930s, critics of floating typically
argued that exchange-rate fluctuations were a major cause of trade restrictions
imposed during that period. For example, Lord Robbins’ 1935 article was particu-
larly critical of exchange-rate flexibility, stating that. . .

q?,dn the early days of the present regime of a paper pound, it was fashion-
able to say that we could not go back to the gold standard until the vari-
ous obstacles to international trade, in the shape of the more excessive
tariffs and the various quota restrictions and license schemes, had all
been swept away. There is no doubt that it was the general prevalence of
views of this sort which prevented us from taking any steps toward stabi-
lization in 1932 when the position of sterling vis-a-vis both the dollar and
the Gold Block was probably more favorable than it is ever likely to be in
the future. But at the present time, this particular argument is dropping
into the background. The bitter experience of the World Economic Con-
ference has shown that, unless the future of exchange rates is tolerably
certain, it is quite hopeless to expect any substantial abolition of the
obstacles to trade. You cannot negotiate about tariff rates effectively
unless you have some idea of the future course of values.™




Later, in his 1944 study, Nurske pointed out that the 1930s beggar-thyheighbor
policies were the result of countries’ trying to maintain particular disequilibrium
rates rather than policies necessarily coexistent with floating éxchange rates." More-
over, opinions began to change because of the post-war experience with the Bretton
Woods par-value system. In his 1954 convertibility study, Haberler noted that the
adjustable peg has proved “much more vulnerable. . . than the system of freely float-
ing rates.™” He pointed out that countries’ reluctance to change their par value,
when differing inflation rates dictated an equilibrium exchange-rate change, would
necessarily lead to inconvertibility or trade restrictions. For this reason, advocites
have argued that floating rates could actually reduce the risks of controls over trade
and payments that exist under an officially pegged rate.”

In addition, floating-rate advocates pointed out that under the Bretton Woods
system, a durable framework of cooperation had been built up, so that floating rates
need not lead to the breakdown of international cooperation. This view is supported
by the durability of cooperation since generally pegged rates broke down in the eak'
1970s. Despite the very trying circumstances of the oil shock, which occurred soon
after the adoption of generalized floating, international economic cooperation has
remained strong. The incidence of clear-cut beggar-thy-neighbor policies has been
rare, and few would argue that the oil shock could have been managed under pegged
rates without substantially more trade restrictions than in fact occurred.” Counter
to the hopes of economists such as Friedman, protectionist sentiment has increased
since generalized floating was adopted.® However, this has been due primarily to
other causes.® It is hard to conceive that industrial countries could have gotten
through the turbulent decade of the 1970s as well as they did without the institution
of exchange-rate flexibility. Trade distortions, protectionist pressures, and delayed
financial impacts experienced by countries that continued to maintain adjustably
fixed rates during the 1970s help to illustrate this point.

IV. REALLOCATION EFFECTS OF EXCHANGE-RATE FLUCTUATIONS

Traditionally, a most influential argument against floating exchange rates has
been the concern that exchange-rate volatility would impose substantial resourcepl-
location costs on domestic economies. According to that argument, asexchange rates
go up and down, resources are wrenched back and forth from one industry to
another, generating high frictional unemployment and other costs.® Unemployment
has tended to be high during the current system of widespread managed floating,
and exchange rates often have been quite volatile. However, it does not appear that
large, rapid resource shifts accompanying exchange-rate fluctuations have been a
major cause of unemployment. Amid the many criticisms of our experience with
floating, no published study of which we are aware has attempted to show that
floating has caused an unemployment problem.®

A common explanation for the lack of great short-run resource-allocation respon-
siveness, even to sizeable exchange-rate movements, is that firms distinguish
between those expected to be permanent and those expected to be only temporary.
Accordingly, little adjustment is made to the latter.™ While such behavior is seem-
ingly quite plausible, rapid, sizeable exchange-rate movements are largely inconsis-
tent with an efficient foreign-exchange market. With sufficient stabilizing private
speculation, exchange-rate fluctuations generally will not reflect temporary devel-
opments. Otherwise, profit opportunities would exist from buying temporarily
undervalued currencies and selling temporarily overvalued currencies. Thus, in effi-
cient markets, expected changes in exchange rates would be limited primarily to
trends.




There are several necessary caveats to this proposition. These involve the possibil-
ities of efficient risk premiums and stock-flow interactions, and cases where
exchange-rate overshooting mirrors temporary changes in international interest-
rate differentials, as pointed out by Rudiger Dornbusch.® However, while the
empirical evidence available to date is far from definitive, it suggests that most of the
observed exchange-rate volatility among the major industrial countries has been
unanticipated. Therefore, it cannot be accounted for either by destabilizing, or
insufficiently stabilizing, private speculation or by inters‘#ate-induced overshoot-
ing. )

This suggests that, although individual business firms may view particular
exchange-rate movements as temporary, it is unlikely that the market as a whole
typically would do so. Thus, we need to look elsewhere for a full explanation of why
there does not appear to have been a great deal of short-run volatility in resource
allocation in response to exchange-rate fluctuations. We believe that much of this
explanation can be found by taking into account uncertainty about future price and
exchange-rate changes, and the costs of making short-run adjustments. Even though
one assumes that the current price is always equal to the meemexpected future price,
where there are adjustment costs which rise with the speed of adjustment, responses
to shifts in price incentives will be dampened.” Furthermore, where there are signif-
icant asymmetrical cost effects to changing employment levels or the capital stock
(such as training and severance pay or costs of selling plant and equipment), rational
adjustments to changing conditions under uncertainty are likely to be dampened
further.”

These propositions about the effects of uncertainty and exchange-rate fluctua-
tions in dampening resourcefeallocation responsiveness should hold even if the fluc-
tuations result from erratic destabilizing speculation, rather than from efficient
speculative responses to disturbances in underlying conditions. Of course, the eco-
nomic welfare effects of these two cases differ greatly. Where the cause of exchange-
rate fluctuations is destabilizing speculation, the resulting reallocation costs to the
economy are a dead-weight loss, which must be added to the static disequilibrium
costs of incorrect price signals.

On the other hand, where speculation is efficient and economic decision makers
have a correct perception of the underlying probability distribution, and where
private and social costs are equal, profit-maximizing firms will adjust to changing
exchange rates in a socially efficient manner.” Early predictions that flexible rates
would lead to considerable resource reallocation and frictional unemployment may
have stemmed from implicit assumptions that firms would respond to exchange-rate
changes under flexible rates as they did under pegged rates. That is, firms would
perceive the changes as being “permanent” for many years (the distribution of
expected future rates would be narrow). Under this assumption, firms would not
modify their responses as they would if future exchange-rate behavior were per-
ceived as being a good deal more uncertain.

A second source of potential microeconomic inefficiency resulting from efficient
exchange-rate fluctuations is possible divergencies between private and social costs.
Where employment and resource-allocation decisions are made by firms which do
not bear the full marginal costs of their decisions, exchange rate fluctuations may
create incentives for greater- or less-than-optimal short-run resource responsive-
ness.® For example, where there is short-run wage inflexibility, the marginal cost
curve facing the firm may be a good deal more elastic than the social cost curve. In
such circumstances, exchange-rate fluctuations in response to changing expectations
about medium-term equilibrium conditions would cause greater transitional unem-
ployment than would be socially optimal. As the recent literature on labor contract-
ing and firm pricing emphasizes, however, short-run wage and price rigidity often
results from implicit or explicit longer-term contracting considerations. These serve
in part as risk-sharing arrangements, whichpromote efficiency.®




Another example concerns the effects of unemployment insurance in shifting lay-
off costs to the taxpayer from firms and workers alike. As a consequence, the private
marginal cost curve facing the firm at below-average output may be much more
elastic than the social cost curve. Excessive short-run adjustments in nse to
changing exchange rates would result.® This can present a potential secondpest case
for limiting exchange-rate fluctuations to less than would occur in an efficient
foreign-exchange market. In Richard Cooper’s words, it would “create the possibil-
ity that the welfare-maximizing rate will fluctuate less than the efficien*narket
rate.” '

We would caution, however, against jumping quickly to policy recommendations
for systematic official interventions in the foreign-exchange market to lean against -
the wind on these grounds. Changes in real exchange rates are only one source of
shifts in demand for firms. Even if official intervention could be effective in system-
atically limiting the range of short-run fluctuations in exchange rates, this could still
leave a major domestic problem of excessive temporary unemployment from fluctu-
ations in domestic conditions. And it is not at all clear at present whether the benefit-
cost ratio of such an intervention strategy would be greater than one. This analysis
does further highlight, however, the need for far greater attention to structural and
government policy factors which contribute to substantial divergencies in private
and social costs of resource adjustments and temporary unemployment.

V. EXCHANGE RATES, THE TRADE BALANCE, AND DOMESTI ENPLOYMENT

There have been frequent charges that the strong dollar has been a major cause of
the high unemployment and depressed economic conditions in the U.S. over the last
several years.® Likewise, protectionist advocates often point to the aggregate trade
deficit as a major cause of domestic distress. It is certainly true that a strong dollar
and a trade deficit are mixed blessings. Public discussion of these “problemsjhaue- has / 2
often been seriously misleading, however, because they have been based on faulty
conceptual frameworks. A comprehensive analysis of these issues is not possible here,
but several comments on some of the most expressed concerns are offered.

One essential point is that a strong dollar is not necessarily an overvalued dollar.
While the dollar frequently has been described as being overvalued or out of line,
implying a need for action, the actual evidence usually presented to demonstrate this
overvaluation is far from overwhelming.

As indicated earlier, most statements that correct or equilibrium exchange rates
can be calculated precisely are based on assumptions that have not stood up well to
systematic empirical testing. There are sound economic reasons why the dollar was
weak in the late 1970s and strong in the 1980s.* Much, though not all, of the expla-
nation lies in the shift of monetary policy from ease to tightness and the current and
expected large budget deficits. We have no strong basis for denying that the fall and
rise of the dollar went too far in terms of reasonable expectations about the underly-
ing fundamentals. But neither is the evidence clear that these fluctuations in the
dollar overshot equilibrium levels. Certainly the dollar’s fall and rise was much
greater than could be explained by changing relative inflation rates. However, equi-
librium exchange rates are influenced by many factors beyond prices.

The standard definition of overvaluation used by economists is that the current
exchange rate is at a disequilibrium level. This could result from official pegging or
destabilizing speculation. Current charges of overvaluation alsq often appear to
reflect views about structural objectives for our international accounts. For exam-
ple, some argue that the dollar is overvalued with respect to the exchangehte needed
to achieve a particular trade or current account balance. Such views also often
reflect the popular misconception that trade and current account surpluses are
always good and deficits are always bad.




As economists have pointed out time and time again, this is just not the case.* One
frequently hears reminders that we must import in order that others be able to pay
for our exports. However, from the standpoint of economic analysis, the relationship
is just the reverse. Exports must be given up to obtain imports. A country is unlikely
to be able to secure financing to import in excess of exports indefinitely. Whether a
trade deficit is good or bad at a particular time will depend on the current and
projected states of the domestic economy and of international capital flows.

One set of criteria involves desired patterns for international lending and borrow-
ing. Another involves the international sector’s influence on domestic macroeco-
nomic stabilization objectives. Neither criteria suggests a general assumption that
the trade and current account should always be in balance or in surplus. For exam-
ple, it is true that dollar appreciation in response to tight money and easy fiscal
policy in the U.S. did retard exports and stimulate imports, thus deepening our
recession. It also led, however, to a much more rapid reduction in our inflation rate.
It is not obvious that the dollars appreciation worsened short-term tradepffs
between inflation and unemployment.®

Furthermore, we cannot safely assume that all trade-deficit increases have sub-
stantial harmful effects on domestic employment. A considerable part of the recent
increase in U.S. import payments has been for oil. But surely tighter restrictions on
oil imports would have decreased, rather than increased, domestic production and
employment in the short run.

Normally, we should not be concerned about the increases in imports that result
from domestic economic recovery. Yet one of the nation’s leading publications states
that “While the strong business recovery creates substantial demand for goods in
domestic markets, it is intensifying the foreign trade problem.”” The nature of the
foreign-trade problem is left unclear. However, the reader’s feeling that we do have a
problem is further enhanced by the comment that because “Recovery in the U.S. is
stronger and faster than recoveries in the other industrialized economies. . . the U.S.
trade balance is coming under increasing pressure from a rising tide of imports. . .”

Yet this is a perfect example of the useful role the international sector can play in
stabilizing domestic economic fluctuations. The popular press generally focuses on
the destabilizing effects which international influences may have on the domestic
economy. However, there is a great deal of economic literature onyrole which the
international sector can play as an automatic stabilizer of the domestic economy.
And empirical research indicates that stabilizing influences have dominated as often
as destabilizing ones for the United States over the past several decades.™ Indeed, the
article just quoted gives an explicit example of this stabilizing role when it states that
“The adverse trade balance has kept the recovery from turning into a runaway
boom.” In other words, our international sector is helping to reduce the danger
which has concerned many economists that too rapid an economic upturn would not
be sustainable.

There may be, however, some reasons for concern about the structure of our trade
position implied by the prospect of continuing large budget deficits. To a substantial
degree, budget deficits have a counterpart in current account deficits, which tend to
increase protectionist pressures. In a real sense, loose fiscal policy, through generat-
ing a high exchange rate, taxes exports and subsidizes imports. This problem needs to
be attacked directly, however, not through attempts at using official intervention to
hold down the dollar or by adopting compensating protectionist trade measures.

Except perhaps at times of extreme uncertainty, to influence substantially the
value of the dollar would require massive official intervention. Even the effects of
this probably would be temporary. Furthermore, it would bring back the danger, so
prevalent under the adjustable-peg system, of disrupting and distorting trade flows
by delaying needed adjustment. While it may be argued plausibly that governments
should have learned to avoid these mistakes, the recent example of Mexico graphi-




Attention in the press has focused primarily on the effects of the recent peso deval-
uation in disrupting trade and tourist flows, especially along the U.S. Mexican bor-
der. However, these were, in fact, largely needed corrections to the increasingly
distorted trade patterns which had been generated by the increasing overvaluation
of the peso. It was the abruptness of the devaluation which was disruptive. The
change in economic incentives which it created was essential.

As a final point, charges that the dollar is significantly overvalued because of
foreign countries’ official manipulation of exchange rates to maintain competitive
advantage are much easier to make than to validate.” Japan, for example, has fol-
lowed a rather consistent pattern of leaning against the wind in its exchange-market
intervention policies, rather than systematically intervening to undervalue the yen.
While manipulation may be taking place, it is being implemented through subtle,
indirect channels which are difficult to monitor.®

In summary, we concede that there probably are elements of truth in arguments
that market forces and foreign policies may have contributed to pushing the dollar
too high. However, most of the dollar’s strength is due to U.S. macroeconomic poli-
cies. It is primarily on those policies that those who advocate a stronger U.S. trade
position should focus.

Vi. CONCLUDING REMARKS

In this paper, we have not been able to deal with all of the important interrela-
tionships between trade and exchange-rate policy. However, we hope that we have
illustrated that such relationships are important. More widespread public knowl-
edge of the economic analysis and research in this area could lead to substantial
improvements in public debates of these issues.
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