C i AP T E R

Exchange Rates, the Balance of
Payments, and "Trade Deficits

I r you Taxe aUS dollar to the bank and ask to exchange it for U.S. currency, you will get a puzzled

§ i look. If you persist, you may get a dollar’s worth of change: One U.S. dollar can buy exactly one U.S. dol-
lar. But on March 6, 2001, for example, 1 U.S. dollar could buy 885,000 Turkish lira, 1.93 Australian dollars,
.68 British pounds, 1.54 Canadian dollars, 1.07 Furopean curos, 118.88 Japanese yen, or 9.66 Mexican pesos.
What explains this seemingly haphazard array of exchange rates? In Chapter 37 we examined comparative
advantage as the underlying economic basis of world trade and discussed the effects of barriers to free trade.
Now we introduce the monetary or financial aspects of international trade: Tlow are currencies of different
nations exchanged when import and export transactions occur? What is meant by a “favorable” or an “unfa-

vorable” balance of payments? What is the difference between flexible exchange rates and fixed exchange rates?

What are the causes and consequences of the large U.S. wrade deficits?

tional Trade

I Financing Intern:

One factor that makes international trade different
from domestic trade is the involvement of different
national currencies. When a U.S. firm exports goods
to a Mexican firm, the U.S. exporter wants to be
paid in dollars. But the Mexican importer possesses
pesos. The importer must exchange pesos for dollars
before the U.S. export transaction can occur.

This problem is resolved in foreign exchange
markets, in which dollars can purchase Mexican pe-
sos, Furopean euros, South Korean won, British
pounds, Japanese yen, or any other currency, and
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vice versa, Sponsored by major banks in New York,
London, Zurich, "Tokyo, and elsewhere, foreign ex-
change markets facilitate exports and imports.

U.S. Export Transaction

Suppose a U.S. exporter agrees to sell $300,000 of
computers to a British firm. Assume, for simplicity,
that the rate of exchange—the rate at which pounds
can be exchanged for, or converted into, dollars, and
vice versa—is $2 for £1 (the actual exchange rate is
about $1.50 = 1 pound). This means the British
importer must pay the equivalent of £150,000 to the




14.

news from the WTO, List and summarize three
recent news items relating to the WT'O. Search the
sections “Trade Topics and Resources to find informa-
tion on hoth international trade and the environment
and international trade and poverty. Summarize the
WTOs major conclusions on these two topics.

Web-Based Question: The U.S. International
Trade Commission—uwbhat is it and what does it
do? Go to www.usite.gov to determine the duties of
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the U.S. International ‘Trade Commission (USI'TC).
How does this organization differ from the World
"Irade Organization (question 13)? From the site map,
find Sunset Reviews to determine what they are and
how they relate to the Uruguay Round agreement of
the WTO. Go to New Releases and identify and
briefly describe three USITC rulings relating to
charges of unfair international trade practices that
harm U.S. producers.
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U.S. exporter to obtain the 300,000 worth of com-
puters. Also assume that all buyers of p(mnds and
dollars are in the United States and Great Britain.
Lets follow the steps in the transaction:

w Topay for the computers, the British buyer draws
1 check for £150,000 on its checking account in
a London bank and sends it to the U.S. exporter.

s But the US. exporting firm must pay its hills in
dollars, not pounds. S0 the exporter sells the
£150,000 check on the London bank to its bank
in, say, New York City, which is a dealer in for-
cign exchange. The bank adds $300,000 to the
U.S. exporter’s checking account for the
£150,000 check.

4 The New York bank deposits the £150,000 in a
correspondent London bank for future sale to
some U.S. buyer who needs pnumls.

Note this important point: U.S. exports credte a foreigi

demand for dollars, and the fulfillment of that demand in-

creases the supply of foreigi crrrencies (prumd_\', in this
case) owned by U.S. banks and quailable to U.S. Dutyers.

U.S. Import Transaction

Why would the New York bank be willing to buy

pounds for dollars? As just indicated, the New York

bank is a dealer in foreign exchange; it is in the busi-
ness of buying (for a fee) and selling (also for a fee)
one currency for another.

[ets now examine how the New York bank
would sell pounds for dollars to finance 2 U.S. im-
port (British export) transaction. Suppose @ U.S. re-
tail firm wants to Import £150,000 of compact discs
produced in Britain by a hot new musical group.
Again, let’s track the steps in the transaction:

o The U.S. importer purchases £150,000 at the
2 = £1 exchange rate by writing 2 check for
$300,000 on its New York bank. Because the
British exporting firm wants to be paid in pounds
rather than dollars, the U.S. importer must X7
change dollars for pounds, which it does by go-
ing to the New York bank and purchasing
£150,000 for $300,000. (Perhaps the U.S. im-
porter purchnscs the same £150,000 that the
New York bank acquired  from the U.S.
exporter.)

The U.S. importer sends its newly purch:\scd

check for £150,000 to the British firm, which

deposits it in the London bank.

ere we see that U.S. imports credate d domestic demand

for foreign curencies (pounds, i this case), and the ful-

fillment of that demand veduces the supplics of foreign
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curvencies (@gain, pounds) peld by U.S. banks and auail-
able to U.S. consunners.

The combined export and import gransactions
bring one more point into focus. U.S. exports (the
computers) make available, or “earn,” a supply of
foreign currencies for U.S. banks, and U.S. imports
(the compact discs) create 2 demand for those cur-
rencies. In 2 broad sense, any hation’s exports fi-
nance or “pay for” its imports. Fxports provide the
foreign currencies needed to pay for imports.

Postscripts Although our examples are confined
to exporting and importing g(mds, demand for and
supplies of pounds also arise from transactions 1n-
volving services and the payment of interest and div-
idends on foreign vestments. The United States
Jdemands pounds not only to buy imports but also to
buy insurance and transportation services from the
British, to vacation in London, to pay dividends and
interest on British investments in the United States,
and to make new financial and real investments in

Britain. (Key Question 2)

1 The Balance of Payments

A nation’s balance of payments 15 the sum of all the
transactions that take place between its residents and
the residents of all foreign nations. Those transac-
dons include exports and imports of g yods, exports
and imports of services, tourist expenditures, inter-
est and dividends received or paid abroad, and put-
chases and sales of financial or real assets abroad.
The U.S. Commerce Dcp:\rtmcnt’s Burcau of Fco-
nomic Analysis compiles the balance-of-payments
statement each year. The statement shows all the pay-
pnents a nation receives fromt foreigh countries and all the
payments it miakes 10 themt.

Table 38.1 is a simplified halance-of-payments
statement for the United States in 1999. Let’s take 2
close look at this accounting statement to se¢ what
it reveals about U.S. international trade and finance.
To help our explanation, We¢ divide the single
halance-of-payments account into three of its com-
ponents: the current dccotint, the capital account, and
the official reserves daccottnt.

Current Account

Table 38.1 summarizes U.S.
trade in currently produced goods and services and
is called the current account. ltems 1 and 2 show
U.S. exports and imports of goods (merchandise) in
1999, U.S. exports have a plus (+) sign because they

The top portion of
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Balance on Services The United States ex-
ports not only goods, such as airplanes and com-
puter software, but also services, such as insurance
consulting, ¢ravel, and brokerage services, to resi-
dents of foreign pations. Trem 4 in Table 38.1 shows
that these service “exports” totaled $272 billion in
1999 and are a credit (thus the + sign). ltem 5 indi-
cates that the United States “imports” similar ser-
vices from foreigners; those service imports were
$191 billion in 1999 and are a debit (thus the —
sign). So the bhalance on services (item 6) in 1999 was
$81 billion.

The balance on goods and services shown as
cem 7 is the difference between U.S. exports of
go()ds and services (items | and 4) and U.S. im-
ports of goods and services (items 2 and 5). In
1999, U.S. imports of goods and services exceeded
U.S. exports of goods and services by $265 billion.
Qo a trade deficit (or «ynfavorable balance of
trade™) occurred. In contrast, @ trade surplus (o7
wpavorable balance of trade™) occurs when exports
of goods and services exceed imports of goods and

services.

Balance on Current Account Ttem 8, net in-
vestment income, TEPresents the difference berween
(1) the interest and dividend payments foreigners
paid the United States for the use of exported u.s.
capital and (2) the interest and dividends the United
States paid for the use of foreign capital invested in
the United States. Observe that in 1999 U.S. net in-
yestment income was a negative $18 billion worth of
foreign currencics.

[tem 9 shows net cransfers, both public and pri-
vate, hetween the United States and the rest of the
world. Included here is foreign aid, pensions paid 1o
U.S. citizens living abroad, and remittances by im-
migrants to relatives abroad. These $48 billion of
transfers are net U.S. outpayments that decrease
available supplies of foreign exchange. They are, in
a sense, the exporting of gnndwil'l and the importing
of “thank-you notes.”

By adding Al transactions 1n the current ac-
count, we obtain the balance on current account
shown in item 10. In 1999 the United States had a
current account deficit of $331 billion. This means
that the U.S. current account transactions (items
2,5,8, and 9) created outpayments of foreign cur-
rencies from the United States greater than the in-
payments of foreign currencies to the United
States.

Exchange Rates, the Balance of Payments, and Trade Deficits 755

Copito! Account

The second account within the overall balance-of-
trade account is the capital account, which summa-
rizes the purchase or sale of real or financial assets
and the corresponding flows of monetary payments
that accompany them. For example, a foreign firm
may buy a real assct, say, an office building in the
United States, or 2 financial asset, for instance, a
U.S. government security. Both kinds of transaction
involve the “export” of the ownership of U.S. asscts
from the United States in return for inpayments of
foreign currency. As indicated in line 11, these “ex-
ports” of ownership of asscts are designated foreign
purchases of assets in the United States. They have a +
sign because, like exports of U.S. g(mds and services,
they represent inpayments of foreign currencies.

Conversely, a U.S. firm may buy, say, a hotel
chain (real asset) in a foreign country oF some of the
cominon stock (l'in;m(:i;ll asset) of a foreign firm.
Both transactions involve the “import” of the own-
ership of the real or financial assets tO the United
States and are paid for by outpayments of foreign
currencies. These “imports” are designated ULS. pir=
chases of assets abroad and, as shown in line 12, have
a — sign; like U.S. imports of goods and services,
they represent outpayments of foreign currencies
from the United States.

frems 11 and 12 combined yield a balance on
capital account of +$322 billion for 1999 (line 13).
In 1999 the United States “exported” $760 billion of
ownership of 1ts real and financial assets and “im-
ported” $438 billion. This capital account surplus
brought in $322 billion of foreign currencies to the
United States.

Official Reserves Account

The third account in the overall balance of payments
is the official reserves account. The central banks of
nations hold quantities of foreign currencics called
official reserves. These reserves can be drawn on to
make up any net deficit in the combined current and
capital accounts (much as you would draw on your
savings to pay for a special purchase). In 1999 the
United States had a $0 billion deficit in the com-
bined current and capital accounts (line 10 minus
line 13). This balance in the U.S. international pay-
ments required that the U.S. government deplete its

[ foreign currencies by $9 billion
(item 14). The + sign indicates that this drawing

official reserves of
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down and exporting of reseryes 15 2 credit—an
inpayment from official reservesg that was needed o
balance the overql] hnlnnccq)f‘lpuymums account.

In some years, the current ang capital accounts
balances are positive, meaning that the Unjted States
carned more foreign currencies than it needed. The
surplus would create outpayments, not to other coun-
tries, but to the stock of official reserves. As such,
item 13 would have a — sign because it s a debir,

The three components of the balance of pay-
ments (the current account, the capital account, ang
the officiy) reserves account) mugt together equal
zero. Every unit of foreign exchange used (a5 re-
flected in 2 minys outpayment or dehit transaction)
must have a source (4 plus inpayment or credit trans-
action),

Payments Deficits ang Surpluses

Although the balance of payments must always sum
Lo zero, economists and political officialg speak of
balancc-of—payments deficits and surpluses; they
are referring to imbalances between the current ang
capital accounts (line 10 minus line 13) that cause a
drawing down o 4 building up of foreign currencies,
A (h';lwfng down of officig] reserves (to create 3 pos-
itive official reserves entry in “lable 38.1) measures 3
nation’s hnl:mcc—oF—pa}unun1‘5 deficit; o building up
of official reserves {(which is shown g a negative
official reserves entry) measures 3 nation’s balance-
of-payments surplus.

A bul;mcc—()I"—pn_vmcnts deficit is not necessarily
bad, nor is a f)nl;lncc—ofﬁnmncnts surplus necessar—
ily good. Both simply happen, However, any nation
official reserves are limited. Persistent payments
deficits, which must be financed by drnwing down
those reserves, would ultimately deplete the reserves,
That nation woul have to adopt policies to correct
its balance of payments. Such policies might require
painful macroeconomic adjustments, trade barriers
and similar restrictions, or 3 major depreciation of
its currency, For thig rFeason, nations seck o achieve
payments balance, at [east over several-year periods,

It is clear from ‘Table 38.1 that in 1999 the
United States had » large current account deficit, 3
large capital account surplus, and 3 relatively small
payments deficit. Large current account deficits have
been the norm for the United States in recent years,
We need to examine the causes and consequences of
trade deficits bu wil] defer that discussion until later
in this chapter, (Key Question 3)

International Economics ang the World Economy

QUICK REVIEW 38.1

U.S. exports create g foreign demand for- dollars,
and fulfillment of thyt demand increases the domes-
tic supply of foreign currencies; U,S, Imports create 5
domestic deman for foreign currencies, and fulfj]]-
ment of that deman reduces the supplies of foreign
currency held by U,S. banks,

The current account balance is a nation’ exports
of goods and services less its imports of goods and
services plus igs net investment income and pet
transfers,

The capital account balance is a nation’ sale of
real and financial assers to people living abroad Jess
its purchases of real and finaneja assets from
forcigners,

A hnlnnce—t:f—pnymcnrs' deficit occurs when the
sum of the balances on current and capital accounts
is negative; g hnl:mce~()F-puynmnts surplus arises when
the sum of the balances on current and capital
accounts is positive.

I Flexible Exchange Rates

Both the size and the persistence of a nation’s
i)ell;tm‘c~(Jflpu_\'mcnts deficits and surpluses and the
adjustments it must make to correet those imbal-
ances depend on the system of exchange rares being
used. There are two “pure” types of exchange-rate
systems:

% A flexible- or ﬂoating—cxclmngc-mte system
through which demand and supply determine
exchange rates and in which no government in-
tervention oceurs,

A ﬁxcd~exch;mge-r:ltc system through which
governments determine exchange rates an
make necessary adjustments in thejy economies
to maintain those rages,

We begin by looking ar flexible exchange rares.

Let’s examine the rate, or price, at which U.s.

dollars might be exchanged for Brigish pounds. In

Figure 38.1 (Key Graph) we show demand D, an(

supply S, of pounds in the currency market. |2 38,1
The dentand-for-pounds carve is downward-

sloping because al] British goods and services wil] be

cheaper to the Unigeq States if pounds become less
expensive to the Unite States. That is, at lower dol-
lar prices for pounds, the United Sgates can get more
pounds and therefore more British goods and ser-
vices per dollar, Toy buy those cheaper British goods,

U.S. consumers wil] increase the quantity of pounds

they demand.



Exchange
rate: $2=£1 /

4

Dollar
depreciates
(pound
npprociuhs)

Dollar
appreciates

&round

epreciates) /
'/

Dollar price of 1 pound
)

y.

V.
£

y

Dy

0 Q, Q
Quantity of pounds

Quick Quiz 38.1

1. Which of the following statements is frue?
o The quanity of pounds demanded falls when the dol
lar appreciates.
b, The quantity of pounds supplied declines as the dol-
lar price of the pound rises.
o At the equilibrivm exchange rate, the pound price of
41 is + pound.
4. The dollar appreciates if the demand for pounds
increases.
2. At the price of 42 for 1 pound in this figure:
a. the dollar-pound exchange rate is unstable.
b, the quontity of pounds supplied equals the quantity
demanded.
¢ the dollar price of 1 pound equals the pound price
of $1.
4. U.S. goods exports to Britain must equal U.S. goods
imports from Britain.
3. Other things equal, a leftward shifi of the demand curve in

this ligure:

The .\‘zi;)j)éxf—rgfl;rumnb‘ curve is upward-sloping be-
cause the British will purchase more U.S. goods
when the dollar price of pounds rises (that is, as the
pound price of dollars falls). When the British buy
more U.S. goods, they supply a greater quantity of
pounds to the foreign exchange market. In other
words, they must exchange pounds for dollars to
purchase U.S. goods. 5o, when the dollar price of
pounds riscs, the quantity of pounds supplied goes

up.

Figure 38.1

The market for foreign currency (pounds). The inter-
section of the demandfor pounds curve D, and the supply ol
pounds curve 5, determines the equilibrium dollar price of
prmndh‘ here, $2. Thal means ihat the exchange ale is $2 =
¢1. The upward green Qrow i o reminder that @ higher dollar
price of p sunds {say, $3 = ¢, caused by @ chift in either the
demand or the supply curve] means that he dollar has depreci
ated {the pound has rlp]m;-x,itmz:::i! The downward green anow
iells us that a lower dollar price of [)L)UII(’!& lsay, 1 = ¢ 1, again
caused by o <hilt in either the demand or the supply curvel
means that the dallar has (1pp|r;:r.irll»2d [the E'/Ulltld has

dnepu’_‘.ci(;xlrzd}.

a.  would depreciate the dollar.

b, would create @ shortage of pounds af the previous
price of $2 for | pound.

c. might be caused by a major recession in the United
States.

d. might be caused by a significant rise of real interest
rates in Britain.

4. Other things equal, @ rightword shi of the supply curve in

this figure would:

a. depreciate the dollar and might be caused by a
significant rise of real interest rates in Britain.

b, depreciate the dollar and might be caused by a sig-
nificant fall of real interest rates in Britain

c. appreciate the dollar and might be caused by a
significant rise of real interest rates in fhe United
States.

d. appreciate the dollar and might be caused by a sigr
nificant fall of interest rates in the United States.

DA o[ il SIeMSUY

The intersection of the supply curve and the
demand curve will determine the dollar price of
pounds. Here, that price (exchange rate) is $2 for £1.

Depreciation and Appreciation

An exchange rate determined by market forces can,
and often does, change daily like stock and bond
prices. When the dollar price of pounds rises, for
example, from 2 =81 to $3 = ¢1, the dollar has

757
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depreciated relative ro the pound (and the pound has
appreciated relative to the dollar), When a cur-
rency (Icpreci;ltcs, more units of it (doli;lrs_) are
needed to buy 5 single unit of some other currency
(a pound).

When the dollar price of pounds fuiks, for exam-
ple, from $2 = ¢ to $1 = £1, the dollar hag appreci-
ated relative to the pound. When 4 currency appre-
ciates, fewer units of it (dollars) are nceded to buy a

single unit of some other currency (pounds),

In our U.S.-Britain illustrations, depreciation of

the dollar means an appreciation of the pound, and
vice versa. When the dollar price of 4 pound jumps
from $2 = £1 1 §3 = £1, the pound hag appreciated
relative to the dolfar because it takes fewer pounds
to buy $1. At $2 = £1, it took £! to buy $1; ar 3 =
£1, it takes only £! to buy $1. (f()l]\’Cl‘scl)', when the
dollar appreciated relative to the pound, the pound
depreciated relative to the dollar. More pounds were
needed to buy a dollar

Determinants of Exchange Rates

What factors would cause a mation’ currency o ap-
preciate or depreciate in the market for foreign
exchange? Here are three generalizations:

= It the demand for 4 nation’s currency increases

@ll else equal), thae currency will appreciate; jf

the demand declines, that currency will depreci-
ate.

o If the supply of a nation’s currency increases,
that currency will depreciate; if the supply de-
creases, thar currency will appreciate,

= If a nation’s currency appreciates, some foreign
currency depreciates relative to it.

With these generalizations in mind, let’s examine the

determinants of exchange rates—the factors that

shift the demand or supply curve for 4 certain
currency,

Chonges in Tastes Any change in consumer
tastes or preferences for the products of 3 foreign
country may alter the demand for that nation’s cur-
rency and change its exchange rate, If technological
advances in U.S, wireless phones make them more
attractive to British consumers and [msincsscs, then
the British will supply more pounds in the exchange
market in order to purchase more U.S, wircless
phones. The supply-of-pounds curve wil] shift to the
right, causing the pound to depreciate and the dollar
to appreciate.,

Internationa| Economics and the

World l':mnnm)-

In contrast, the U.s. dcm:md—fbr—pounds curve
will shift to the right if British woolen appare] he-
comes more fashionable in the United States, So the
pound will appreciate and the dollar will depreciate,

Relative Income Changes A nations currency
is likely to depreciate if its growth of nationg] in-
come is more rapid thanp that of other countrics,
Heres why: A country’s imports vary directly with
its income level, Ag total income rises in the United
States, people there buy both more domestic goads
and more foreign goods, Tf the U.s. cconomy is ex-
panding rapidly and the British economy is stagnant,

LS. imports of British goods, and therefore U.S,
demands for pounds, will increase. The dollar price
of pounds wil] rise, so the dollar will depreciate,

Relative Price-level Changes Changes in the
relative price levels of WO nations may change the
demand and supply of currencies and alter the ex-
change rate between the tWo nations’ currencies,

The purchasing—power—parity theory holds
that exchange rates equate the purchasing power of
various currencies, That is, the exchange rates among
national currencies adjust to march the ratios of the
nations’ price levels: [f 4 certain market basket of
goods cosrg $10,000 in the United States and £5,000
in Great Britain, according to this theory the ex-
change rate will be §2 — £1. That way, a dollar spent
on goods sold in Britain, Japan, Turkey, and other
nations will haye equal purchasing power, !l 35,

In practice, however, exchange rates depart from
purchasing power parity, even over long periods,
Nevertheless, changes in relative price levels are 3
determinant of c.\'ch:mg‘c rates. If, for example, the
domestic price level rises rapidly in the United States
and remaing constant in Great Britain, 17.8. con-
sumers will seek oyt low-priced British goods, in-
creasing the demand for pounds. The British wi]|
purchase fewer US. goods, reducing the supply of
pounds. This combination of demand and supply
changes will cause the pound to appreciate and the
dollar to depreciate,

Relative Interest Rates Changes in relative in-
terest rates between two countries may alter their
exchange rate, Suppose that real interest rates rise in
the United States but stay constant in Great Britain,
British citizens will then find the United States an
attractive place in which to make financial invest-
ments. To undertake these investments, they will
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have to supply pounds in the foreign exchange mar-
Let to obtain dollars. The increase in the supply of
pounds results in depreciation of the pound and ap-
preciation of the dollar.

Speculo’rion Currency speculators are people
who buy and sell currencies with an eyc toward re-
selling or 1'cpurth-.153ng them at a profit. Suppose
speculators expect the U.S. economy to (1) grow
more rapidly than the British econony and (2) ex-
perience a more rapid rise in its price level than will
Britain. These expectations translate into an antici-
pation that the pound will appreciate and the dollar
will depreciate. Speculators who are holding dollars
will therefore try to convert them into pounds. This
effort will increase the demand for pounds and cause
the dollar price of p(mmls to rise (that s, cause the
dollar to depreciate). A self-fulfilling prophecy oc-
curs: The pound appreciates and the dollar depreci-
ates because speculators act on the belief that these
changes will in fact take place. In this way, specula-
tion can cause changes in exchange rates. (We deal
with currency speculation in more detail in this chap-
ter’s Last Word.)

Table 38.2 has more illustrations of the deter-
minants of exchange rates; the table is worth careful
study.

Table 38.2
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Flexible Rates and the
Balance of Payments

Proponents of flexible exchange rates say they have
an important feature: They automatically adjust and
eventually eliminate balance-of-payments deficits or
surpluses. We can explain this idea through Fig-
ure 38.2, in which 5y and D, are the supply and de-
mand curves for pounds from Figure 38.1. The equi-
librium exchange rate of $2 = £1 means that there is
no balance-of-payments deficit or surplus between
the United States and Britain. At that exchange rate,
the quantity of pounds demanded by U.S. consumers
to import British goods, buy British transportation
and insurance services, and pay interest and divi-
dends on British investments in the United States
equals the amount of pounds supplied by the British
in buying U.5. exports, purchasing services from the
United States, and making interest and dividend pay-
ments on U.S. investments in Britain. The United
Srates would have no need to either draw down or
build up its official reserves to balance its payments.

Suppose tastes change and U.S. consumers buy
more British automobiles; the U.S. price level in-
creases relative to Britain’s; or interest rates fall in
the United States compared to those in Britain. Any
or all of these changes will increase the U.S. demand

Determinants of Exchange Rates: Factors That Change the Demand for or the Supply of a
Particular Currency and Thus Alter the Exchange Rate

Determinant

Examples

Change in tastes

U.5. dollar apprec iates)

Japanese aulos decline in popularity in t

v Uniled States (Japan

Furopean lourists flock to the Uniled States [U.S. dollar appret iates Curopean euro

e prec \('Jlr“ﬂ"

Change in ielative incomes

real income surge, increa

depreciate 5]

Change in relative prices

Switzerland experiences a

En ;kuu"l encounters a recession, recucing its imports, while U.S. real oulpul and

sing LS. imports (British pound appreciates; U.S. dollar

3% inflation rate r:nu;:m-ﬂcl o Canada’s 10% rate (Swiss

fane appreciates; Canadian dollar depreciates).

Change in relative re i

interest rates

Spet ulation

The Federal Reserve drives up interest rates in the United Stales, while the Bank ot

Fgland lakes no such action (U.5. dollar appreciales; Buitish pound depre iates)

Currency lraders believe South Korea will have much greater inflation than Taiwan

(South Korean wen depreciales, Taiwan dollar appreciates)

Cunency haders think Finland's inferest ales will plummet relative 1o Denmark's 1ates

[Finland’s markka depreciates; Denmark's kione appreciates).
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Adjustments under flexible exchange rates and
fixed exchange rates. Under floxible exchange rales, o
shilt in the demand for pounds from Dy 1o 0., ofhes things equal,
would cause a U.S. balance-of payments deficit ab. That deficii
would be correctad by a change in the exchange rate from
$2=2110 $3 =21, Under fixed exchange rates, the United
States would cover the shortage of pounds ab by using inferna-
tional monetary reserves, restricting tade, \‘mp\ea'nmzlmg ex-

change controls o enacling a contractionary stabilization policy.

for British pounds, for example, from 1, to D, in
Figure 38.2.

If the exchange rate remains at the initial $2 =
£l,a US. balance-of-payments deficit will oceur in
the amount of #b, At the $2 = £1 rate, US. consumers
will demand the quantity of pounds shown by point 4
but Britain will supply only the amount shown by a.
There will be a shortage of pounds. But this shortage
will not last because this is 1 competitive market,
Instead, the dollar price of pounds will rise (the dol-
lar will depreciate) until the balance-of-payments
deficit is eliminated. That oceurs at the new equilib-
rium exchange rate of $3 = £1, where the quantities
of pounds demanded and supplied are again equal.

To explain why this occurred, we reemphasize
that the exchange rare links all domestic (U.S.) prices
with all foreign (British) prices. The dollar price of
a foreign good is found by mu]l'i]_)l_ving the foreign
price by the exchange rate (in dollars per unit of the
foreign currency). At an exchange rate of $2 = £1,a
British automobile priced at £15,000 will cost a U.S.
consumer $30,000 (= 15,000 x 2.

A change in the exchange rate alters the prices
of all British goods to U.S, consumers and all U.S.

International Economics and the World Liconomy

goods to British buyers. ‘The shift in the exchange
rate (here from $2 = £1 10 $3 = £1) changes the rel-
ative attractiveness of U.S. imports and exports and
restores equilibrium in the U.S. (and British) bal-
ance of payments. From the U.S, view, as the dollar
price of pounds changes from $2 to $3, the British
auto priced at £15,000, which fi;l'rllct‘ly cost a U.S,
consumer $30,000, now costs $45,000 (= 15,000 x
$3). Other British goods will also cost U.S. con-
sumers more, and U.S. imports of British goods will
decline. A movement from point & toward point ¢ in
Figure 38.2 graphically illustrates this concept.

From Britain’s standpoint, the exchange rate (the
pound price of dollars) has fallen (from £} 10 £' for
$1). The international value of the pound has ap-
preciated. The British previously got only $2 for £1,
now they get $3 for £1. U.S. goods are therefore
cheaper to the British, and USS, exports to Britain
will rise. In Figure 38.2, this is shown by a move-
ment from point # toward point .

The two adjustments—a decrease in U.S. im-
ports from Britain and an increase in U.S. EXPOTtS to
Britain—are just what are needed to correct the U.S,
balance-of-payments deficir. These changes end
when, at point ¢, the quantities of British pounds de-
manded and supplied are equal. (Key Questions 6
and 9)

Disadvantages of Flexible
Exchange Rates

Even though flexible exchange rates automatically
work to eliminate payment imbalances, they may
cause several significant problems.

Uncertainty and Diminished Trade The
risks and uncertainties associated with flexible ex-
change rates may discourage the flow of trade.
Suppose a U.S. automobile dealer contracts to pur-
chase 10 British cars for £150,000. At the current
exchange rate of, say, 52 for £1, the U S, importer
expects to pay $300,000 for these automobiles. But
it during the 3-month delivery period the rate of ex-
change shifts to $3 for £1, the £150,000 payment
contracted by the U.S. importer will be $450,000.
That increase in the dollar price of pounds may
thus turn the U.S. importer’s anticipated profit into
substantial loss. Aware of the possibility of an ad-
verse change in the exchange rate, the U.S. importer
may not be willing to assume the risks involved. The
U.S. firm may confine its operations to domestic
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automobiles, so international trade in this product
will not occur.

The same thing can happen with investments.
Assume that when the exchange rate is $3 to £1,a
U.S. firm invests $30,000 (or £10,000) in a British
enterprise. It estimates a return of 10 percent; that
is, it anticipates annual earnings of $3000 or £1000.
Suppose these expectations prove correct in that
the British firm carns £1000 in the first year on
the £10,000 investment. But suppose that during
the year, the value of the dollar appreciates to 2=
£1. The absolute return is now only $2000 (rather
than $3000), and the rate of return falls from
the anticipated 10 pereent to only 67 percent
(= $2000/ $30,000). Investment is risky in any case. The
added risk of changing exchange rates may persuade
the U.S. investor not to venture overseas.
Terms-of-Trade Changes A decline in the
international value of its currency will worsen a na-
gion’s terms of trade. For example, an increase in the
dollar price of a pound will mean that the United
Srates must export more goods and services o
finance a specific level of imports from Britain.

Instability  Flexible exchange rates may destabilize
the domestic economy, because wide fluctuations stim-
ulate and then depress industries producing exported
goods. 1f the U.S. economy is operating at full em-
ployment and its currency depreciates, as in our illus-
tration, the results will be inflationary, for two reasons.
(1) Foreign demand for U.S. goods may rise, increas-
ing total spending and pulling up U.S. prices. Also, the
prices of all U.S. imports will increase. (2) Conversely,
appreciation of the dollar will lower U.S. exports and
increase imports, possibly causing unemployment.

Flexible or floating exchange rates may also com-
plicate the use of domestic stabilization policies in
secking full employment and price stability. This is
especially true for nations whose exports and imports
are large relative to their total domestic output.

I Fixed Exchange Rates

“To circumvent the disadvantages of flexible exchange
rates, at times nations have fixed or “pcggcd” their
exchange rates. For our analysis of fixed exchange

SO

Iyou will see in this chapter’s Last Word, however, that a trader
can circumvent part of the risk of unfavorable exchange-rate flue-
(uations by “hedging” in the “futures market” or “forward mar-
ket” for forcign exchange.
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rates, we assuime that the United States and Britain
agree to maintain a $2 = £1 exchange rate.

"The problem is that such a government agree
ment cannot keep from changing the demand for
and the supply of pounds. With the rate fixed, a shift
in demand or supply will threaten the fixed-
exchange-rate system, and government must inter-
vene to ensure that the exchange rate is maintained.

In Figure 38.2, suppose the U.S. demand for
pounds increases from D, to D: and a U.S. payment
deficit ab arises. Now, the new equilibrium exchange
rate (3 = £1) 18 below the fixed exchange rate (52 =
¢1). How can the United States prevent the short-
age of pounds from driving the exchange rate up to
the new equilibrium level? How can it maintain the
fixed exchange rate? The answer is by altering mar-
ket demand or market supply or both so that they
will intersect at the $2 = €1 rate. There are several
ways to do this.

Use of Reserves

One way to maintain a fixed exchange rate is to ma-
nipulate the market through the use of official
Feserves. Such manipulations are called currency
interventions. By selling part of its reserves of
pounds, the U .S. government could increase the sup-

ply of pounds, shifting supply curve S, to the right
s0 that it intersects Dy at? in Figure 38.2 and thereby
maintains the exchange rate at $2 = £1.

1low do official reserves originate? Perhaps a
balance-of-payments surplus occurred in the past.
The U.S. government would have purchased that
surplus. "That is, at some carlier time the U.5. gov-
ernment may have spent dollars to buy the surplus
pounds that were threatening to reduce the exchange
rate to below the $2 = ¢1 fixed rate. ‘Those pur-
chases would have bolstered the U.S. official reserves
of pounds.

Nations have also used gold as “international
money” to obtain official reserves. In our example,
the U.S. government could sell some of its gold to
Britain to obtain pounds. It could then sell pounds
for dollars. "That would shift the supply—()l7—|)mlmls
curve to the right, and the $2 = £1 exchange rate
could be maintained.

It is critical that the amount of reserves and gold
be enough to accomplish the required increase in
the supply of pounds. There is no problem if deficits
and surpluses oceur more or less randomly and are
of similar size. Then, last year’s balance-of-payments
surplus with Britain will increase the U.S. reserve of
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pounds, and that reserve can be used to “finance”
this year’s deficit. Byt if the United States encoun-
ters persistent and sizable deficirs for an extended
period, it may exhaust jts reserves, and thus be foreed
to abandon fixed exchange rates, Or, at the least, a
nation whose reserves are inadequate must use less
appealing options to maintain exchange rates. Letks
consider some of thoge options,

Irade Policies

‘1o maintain fixed exchange rates, a nation can try to
control the flow of trade and finance dircctly. The
United States could try to maintain the $2 = £1 ey
change rate in the face of g shortage of pounds by
discouraging imports (thereby reducing the demand
for pounds) and encouraging exports (thus increqs-
ing the supply of pounds). Imports could be reduced
by means of new tariffs or Import quotas; special
taxes could be levied on the interest and dividends
U.S. financial investors receive from forcign invest-
ments. Also, the U.S. government could subsidize
certain U.S. exports to increase the supply of pounds.

The fundamental problem is that these policies
reduce the volume of world trade and change its
makeup from what s cconomically desirable, When
nations impose tariffs, Quotas, and the like, they lose
some of the economic benefits ot a free flow of world
trade. That loss should not be underestimated: Trade
barriers by one nation lead to retaliatory responses
from other nations, multipf_ving the loss.

Exchange Controls and Rationing

Another option is to adopt exchange controls and
rationing, Under exchange controls the U.S, gov-
ernment could handle the problem of 4 pound short-
age by requiring that all pounds obtained by U.S.
exporters be sold to the Federal government, Then
the government would allocate or ration this short
supply of pounds (represented by xa in Figure 38.2)
among various U.S. importers, who actually demand
the quantity a4, In effect, this policy would restrict
the value of U.S, imports to the amount of foreign
exchange earned by U.S, exports. Assuming balance
in the capital account, there would then be no
balance-of-payments deficit. U.S. demand for British
imports with the value ub would simply not be
fulfilled.

There are major objections to exchange controls:
° Distorted trade 1 ke tariffs, quotas, and export

subsidies (trade controls), cxchung‘c controls

would distort the pattern of international trade
away from the pattern suggested by comparative
advantage.

= Favoritism The process of rationing scarce
foreign exchange might lead to government fa-
voritism toward selected importers (big contrib-
utors to reelection campaigns, for example).

5 Restricted choice Controls would Timit free-
dom of consumer choice., The U.S. consumers
who prefer Volkswagens might have to buy
Chevrolets. The business Opportunities for some
U.S. importers might be impaired if the gov-
ernment were to limit imports,

B Black markers Enforcement problems are
likely under exchange controls. U S, importers
might want foreign exchange badly enough to
pay more than the $2 = g1 official rate, setting
the stage for black-market dealings between
Importers and illegal sellers of foreign ex-
change,

Domestic Macroeconomic
Adjustments

A final way to maintain 4 fixed exchange rate would
be to use domestic stabilization policies (monetary
policy and fiscal policy) to eliminate the shortage of
foreign currency. ‘Tax hikes, reductions in govern-
ment spending, and a high-interest-rate policy would
reduce total spending in the U.S, economy and, con-
sequently, domestic income, Because the volume of
Imports varies directly with domestic income, de-
mand for Britigh goods, and therefore for pounds,
would be restrained,

It these “contractionary” policies served to
reduce the domestic price level relative to Britain’s,
U.S. buyers of consumer and capital goods would
divert their demands from British goods to U.S.
goods, reducing the demand for pounds. Moreover,
the high-interest-rate policy would lift U.S. interest
rates relative to those in Britain.

Lower prices on U.S. goods and higher U.S. in-
terest rates would increase British imports of U.S.
goods and would increase British financial invest-
ment in the United States. Both developments would
increase the supply of pounds. The combination of
a decrease in the demand for and an increase in the
supply of pounds would reduce or climinate the orig-
inal U.S, balance-of-payments deficit. In Figure 38.2
the new supply and demand curves would intersect
atsome new equilibrium point on line g, where the
exchange rate remains at §2 = £1.
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Maintaining fixed exchange rates by such means
is hardly appealing. The “price” of exchange-rate
stability for the United States would be a decline in
output, employment, and price levels—in other
words, a recession. Eliminating a balance-of-pay-
ments deficit and achieving domestic stability are
both important national economic goals, but to sac-
rifice stability to balance payments would be to let
the tail wag the dog.

QUICK REVIEW 38.2

In a system in which exchange rates are flexible
(meaning that they are free to float), the rates are de-
termined by the demand for and supply of individual
national currencies in the foreign-exchange market.

Determinants of flexible exchange rates (factors
that shift currency supply and demand curves) include
changes in (a) tastes, (b) relative national incomes, (¢)
relative price levels, (<) real interest rates, and (e)
speculation.

Under a system of fixed exchange rates, nations
set their exchange rates and then maintain them by
buying or selling reserves of currencies, establishing
trade barriers, employing exchange controls, or
incurring inflation or recession.

1 International Exchange-Rate
Systems

In recent times the world’s nations have used three

different exchange-rate systems: a fixed-rate system,

a modified fixed-rate system, and a modified flexi-

ble-rate system.

The Gold Standard:
Fixed Exchange Rates
Between 1879 and 1934 the major nations of the

world adhered to a fixed-rate system called the gold
standard. Under this system, each nation must:

o Define its currency in terms of a quantity of

gold.
w  Maintain a fixed relationship between its stock
of gold and its money supply.
= Allow gold to be freely exported and imported.
If each nation defines its currency in terms of gold,
the various national currencies will have fixed rela-
tionships to one another. For example, if the United
Srates defines $1 as worth 25 grains of gold, and
Britain defines £1 as worth 50 grains of gold, then a
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British pound is worth 2 X 25 grains, or $2. This ex-
change rate was fixed under the gold standard. The
exchange rate did not change in response to changes
in currency demand and supply.

Gold Flows If we ignore the costs of packing,
insuring, and shipping gold between countries, un-
der the gold standard the rate of exchange would
not vary from this $2 = £1 rate. No one in the
United States would pay more than $2 = £1 be-
cause 50 grains of gold could always be bought for
$2 in the United States and sold for £1 in Britain.
Nor would the British pay more than £1 for $2.
Why should they when they could buy 50 grains of
gold in Britain for £1 and sell it in the United States
for $2?

Under the gold standard, the potcntin] free flow
of gold between nations resulted in fixed exchange
rates.

Domestic  Macroeconomic Adjustments
When currency demand or supply changes, the gold
standard | requires
adjustments to maintain the fixed exchange rate. To
sce why, suppose that U.S. tastes change such that
U.S. consumers want to buy more British goods.
The resulting increase in the demand for pounds
creates a shortage of pounds in the United States
(recall Figure 38.2), implying a U.S. balance-of-
payments deficit.

What will happen? Remember that the rules of
the gold standard prohibit the exchange rate from
moving from the fixed $2 = £1 rate. The rate can-
not move to, say, a new equilibrium at $3 =£1 to
correct the imbalance. Instead, gold will flow from
the United States to Britain to correct the payments
imbalance.

But recall that the gold standard requires that
participants maintain a fixed relationship between
their domestic money supplies and their quantities
of gold. The flow of gold from the United States to

domestic macroeconomic

Britain will require a reduction of the money supply
in the United States. Other things equal, that will
reduce total spending in the United States and lower
U.S. real domestic output, employment, income,
and, perhaps, prices. Also, the decline in the money
supply will boost U.S. interest rates.

The opposite will occur in Britain. ‘The inflow
of gold will increase the money supply, and this will
increase total spending in Britain. Domestic output,
employment, income, and, perhaps, prices will rise.
The British interest rate will fall.
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Declining U.S. incomes and prices will reduce
the U.S. demand for British goods and therefore re-
duce the U.S. demand for pounds. Lower interest
rates in Britain will make it less attractive for U.S.
investors to make financial investments there, also
lessening the demand for pounds. For al] these rea-
sons, the demand for pounds in the United States
will decline. In Britain, higher incomes, prices, and
interest rates will make U.S. imports and U.S. fi-
nancial investments more attractive. In buying these
imports and making these financial investments,
British citizens will supply more pounds in the ex-
change market.

In short, domestic macroeconomic adjustments
in the United States and Britain, triggered by the in-
ternational flow of gold, will produce new demand
and supply conditions for pounds such that the §2 =
£1 exchange rate is maintained. After all the adjust-
ments are made, the United States will not have 2
payments deficit and Britain will not have 1 pay-
ments surplus.

So the gold standard has the advantage of main-
taining stable exchange rates and correcting balance-
of-payments deficits and surpluses automatically.
However, its critical drawback is that nations must
accept domestic adjustments in such distasteful forms
as unemployment and falling incomes, on the one
hand, or inflation, on the other hand. Under the gold
standard, a nations money supply is altered by
changes in supply and demand in currency markets,
and nations cannot establish their own monetary pol-
icy in their own national interest. If the United States,
for example, were to experience declining output and
income, the loss of gold under the gold standard
would reduce the U.S, money supply. That would in-
crease interest rates, retard borrowing and spending,
and produce further declines in output and income.

Collapse of the Gold Standard The gold
standard collapsed under the weight of the world-
wide Depression of the 1930s. As domestic output
and employment fell worldwide, the restoration of
prosperity became the primary goal of afflicted na-
tions. They responded by enacting protectionist
measures to reduce imports. The idea was to get
their economies moving again by promoting con-
sumption of domestically produced goods. To make
their exports less expensive abroad, many nations re-
defined their currencies at lower levels in terms of
gold. For example, a country that had previously de-
fined the value of its currency at 1 unit = 25 ounces
of gold might redefine it as 1 unit = 10 ounces of
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gold. Such redefining is an example of devaluation—
a deliberate action by government to reduce the in-
ternational value of its currency. A series of such de-
valuations in the 1930s meant that exchange rates
were no longer fixed. That violated 2 major tenet of
the gold standard, and the system broke down.

The Bretfon Woods System

The Great Depression and the Second World War
left world trade and the world monetary system in
shambles. To lay the groundwork for a new interna-
tional monetary system, in 1944 major nations held
an international conference ar Bretton Woods, New
Hampshire. The conference produced a commit-
ment to a modified fixed-exchange-rate system called
an adjustable-peg systean, or, simply, the Bretton
Woods system. The new system sought to capture
the advantages of the old gold standard (fixed
exchange rate) while avoiding its disadvantages
(painful domestic macroeconomic adjustments).
Furthermore, the conference created the
International Monetary Fund (IMF) to make the
new exchange-rate system feasible and workable. The
new international monetary system managed through
the IMF prevailed with modifications until 1971,
(‘The IMF sdll plays a basic role in international fi-
nanee; in recent years it has performed a major role
in providing loans to developing countries, nations
experiencing financial crises, and nations ma king the
transition from communism to capitalism.)

IMF and Pegged Exchange Rates ow did
the adjustable-peg system of exchange rates work?
First, as with the gold standard, each TMF member
had to define its currency in terms of gold (or dol-
lars), thus establishing rates of exchange between its
currency and the currencies of all other members. In
addition, each nation was obligated to keep its ex-
change rate stable with respect to every other cur-
rency. To do so, nations would have to use their of-
ficial currency reserves to intervene in foreign
exchange markets.

Assume again that the U.S. dollar and the British
pound were “pegged” to each other at $2 = £1. And
suppose again that the demand for pounds tem-
porarily increases so that a shortage of pounds oc-
curs in the United States (the United States has a
balance-of-payments deficit). How can the United
States keep its pledge to maintain a $2 = £1 ex-
change rate when the new equilibrium rate is, say,
$3 = £17 As we noted previously, the United States
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can supply additional pounds to the exchange mar-

ket, increasing the supply of pounds such that the

equilibrium exchange rate falls back to $2 = £1.
Under the Bretton Woods system there were
three main sources of the needed pounds:

m  Official reserves The United States might cur-
rently possess pounds in its official reserves as
the result of past actions against a payments
surplus.

w  Gold sales 'The U.S. government might sell

some of its gold to Britain for pounds. "The pro-
ceeds would then be offered in the exchange
market to augment the supply of pounds.
IMF borrowing 'T'he needed pounds might be
borrowed from the IME. Nations participating
in the Bretton Woods system were required to
make contributions to the IMF based on the size
of their national income, population, and vol-
ume of trade. 1f necessary, the United States
could borrow pounds on 2 short-term basis from
the IMF by supplying its own currency as
collateral.

Fundamental Imbalances: Adjusting the
Peg The Bretton Woods system recognized that
from time to time a nation may be confronted with
persistent and sizable balance-of-payments problems
that cannot be corrected through the means listed
above. In such cases, the nation would eventually
run out of official reserves and be unable to main-
tain its fixed-exchange-rate systein. The Bretton
Woods remedy was correction by devaluation, that
is, by an “orderly” reduction of the nation’s pegged
exchange rate. Also, the IMF allowed each member
nation to alter the value of its currency by 10 per-
cent, on its own, to correct a so-called fundamental
(persistent and continuing) balance-of-payments
deficit. Larger exchange-rate changes required the
permission of the Fund’s board of directors.

By requiring approval of significant ratc changes,
the Fund guarded against arbitrary and competitive
currency devaluations by nations seeking only to

boost output in their own countries at the expense of

other countries. In our example, devaluation of the
dollar would increase U.S. exports and lower U.S.
imports, correcting its persistent payments deficit.

Demise of the Bretfton Woods System
Under this adjustable-peg system, nations came to
accept gold and the dollar as international reserves.
The acceptability of gold as an international medium
of exchange derived from its earlier use under the
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gold standard. Other nations accepted the dollar as
international money because the United States had
sccumulated large quantities of gold, and between
1934 and 1971 it maintained policy of buying gold
from, and selling gold to, foreign governments at a
fixed price of $35 per ounce. The dollar was con-
vertible into gold on demand, so the dollar came to
be regarded as a substitute for gold, or “as good as
gold.” And since the discovery of new gold was lim-
ited, the growing volume of dollars helped provide a
medium of exchange for the expanding world trade.

But a major problem arose. The United States
had persistent payments deficits throughout the
19505 and 1960s. Those deficits were financed in
part by U.S. gold reserves but mostly by payment of
U.S. dollars. As the amount of dollars held by for-
eigners soared and the U.S. gold reserves dwindled,
other nations began to question whether the dollar
was really “as good as gold.” The ability of the United
States to continue to convert dollars into gold at $35
per ounce became increasingly doubtful, as did the
role of dollars as international monetary reserves.
Thus the dilemma was: To maintain the dollar as a
reserve medium, the U.S. payments deficit had to be
climinated. But elimination of the payments deficit
would remove the source of additional dollar re-
serves and thus limit the growth of international
trade and finance.

The problem culminated in 1971 when the
United States ended its 37-year-old policy ol ex-
changing gold for dollars at $35 per ounce. It sev-
ered the link between gold and the international
value of the dollar, thereby “floating” the dollar and
letting market forces determine its value. The float-
ing of the dollar withdrew U.S. support from the
Bretton Woods system of fixed exchange rates and,
in effect, ended the system.

The Current fJ/sfem:
The Managed Float

The current international exchange-rate systcm
(197 1—present) is an “almost” flexible system called
managed floating exchange rates. Exchange rates
among major currencies are frec to float to their
equilibrium market levels, but nations occasionally
use currency interventions in the foreign exchange
market to stabilize or alter market exchange rates.
Normally, the major trading nations allow their
exchange rates to float up or down to equilibrium
levels based on supply and demand in the foreign
exchange market. They recognize that changing
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economic conditions AMong nations require contin-
uing changes in cquilibrium exchange rates to avoid
persistent payments deficits or surpluses, They rely
on freely operating foreign exchange markets to ac-
complish the necessary adjustments, The result has
been considerably more volatile exchange rates than
those during the Bretton Woods era.

But nations also recognize that certain trends in
the movement of equilibrium exchange rates may be
at odds with national or international objectives. On
occasion, nations therefore intervene in the foreign
exchange market by buying or selling large amounts
of specific currencies. This way, they can “manage”
or stabilize exchange rates by influencing currency
demand and supply.

For example, in 1987 the Group of Seven in-
dustrial nations (G-7 nations)—the United States,
Germany, Japan, Britain, France, Italy, and Canada—
agreed to stabilize the value of the dollar. During the
previous 2 years the dollar had declined rapidly be-
cause of large U.S, trade deficits, Although the U.S,
trade deficits remained sizable, the G-7 nations con-
cluded that further dollar depreciation might disrupt
economic growth in member nations (other than the
United States). The G-7 nations therefore purchased
large amounts of dollars to boost the dollars value.
Since 1987 the G-7 nations (now G-8 with the ad-
dition of Russia) have periodically intervened in for-
eign exchange markets to stabilize currency values.

In 2000, the United States and the Furopean
nations sold dollars and bought euros in an effort to
stabilize the falling value of the euro relative to the
dollar. In the previous year the curo (€) had depre-
ciated from $§1 = €1.17 1o $1 = €87

The current exchange-rate system is thus an “a]-
most” flexible exchange-rate system. The “almost”
refers mainly to the periodic currency interventions
by governments; it also refers to the fact that the ac-
tual system is more complicated than described.
While the major currencies such as dollars, curos,
pounds, and yen fluctuate in response to changing
supply and demand, some developing nations peg
their currencies to the dollar and allow their curren-
cies to fluctuate with it against other currencies.
Also, some nations peg the value of their currencies
to a “basket” or group of other currencies,

How well has the managed float worked? It has
both proponents and critics,

In Support of the Managed Float  pro.
ponents of the managed-float system argue that is
has functioned far better than many experts antici-
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pated. Skeptics had predicted that fluctuating ex-
change rates would reduce world trade and finance.
But in real terms world trade under the managed
float has grown tremendously over the past several
decades. Moreover, as supporters are quick to point
Out, currency crises such as those in Mexico and
southeast Asia in the last half of the 19905 were not
the result of the floating-exchange-rate system itself.
Rather, the abrupt currency devaluations and depre-
ciations resulted from internal problems in those na-
tions, in conjunction with the nations’ tendency to
peg their currencies to the dollar or to a basket of
currencies. In some cases, flexible exchange rates
would have made these adjustments f:

Proponents also point out that the managed float
has weathered severe economic turbulence that
might have caused a fixed-rate system to break down,
Such events as extraordinary oil price increases in
19731974 and again in [981-1983, inflationary
recessions in several nations in the mid-1970s, ma-
jor national recessions in the carly 1980s, and large
U.S. budget deficits in the 1980s and the first half of
the 1990s all caused substantial imbalances in inter-
national trade and finance. Flexible rates enabled the
system to adjust to those events, whereas the same
cvents would have put unbearable pressures on a
fixed-rate system.

ar more gradual.

Concerns with the Managed Float There is
still much sentiment in favor of greater exchange-
rate stability. Those favoring more stable exchange
rates see problems with the current system. They ar-
gue that the excessive volatility of exchange rates un-
der the managed float threatens the prosperity of
cconomics that rely heavily on exports. Several fi-
nancial crises in individual nations (for example,
Mexico, South Korea, Indonesia, Thailand, Russia,
and Brazil) have resulted from abrupt changes in ex-
change rates. These crises have led to massive
“bailouts” of those economies via IMF loans. The
IMFE bailouts, in turn, may encourage nations to un-
dertake risky and Inappropriate economic policies
since they know that, if need be, the IMF will come
to the rescue. Morcover, some exchange-rate volatil-
ity has occurred even when underlying economie
and financial conditions were relatively stable, sug-
gesting that speculation plays too large a role in de-
termining exchange rates.

Perhaps more impurt;ml‘]y, assert the critics, the
managed float has not eliminated trade imbalances,
as flexible rates are supposed to do. Thus, the United
States has run persistent trade deficits for many years,
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while Japan has run persistent surpluses. Changes in
exchange rates between dollars and yen have not yct
corrected these imbalances, as 1s supposed to be the
case under flexible exchange rates.

Skeptics say the managed float is basically a
“ponsystem”; the guidelines concerning what each
nation may or may not do with its cxclmngc rates are
not specific enough to keep the system working in
the long run. Nations inevitably will be tempted to
intervene in the foreign exchange market, not merely
o smooth out short-term fluctuations in exchange
rates but to prop up their currency if it is chronically
weak or to manipulate the exchange rate to achieve
domestic stabilization goals.

So what are we to conclude? Flexible exchange
rates have not worked perfectly, but they have not
failed miserably. Thus far they have survived, and no
doubt have eased, several major shocks to the inter-
national trading system. Meanwhile, the “managed”
part of the float has given nations some sense of con-
trol over their collective economic destinies. On bal-
ance, most economists favor continuation of the pres-
ent system of “almost” flexible exchange rates.

QUICK REVIEW 38.3

Under the gold standard (1879-1934), nations
fixed exchange rates by valuing their currencies in
terms of gold, by tying their stocks of money to gold,
and by allowing gold to flow between nations when
balance-of-payments deficits and surpluses oceurred.

The Bretton Woods exchange-rate system
(1944-1971) fixed or pcggcd exchange rates but
permitted orderly adjustments of the pegs under
special circumstances.

The managed floating system of exchange rates
(197 1 —present) relics on foreign exchange markets to
establish equilibrium exchange rates. The system
permits nations to buy and sell foreign currency to
stabilize short-term changes in exchange rates or to
correct exchange-rate imbalances that are negatively
affecting the world economy.

I Recent U.S. Trade Deficits

Figure 38.3 reveals that U.S. trade and current ac-
count deficits over the past several years were large
and persistent. For example, the trade deficit on
goods for 2000 was $450 billion. That year, the trade
deficit on goods and services was $369 billion, and
the current account deficit was $435 billion.
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Recent U.S. trade deficits. 1.5, irade deficits in
la] “‘goods| and “goods and sarvices” and (b) the curen
account recenlly have been very large.
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Causes of the Trade Deficits

There are several reasons for thesc persistent trade
deficits, First, since 1992 the U.S. cconomy has
grown more rapidly than the cconomies of several
major trading nations. This growth of income has
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boosted U.S. purchases of foreign goods (U.S. im-
ports). In contrast, Japan, some European nations,
and Canada have suffered either recession or slower
income growth during this period. Thus, their pur-
chases of U.S. goods (U.S. exports) have not kept
pace with the rise of U.S. imports. Persistent U.S.
trade imbalances with Japan are particularly
noteworthy.

Second, a declining saving rate in the United
States has contributed to U.S, trade deficits. The
saving rate (saving/total income) in the United States
has declined at the same time that the investment
rate (investment/total income) has remained stable
or even increased. The gap has been met through
foreign purchases of U.S. real and financial assets,
creating a large capital account surplus. Because for-
eigners are financing more of U.S. investment, U.S.
citizens are able to save less and consume more, in-
cluding consumption of imported goods. That is,
the capital account surplus may partly cause the trade
deficit, not simply result from it.

Implications of U.S. Trade Deficits

There is disagreement on whether the large trade
deficits should concern the United States. Most
economists see both benefits and costs to trade
deficits.

Increased Current Consumption At the time
a trade deficit or a current account deficit is occur-
ring, American consumers benefit. A trade deficit
means that the United States is receiving more goods
and services as imports from abroad than it is send-
ing out as exports. ‘Taken alone, a trade deficit allows
the United States to consume outside its production
possibilitics curve. It augments the domestic stan-
dard of living. But there is a catch: The gain in
present consumption may come at the expense of
reduced future consumption.

International Economics and the World Economy

Increased U.S. Indebtedness A trade deficit
is considered “unfavorable” hecause it must be fi-
nanced by borrowing from the rest of the world,
selling off assets, or dipping into foreign currency
reserves. Recall that current account deficits are fi-
nanced primarily by net inpayments of foreign cur-
rencies to the United States. When U.S, exports are
msufficient to finance U.S. imports, the United
States increases both its debt to people abroad and
the value of foreign claims against asscts in the
United States. Financing of the U.S. trade deficit
has resulted in a larger foreign accumulation of
claims against U.S. financial and real assets than the
U.S. claim against foreign assets. ‘loday, the United
States is the world’s largest debtor nation. In 1999,
foreigners owned $1.5 billion more of U.S, assets
(corporations, land, stocks, bonds, loan notes) than
the United States owned in foreign assets.

If the United States wants to regain ownership
of these domestic assets, at some future time it will
have to export more than it imports. At that time,
domestic consumption will be lower hecause the
United States will need to send more of its output
abroad than it receives as imports. Therefore, the
current consumption gains delivered by U.S. current
account deficits may mean permanent debr, perma-
nent foreign ownership, or large sacrifices of future
consumption,

We say “may mean” above because the foreign
lending to U.S. firms and forcign investment in the
United States increases the U.S. capital stock. U.S.
production capacity therefore might increase more
rapidly than otherwise because of a large surplus on
the capital account. Faster increases in production
capacity and real GDP enhance the economy’s abil-
ity to service foreign debt and buy back real capital,
if that is desired.

In short, U.S. trade deficits are a mixed blessing.
Their long-term impacts are largely unknown.
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Speculation in Currency
Markets

Are Speculators a Negative or a Positive Influence
in Currency Markets and International Trade?

Most people buy foreign currency 1o facilitate the purchase of
goads or services from another country. A U.S. importer buys
Japanese yen 1o purchase Japanese auios. A Hong Kong financial
investor purchases Australian
dollars ta invest in the
Australian stock marker. But
there is another group of par-
ficipants in the currency mar-
ket—speculators—that buys
and sells foreign currencies
in the hope of reselling or re-
buying them later at a profit.

Contributing to Exchange-
Rate Fluctuations Specu:
[ators were much in the news
in late 1997 and 1998
when they were widely ac
cused of driving down the
values of the South Korean
won, Thailand baht, Me-
laysian ringgit, and Indonesian rupiah, The value of these curren-
cies fell by as much as 50 percent within 1 month, and specula-
tors undoubtedly contributed to the swifiness of those declines. The
expectation of currency depreciation (or appreciation) can be self
fulfilling. If speculators, for example, expect the Indonesian rupiah
o be devalued or 1o depreciate, they quickly sell rupiah and buy
currencies that they think will increase in relative value. The sharp
increase in the supply of rupiah indeed reduces its value; this re-
duction then may frigger futther selling of wpiah in expeciation of
further declines in its value.

But changed economic realilies, nol speculation, are normally
the underlying causes of changes in currency values. That was
largely the case with the sautheast Asian couniries in which actual
and threatened bankwpicies in the financial and manufacturing
seciors undermined confidence in the strength of the currencies
Anticipating the eventual declines in currency values, speculators
simply hastened those declines. That is, the declines in value prob-
ably would have occurred with or without speculators.

Moreover, an a daily basis, speculation clearly has positive
elfects in foreign exchange markels.

Smoothing Out Short-Term Fluctuations in Currency Prices
When temporarily weak demand or strang supply reduces a cur
rency’s value, speculators quickly buy the curency, adding to its
demand and strengthening its value. When temporarily strong de-
mand or weak supply increases a currency’s value, speculatars sell
the currency. That selling increases ihe supply of the currency and

reduces its value. In this way speculators smooth out supply and
demand, and thus exchange rates, over short time periods. This
daytoday exchongerate stabilization aids international trade,

Absorbing Risk Speculators also absorb risk that others do not
want 1o bear. Because of potential adverse changes in exchange
rates, intermational fransactions are rskier than domestic fransac-
tions. Suppose Anylime, a hypothetical retailer, signs a contract
with @ Swiss mandfacturer to buy 10,000 Swaich watches to be
delivered in 3 fonths. The stipulated price is 75 Swiss francs per
waich, which i déllars is $50 per watch of the present exchange
e of, say, $1 = 1.5 francs. AnyTime’s total bill for the 10,000
waiches will bé $500,000 (= 750,000 francs).

But if thel Swiss franc were to appreciate, say, to 51 =1
franc, the dollar {rice per watch would rise from $50 to $75
and AnyTime would owe $750,000 for the watches (=

i 750,000 francs). AnyTime
may reduce the risk of such
an unfavorable exchange-
rate fluctuation by hedging
in the futures market.
Hedging is an action by a
buyer or a seller to profect

against a change in future
prices. The futures markel is
a market in which curren-
cies are bought and sold at
prices fixed now, for deliv
ery at a specilied date in
the future.

AnyTime can purchase
the needed 750,000 fiancs
at the current $1 = 1.5

I francs exchange rate, but
with delivery/in 3 months when the Swiss walches are delivered.
And here 1s where speculators come in. For a price determined in
the futures nﬁ:rket, they agree to deliver the 750,000 francs to
AnyTime in 3 months af the $1 = 1.5 francs exchange rate, re-
gardless of the exchange rate then. The speculalors need not own
francs when the agreement is made. If the Swiss franc depreciates
o, say, $1 & 2 francs in this period, the speculators profit. They
can buy the 750,000 francs stipulated in the contract for
$375,000, |pocketing the difference between that amount and the
$500,000 AnyTime has agreed fo pay for the 750,000 francs.
If the Swiss franc appreciates, the speculators, but not AnyTime,
suffer a loss

The amount AnyTime must pay for this “exchange-rale insur
ance” will depend on how the market views the likelihood of the
fanc deprecialing, appreciating, or staying constant over the 3-
month periad. As in all compsfitive markes, supply and demand
determine the price of the fulures contiact

The fulures market thus eliminates much of the exchangerate
risk GssociaTed with buying foreign goods for future delivery. Without
it, AnyTime| might have decided against importing Swiss walches.
But the fulutes market and currency speculators greatly increase the
likelihood that the transaction will accur. Operating thiough the fu-
tures markal, speculation promotes international trade.

In shaitt, although speculators in currency markets occasionally
confribufe fo swings in exchange rates, on @ daytoday basis they

play a pogitive role in cunency markets.
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SUMMARY

1. U.S. exports create a foreign demand for dollars and
make a supply of foreign cxchange available to the
United States. Conversely, U.S. imports create a

demand for foreign exchange and make a supply of

dollars available to foreigners. Generally, a nation’s
exports carn the foreign currencies needed to pay for
its imports.

2. "The balance of payments records all international
trade and financial transactions taking place between
a given nation and the rest of the world. The balance
on goods and services (the trade balance) compares
exports and imports of both goods and services. The
current account balance includes not only goods and
services transactions but also net investment income
and net transfers.

3. Adeficit in the current account may be offset by a
surplus in the capital account. Conversely, a surplus
in the current account may be offset by a deficit in the
capital account. A balance-of-payments deficit occurs
when the sum of the current and capital accounts is
negative. Such a deficit is financed with official re-
serves. A balance-of-payments surplus occurs when
the sum of the current and capital accounts is posi-
tive. A payments surplus results in an increase in
official reserves. The desirability of a balance-of-
payments deficic or surplus depends on its size and its
persistence.,

4. Flexible or floating exchange rates between interna-

tional currencies are determined by the demand for

and supply of those currencies. Under flexible rates a

currency will depreciate or appreciate as a result of

changes in tastes, relative income changes, relative
price changes, relative changes in real interest rates,
and speculation,

5. The maintenance of fixed exchange rates requires ad-
cquate reserves to accommadate periodic payments
deficits, If reserves are inadequate, nations must

10.

invoke protectionist trade policics, engage in exchange
controls, or endure undesirable domestic macroeco-
nomic adjustments.

The gold standard, a fixed-rate system, provided
exchange-rate stability until it disintegration during
the 1930s. Under this system, gold flows between
nations precipitated sometimes painful changes in
price, income, and employment levels in bringing
about international equilibrium.

Under the Bretton Woods system, exchange rates
were pegged to one another and were stable.
Participating nations were obligated to maintain thesc
rates by using stabilization funds, gold, or leans from
the IME. Persistent or “fundamental” payments
deficits could be resolved by IMF-sanctioned cur-
rency devaluations,

Since 1971 the world’s major nations have used a Sys-
tem of managed floating exchange rates. Market forces
generally set rates, although governments intervene
with varying frequency to alter their exchange rates.
Over the past several years the United States experi-
enced large trade deficits. Causes include (a) faster
growth of income in the United States than in some
European nations, Canada, and Japan, resulting in
expanding U.S. imports, and (h) a declining U.S, sav-
ing rate, which has produced a large capital account
surplus and has freed U.S. income for spending on
imports.

s in

U.S. trade deficits have produced current iner
the living standards of U.S. consumers, The accom-
panying surpluses on the capital account have
inereased ULS. debt to the rest of the world and in-
creased foreign ownership of assets in the United
States. This greater foreign invesument in the United
States, however, has undoubtedly increased U.S. pro-
duction possibilities,

balance of payments

current account

balance on goods and
services

trade deficit

trade surplus

balance on current
account
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STUDY

Exchange Rates, the Balance of Payments, and Trade Deficits

7

QUESTIONS

Explain how a U.S. automobile importer might fi-
nance a shipment of Toyotas from Japan. Trace the
steps as to how a U.S. export of machinery to Italy
might be financed. Explain: “U.S. exports carn sup-
plies of foreign currencies that Americans can use to
finance imports.”

Key Question Indicate whether cach of the follow-

ing creates a demand for or a supply of European cu-

ros in foreign exchange markets:

a. A U.S. airline firm purchases several Airbus
planes assembled in France.

b A German automobile firm decides to build an
assembly plant in South Carolina.

c. A US, college student decides to spend a year
studying at the Sorbonne in Paris,

d. An Italian manufacturer ships machinery from
one ltalian port to another on a Liberian
freighter,

e.  The U.S. cconomy grows faster than the French

cconomy,

£ AUS. government bond held by a Spanish citi-

zen matures, and the loan amount is paid back to
that person,
g Itis widely believed that the curo will depreciate
in the near future.
Key Question Alpha’s balance-of-payments data for
2001 are shown below. All figures are in billions of
dollars. What are (#) the balance of trade, (0) the bal-
ance on goods and services, (¢) the balance on current
account, and (d) the balance on capital account? Does
Alpha have a balance-of-payments deficit or surplus?
Explain.

Goods exports + $40 MNet tansfers +$10
Goods imporls = 30 Foreign purchases
Service exporls + 15 ot assets in the

Service imporls 10 United States + 10
MNet investment income  — 5 LS. pure hases of

assels abroad - 40

Citficial reserves + 10

4.

“A rise in the dollar price of yen necessarily means a
fall in the yen price of dollars.” Do you agree?
Nlustrate and elaborate: “The critical thing about
exchange rates is that they provide a direct link he-
tween the prices of goods and services produced in all
trading nations of the world.” Explain the purchas-
ing-power-parity theory of exchange rates,

Suppose that a Swiss watchmaker imports watch com-
ponents from Sweden and exports watches to the
United States. Also suppose the dollar depreciates,

and the Swedish krona appreciates, relative to the

Swiss franc. Speculate as to how cach would hurt the

Swiss watchmaker.

Key Question Lxplain why the U.S. demand for

Mexican pesos is downward-sloping and the supply of

pesos to Americans is upward-sloping. Assuming a

system of flexible exchange rates between Mexico and

the United States, indicate whether each of the fol-

lowing would cause the Mexican peso to appreciate or

depreciate:

. The United States unilaterally reduces taritfs on
Mexican products.

b, Mexico encounters severe inflation.

¢, Deteriorating political relations reduce American
tourism in Mexico.

d.'The U.S. economy moves into a severe reces-
sion.

. 'The United States engages in a high-interest-
rate II]()HCU“"\{ ])(J“C}".

f- Mexican products become more fashionable to

U.S. consumers.

g The Mexican government encourages U.S. firms
to invest in Mexican oil fields.

b 'The rate of productivity growth in the United
States diminishes sharply.

Explain why you agree or disagree with the following

statements:

a. A country that grows faster than its major trad-
ing partners can expect the international value of
its currency to depreciate.

b A nation whose interest rate is rising more rapidly
than interest rates in other nations can expect
the international value of its currency to appre-
clate.

¢ A country’s currency will appreciate if its infla-
tion rate is less than that of the rest of the world.

“Exports pay for imports. Yet in 2000 the nations of

the world exported about $369 billion more worth of

goods and services to the United States than they im-

ported from the United States.” Resolve the apparent

inconsistency of these two statements,

Key Question Diagram a market in which the equi-

librium dollar price of 1 unit of fictitious currency zee

(Z) is $5 (the exchange rate is $5 = Z1). Then show

on your diagram a decline in the demand for zce.

a.  Referring to your diagram, discuss the adjust-
ment options the United States would have in
maintaining the exchange rate at $5 = 21 under
a fixed-exchange-rate system.

. How would the U.S. balance-of-payments sur-
plus that is created (by the decline in demand)
get resolved under a system of flexible exchange
rates?
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10. Compare and contrast the Bretton Woods system of

11.

12.
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exchange rates with that of the gold standard. What
caused the collapse of the gold standard? What caused
the demise of the Bretton Woods system?

Describe what is meant by the term “managed float.”
Did the managed-float system precede or follow the
adjustable-peg system? Explain.

What have been the major causes of the large U.S.
trade deficits since 19927 What are the major bene-
fits and costs associated with trade deficits? Explain:
“A trade deficit means that a nation is receiving more
goods and services from abroad than it is sending
abroad.” How can that be called “unfavorable”?
(Last Word) Suppose Winter Sports—a hypotheti-
cal French retailer of snowboards—wants to order
5000 snowboards made in the United States. The
price per board is $200, the present exchange rate is
1 curo = $1, and payment is due in dollars when the
boards are delivered in 3 months. Use a numerical ex-
ample to explain why exchange-rate risk might make
the French retailer hesitant to place the order. How
might speculators absorb some of Winter Sports’ risk?

14,

International Fconomics and the World Economy

Web-Based Question: The U.S. balance on goods
and services—uwhat are the latest fignres? The U.S.
Census Burcau reports the latest data on U.S. trade
in goods and services at its website www.census.gov/
indicator/www/ustrade.html. Over the past month,
has the trade balance in goods and services improved
(that is, yvielded a smaller deficit or a larger surplus)
or deteriorated? Is the relative trade strength of the
United States compared to the rest of the world in

goods or in services? Which product groups had the
largest increases in exports? Which had the largest
increases in imports?

Web-Based Question: The yen-dollar exchange
rate The Federal Reserve Board of Governors pro-
vides exchange rates for various currencies for the last

decade at www.federalreserve.gov/releases (Foreign
ange Rates; Historical Data). Has the dollar ap-
preciated, depreciated, or remained constant relative
to the Canadian dollar, the Furopean curo, the

Japanese yen, the Swedish krona, and the Swiss franc
over the past § years?



