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GETTING RID OF THE TRADE DEFICIT:
A CHEAPER DOLLAR IS NOT ENOUGH

by Jeff Faux

For the past three years the Admnistration's answer to the
conpl ex problem of the U S. trade deficit has been currency

devaluation -- lowering the value of the dollar against the

currencies of our trading partners. The assunption is that
increases in the dollar's exchange rate after 1981 caused inports
to expand and exports to drop: therefore, bringing the dollar
back to pre-1981 levels will automatically restore our trade
bal ance. Reliance on this theory is inplicit in the argunment of
t hose who oppose nore direct and assertive U S. trade policies.
Yet, since 1985, the drop in the exchange value of the US.
dol | ar has yielded only a nodest shrinkage of the gap between our
inports and exports. Indeed, 1987 as a whole posted a record
U S. trade deficit of $171.2 billion, up $15 billion from 1986
V¢ can expect sone inprovement. The nonthly deficit nunbers
in nomnal dollars have declined after the record high of October
1987. And in terns of volune, the nmerchandi se trade deficit
seemst 0 have peaked in the third quarter of 1986. But even
under very optimstic assunptions it will be years before the
mer chandi se deficit disappears, and even |onger before we achieve

a turnaround in our rapidly accunulating international debt.



ars

Billions of Doll

Figure 1 illustrates the effect of a steady $25 billion per
year inprovenent in the nmerchandi se trade bal ance on both the
current account (which includes services and rem ttances) and the

net U S. debt to foreigners. |t shows that, even with such an

optimstic assunption on trade, it wll be 1996 or 1997 before

our net foreign debt ceases to grow. At that point we would owe

well over a trillion dollars, with interest paynents to
foreigners likely to be even |larger than the conservative $60
billion per year assuned in the projections. (See Appendi x

Tabl e)

Figure 1
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Had the dollar pnot fallen since early 1985 our financi al
position now would undoubtedly be nuch worse. But, as we enter
the fourth year of currency devaluation, it should be clear to
all serious observers that this policy does not have the capacity
to haul us out of the deficit hole into which we have fallen
| ndeed, |ogic and experience suggest that continuing to trust in
the power of this single "silver bullet" to elimnate the trade
deficit will result in:

-- lower real incone for Anericans;

-- a larger foreign debt burden

-- an increasing threat of recession

-- a mssed opportunity to curb other nations' restrictive

trade practices.

The inplication for policy is not that the United States
should artificially stop the dollar from falling further. jt s

t hat we shoul d now supplement our policy arsenal W th common-

sense trade management and competitiveness Stratesies which can

help shrink the trade deficit bv _neans other than |owering

American | iVvina standards.




FALLI NG DOLLARS, FALLING DEFICITS, AND FALLI NG | NCOVES

There is, theoretically, some exchange val ue of the dollar
that is low enough to elimnate the trade deficit all by itself.
Atthat level, U S exports would become so cheap and inports so
expensive that we could hardly avoid selling nore to the rest of
the world then we buy fromit. W do not know what that |eve
is. But given the resistance of the trade deficit to the |ower
dollar thus far, we know that in order to do the job alone the
dollar will have to fall nuch further. The result would be a
maj or relative decline in U S wages and incomes. In other
words, we would elimnate our trade deficit by becom ng a low-
wage producer.

Contrary to one wi despread m sconception, we cannot escape
t he negative consequences of a |ower dollar just by reducing our

fiscal deficit. There are two nechani sns through which a | ower

fiscal deficit can translate into a |lower trade deficit. One
works by lowering the dollar: |ess deficit financing reduces
government demands on avail abl e savings whi ch reduces pressure on
i nterest rates. This, in turn, reduces foreign, demand for
dollars to invest here, reducing the dollar's value and making

U S. exports cheaper and inports nore expensive.

The ot her nechani sm works by cutting the fiscal deficit so
qui ckly and so deeply that it causes a recession, thereby
reducing inmports by reducing incones. In addition to the obvious
di sadvantage of recession, the possibility that the fragile world

financial system would collapse, turning recession into a



depression, makes this a particularly risky strategy for trade
deficit reduction.

Reducing the fiscal deficit is necessary to reduce our
reliance on foreign capital. And steady noderate-paced progress
toward shrinking that deficit should be a priority of economc
policy. But those who claimthat it is the path to a trade
bal ance should be forced to acknow edge its consequences:

|owerina the fiscal deficit can affect the trade deficit onlv

through reduction in real incones via a |ower dollar or via

recessi on. O _both.

VWHY THE TRADE DEFICIT 1S NOT DI SAPPEARI NG

The insensitivity of the trade deficit to the | ower dollar
suggests that the international narketplace js nuch nore conpl ex
than nost econom sts and policymakers assumed three years ago.
The assunption of symetry -- that the falling dollar would have
the mrror effect of a rising one and bring us safely back to the
equilibrium of a trade balance -- nisread the dynam c character
of the new global econony. Robert Kuttner suggests that, rather
than equilibrium the ruling condition in a nodern econony may be
"hysteresis", a term borrowed from physics meaning the failure of
an object to return to its previous position after a disturbance
has been removed.?!

Among the specific reasons for the trade deficit's failure

to drop with the dollar are:

First, the high dollar of the early ’8os, coupled wth the




vastly increased nmobility of capital and technol ogy, created new
and tougher conpetition for Anerican producers. These new
foreign conpetitors -- often nurtured by industrial policies of

t he home governnents -- have longer time horizons than the
typical Anmerican firm  They have been willing to absorb the

i mpact of the falling dollar by taking |ower profits in order to
hang on to their share of the U.S. market. In contrast, there is
evi dence that some U S. firms have not |owered export prices as
much as the dollar has fallen and are using this opportunity-to
fatten short-term earnings.?

Protected home markets have helped. For exanple, higher
profit margins fromthe expansion of donestic sales in Japan have
enabl ed that country's nultinationals to- offset |ower profit
margins here. At the sanme time, U S firnms seeking to take
advantage of the |ower dollar by reentering export markets have
once again come up against the formal and informal barriers
erected by the Japanese to protect and devel op hone-grown
I ndustries.

Figure 2 shows the difference between the potential increase
in non-fuel inport prices froma full "passthrough" of the | ower

val ue of the dollar and the actual increase since 1985.

Second, many of the world's raw materials, including oil,
are priced in dollars. And the nmajor surplus nations are major
inporters of raw materials. Thus, when the dollar falls, it
| owers the cost of raw materials for our conmercial rivals,

hel ping to offset the pressures to raise dollar prices of their



Figure 2

NON- FUEL COMMODI TY | MPORTS:
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manufactured products in the US.  For exanple, conpared with

1985, cost of Japanese oil inports -- yelative to what the U S
pays for its own inports in dollars -- has declined by sonme 40
percent, even as the world price of oil was al so declining
dramatically.3

Third, because of the need to maintain higher interest rates
inthe US. than in surplus countries (whose capital we nust
attract to finance our fiscal deficit), the cost of capital in
those nations remains below ours. This gives a further
conpetitive edge to their firns.

Fourth, depressed donestic production and high interest
rates restrained private capital investnent in the US. during

the 1980s. This restricted -- and in many cases shrank -- actua



capacity, making it nore difficult now for Anerican producers to
expand to take advantage of the lower dollar. [In a nunber of
product lines there are sinply no |l onger any U S. producers.

Fifth, although the dollar has fallen dramatically agai nst
the yen and the mark, it has not fallen very nuch agai nst
currencies of the new conpetitor nations in Asia and Latin
America. For exanple, Korea, Hong Kong, Singapore, Taiwan,
Mexi co, and Brazil have dranmatically expanded their exports to
the U S in the 1980s. Against the currencies of this group of
countries the value of the dollar actually jncreased by 6 percent
between the first quarter of 1985 and the fourth quarter of 1987,
having al ready risen some 30 percent between 1980 and 1985.
Wil e some Asian nations have finally begun to allow their
"pegged" dol | ar exchange rates to fall, Table 1 shows that the
dol l ar continues to rise sharply (and our trade deficit worsened
in 1987) against inportant Latin American currencies.4

Finally, the rise in the exchange rate of the dollar in the
early 1980s is sinmply not a satisfactory explanation for all of
the deterioration of the U S. balance of trade. The trade
deficit with Japan, for exanple, now represents 36 percent of the
total U S. trade inbalance. As Table 1 and Figure 3 show, the
dol | ar appreciation against the yen reached its high point in

1982 -- only 10 percent above the 1980 |evel. Between 1982 and

1987 the yen-dollar rati o dropped 42 percent. During the sane
period the U S. trade deficit with Japan rose from $17 billion to
$58 billion.



Table 1

EPI Trade- Wi ghted Value of the Dollar

[1980 = 100)

Aggr egat e OECD Canada Japan Other Latin Si x

I ndex: 38 Eur ope Asia  Anerica New y

Countri es* [ Real Indust.

Valuel*#* Countries***

1980 100.0 100.0 100.0 100.0 100.0 100.0 100.0
1981 107.1 123.4 102.5 97.3 107.8 95.4 99.4
1982 121.3 141.2 105.5 109.9 114.8 125.2 122.2
1983 128.5 158.8 105.4 104.7 122.5 137.7 135.0
1984 137. 4 180.2 110.8 104.8 131.4 142.6 131. 4
1985 144. 0 188.3 116.8 105.2 140.0 149.5 134.3
1986 131.1 149.1 118.8 74.3 142.1 165.2 146. 9
1987 121.2 128.6 113.4 63.8 135.5 170.5 140. 2
1985: 1 147.7 208.3 115.8 113.6 139.0 139.5 127.6
1985: 1V 116.4 122.2 112.1 59.9 132.2 162.2 135.1
Percent Change:
1985:1I-
1987: 1V -21.2 -41.3 - 3.1 -47.3 - 4.9 +16.2 + 5.9

%

* k%

The aggregate index is based on the value of the dollar wth respect
to the currencies of 38 countries, weighted by the bilateral trade

shares (exports plus inports) of each country with the US. in 1980.

Because severe inflation significantly distorts nom nal exchange
rates, the Latin American indices are corrected for relative price
change and thus represent *“real® val ues of the dollar.

Hong Kong, Taiwan, South Korea, Singapore, Mexico and Brazil



Billions of Dollars

Figure 3
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EXCHANGE RATE PROTECTI ONI SM

In the current debate, the shibboleth of "protectionism" has
been used to attack any proposal that contenplates restricting
access to the U S. market even as a nmeans of pressuring other
nations to lower their trade barriers. According to this
argunment, such policies hurt American consunmers by raising prices
of inports and they invite retaliation -- which could reduce
world trade and repeat the history of the Snoot-Hawl ey tariff of
t he 1930s.

This contention is a misstatenent of present reality and a

distortion of the historical record.
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For exanple, mssing in the discussion of trade policy has

been any recognition that the econom c effect of the current

alternative -- sole reliance on currency devaluation -- is even

NDr e "protectionist" than anything proposed in the Omibus trade

bills being considered in either House of Consress.

Harvard econom st Larry Summers recently observed: "A ten
percent decline in the dollar exchange rate is equivalent to a
ten percent tariff on all inported goods and a ten percent
subsidy for all exported goods."® |n this sense, the potentia

i npact of the falling exchange rate has already been | araer than

any tariff inposed by the United States in nodern tines. The

drop in the dollar's value so far, reflected by the EPl index, is
t he equivalent of an across-the-board tariff of 27 percent. By
conparison, the Snoot-Haw ey tariff of 1930 raised duties an
average of only 6 percent on the prices of inported products.®

As we have seen, the exchange rate tariff has not yet been
fully passed through to consuners. But if a lower dollar is to
affect the trade deficit, it nmust be passed through. If it is
not, the dollar nmust fall further.

Moreover, currency depreciation is a cruder and blunter
protectionist tool than either raising tariffs on specific goods
or bilateral trade negotiations. Currency depreciation hurts all
nations with whom we trade, not just those who are running |arge
surpluses against us. It forces the U S. to have the sane trade

policy toward inpoverished nations in Africa as it does toward

Japan and Germany. It is inflexible and therefore cannot be
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altered in exchange for opening up foreign markets. And it nakes
no distinction between inports that are necessities and those
that are |uxuries.

Like a tariff, [ower exchange rates are also subject to a
formof retaliation. |Indeed, many countries already peg their
nations' currencies to the dollar, thereby automatically
retaliating against our |ower exchange rate. FEcononic history is
replete with attenpts by countries (Geat Britain in the 1930s,
for exanple) to solve their trade problem by devaluation,. only to
have their trading partners respond by depreciating their own
currenci es.

Pl unging into a "currency war" in order to avoid the risk of
a trade war is hardly a promsing way to expand world trade. |t
may, in fact, add to the uncertainty facing private investors and
producers, and thereby be even nore destabilizing than formal
trade barriers. Currently, for exanple, the dollar is being
propped up by the willingness of the German and Japanese
governnents to finance the U S. deficit in order to keep an even
| ower dollar from undercutting their exports to the US. This
has added to the burden of international trade by forcing
exporters and inporters to guess what currency specul ators are
guessi ng about what governnents are guessing about what currency
specul ators are guessing, etc.

While ignoring the protectionist inplications of currency
depreciation, the present debate on trade policy seens obsessed

w th anal ogies to the Smoot-Hawl ey tariff and its alleged

12



contribution to the Depression. Such anal ogies do not withstand
scrutiny.

Snoot - Hawl ey was enacted when the U S. was running a
surplus, not a nassive deficit, as is now the case. Mpreover
Snmoot - Hawl ey coul d not have been the cause of the worl dw de
contraction of trade since inports into the United States had
al ready declined 24 percent fromthe first half of 1929 to the
first half of 1930. (Smoot - Hawl ey was enacted in June 1930.)
Ironically, in 1922, the Fordney-Mccumber Act inposed even |arger
increases in tariffs on U S inports than did Snoot-Haw ey, and
was followed by an expansion of world trade and prosperity.’

Moreover, there is at |east some evidence that the net
effect of Snoot-Hawl ey was actually positive, in counteracting
falling U S prices and in helping to stinmulate production. |pn a
recent working paper to the National Bureau of Econom ¢ Research
econom st Barry Ei chengreen concl uded: "Rather than worsening
the Great Depression by reducing foreign demands for U.S.
exports, the direct macroeconomc effect of the tariff is likely
to have been expansionary. This remains-true even when feedbacks
to the United States and foreign retaliation are analyzed."8

What ever the actual inpact Snpot-Hawl ey had in the 1930s,
the analogy with the current trade bills in either the Senate or
the House is false. Indeed, nmuch of the Omibus Trade Bill has
to do with overhauling the process of setting trade policy.
Provisions include: speeding up approval of trade agreements

defining violations of workers rights as unfair trade practices,
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and requiring the Administration to defend exchange rate policy.

An extremely inportant provision nmandates advance notice of plant
shutdowns and finances retraining and job placenent services for
di spl aced workers.

Buried in the bill there undoubtedly |urks sone special
treatment of specific commodities included to gather in the votes
necessary for passage in Congress. This has always been the
| egislative price of progress. The current collection of
"sweet eners" seens little different from for example, the-rTax
Reform Bill of 1986.

Yet that part of the House bill that has drawn fire as the
nost protectionist is not special interest log-rolling, but
rather the so-called Gephardt Anendnment, which inposes no
specific tariffs or quotas at all. It requires the
Adm nistration to negotiate with any country that has an

excessive trade surplus with the United States resulting from a

clear pattern of unfair trade practices. If, after 6 nonths,
negotiations fail, the President can use a variety of tools to
reduce the surplus by ten percent per year. The President also

has the power to decline to act if he decides that enforcing the
amendnent would not be in the national economc interest.

To argue that such a provision is "protectionist" nakes a
parody out of the notion of free trade. In fact, it denies the

U.S. the only practical leverage it has to gpen up the nmarkets of

its trading partners -- access to the U S. consuner.

As is usually the.case with legislative debate, the rhetoric
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("free trade"™ versus "protectionisni) hides the underlying
struggl e between those econom c interests who benefit from
inmports and those who benefit from expanded production in the

U S It also hides the political conflict between those in
governnent who have for decades bartered access to the U S.

market as aneans of furthering mlitary and di pl omatic goals and
those who believe that the U S. econony is the bedrock of

national security.

THE BI LATERAL OPTI ON

El ements in the trade bill have al so been criticized on the

grounds that they encourage bilateral, as opposed to
nultilateral, negotiation. Yet having a bilateral trade option
among our policy tools permts the U S to adjust its trade
strategy to the wde variety of trade regines that exist in the
real world. As Pat Choate and Juyne Linger have recently pointed
out, one can identify at least five quite different policies and
regul ati ons under which the nations of the world regulate their
trade.? Choate and Linger estimate that only one-quarter of the
worl d's trade occurs under that Angl o-Anerican systemwe call
"free trade." (Even this free trade systemis, of course,
studded with a variety of formal and informal tariffs, quotas and
subsi dies.)

A policy that cannot distinguish between trade with a "plan-
driven" market-oriented econony such as Japan's, a devel oping

m xed econony such as Mexico's, and a centrally planned econony
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such as the Soviet Union's is ill-equipped to steer a sensible
course through the new conpetitive world in which we find
oursel ves.

Bi l ateral negotiations have |ong been a major part of the
gl obal econony. The Reagan Administration itself has been in
continuous negotiations with our trading partners over a w de
variety of products regardl ess of whether these nations practice
free or managed trade. Decisions are often arbitrary and sudden
For exanple, because the "four tigers" of Asia -- South Korea,
Tai wan, Hong Kong, and Singapore -- had been letting their
currencies fall with the dollar, the Admnistration in |ate
January retaliated by renoving fromthemthe special benefits
given to developing nations. By setting out the criteria for
bilateral action, the trade bill could reduce sone of the
uncertainty and arbitrariness fromthe current process and give
foreign and donestic firms a nore stable environnent in which to
make their decisions.

Bi |l ateral approaches to trade negotiations have their
limtations. Ideally, we need a new set of global arrangenents
to take the place of the outnoded General Agreenent on Tariffs
and Trade (GATT) which can no | onger accommopdate the scope or
character of today's world trade in goods and services. But GATT
discussions will take years to resolve. Meanwhile, each nonth's
trade deficit adds billions nore to our foreign debt, nortgagi ng
our future and limting our international autonony.

Anot her argunment against legislative efforts to force down
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trading barriers is that restrictions on sales of American goods
overseas are only one cause of the trade deficit. Good point.
The trade deficit is a case of wdeath by a thousand cuts." The
fiscal deficit, |low productivity, obsolete nanagenent practices,
t he Anmerican obsession wth paper entrepreneurship, targeted
industrial policies of other nations, Third Wrld indebtedness,
lack of mnimal |abor and environnmental standards in the Third
Wrld, an inadequately trained U.S. |abor force, and the
unwi | I i ngness of our trading partners to grow faster-have'all
contributed. But the fact that one is bleeding from severa
wounds is hardly reason not to put a tourniquet on one of them

Nor should it be an excuse to avoid addressing the
f undanment al questions of productivity and innovation in Anerican
industry. Over the long haul we can avoid | ower incones and the
ot her negative consequences of a continually dropping dollar only
if we raise our levels of productivity. We will be in this new
era of international conpetition for as long into the future as
we can see. In order to keep up with the conpetition, nuch |ess
get ahead of it, we will need |arge and sustained private and
public investnents in critical economc inputs -- plant and
equi pment, education and training, public infrastructure, the
commerci alization of research and devel opnent -- as well as the
evolution of new partnerships between government, business,
| abor, and universities.

The stakes in this new global conpetition are high --

ultimately they involve our sovereignty and the industria
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foundation of our national security. So far we have ganbl ed that
we can win this protracted struggle with the cheap doll ar al one.
It is now obvious that we need to add a few nore policies to our

arsenal .

March 1988

EPI staff contributors:
Data: MIton Lower, Sharon Stout

Production: Linda Cornett, Theresa McGuire
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Appendi x Tabl e

The Foreign Debt and the US Current Account Bal ance
1980 - 1987, and Projection to 1997
[Billions of Dollars]

Mer chandi se Net Net Uni | at er al Bal ance U S. Net
Tr ade I ncone O her Transfers on | nvest nent
Bal ance on Servi ces Current Posi tion
For ei gn Tr ade Account End of Year
| nvest nent
[+ = credit
[+ = surplus 7 - = deficit] - = debt]
1980 - 25.5 +30.4 +4.6 - 7.6 + 1.9 + 106. 3
1981 - 28.0 +34.1 +8.2 - 7.5 + 6.9 + 141.1
1982 - 36.4 +28.7 +8.1 - 9.0 - 8.7 + 137.0
1983 - 67.1 +24.9 +5.4 - 9.5 - 46.2 + 89.6
1984 -112.5 +18.5 -0.8 12. 2 -107.0 + 3.6
1985 -122.1 +25.4 -4.3 15. 3 116.4 - 111.9
1986 -144.3 +20.8 -2.2 15.7 -141. 4 - 263.6
1987% -159.2 + 59 -1.2 12. 2 -166.7 - 430.3
Projection with Merchandise Deficit Assumed to Decline by $25B/Yr **
1988 -134 -18 0 -12 -164 - 594
1989 -109 -30 0 -12 -151 - 745
1990 - 84 - 37 0 -12 -133 - 878
1991 - 59 -44 0 -12 -115 - 993
1992 - 34 -50 0 -12 - 96 -1089
1993 - 9 -54 0 -12 - 75 -1164
1994 + 16 -58 0 -12 - 54 -1218
1995 + 41 -61 0 -12 - 32 -1250
1996 + 66 -63 0 -12 - 9 -1259
1997 + 91 -63 0 -12 + 16 -1243

Source: Bureau of Econom c Analysis, Department of Conmerce.
*  The 1987 merchandi se deficit (balance of paynments basis) is the
prelimnary BEA estimate. Other current account conponents in 1987 are
estimated fromBEA data for the first 3 quarters.

The merchandi se bal ance inproves by the assumed $25 billion per year

The net outflow of foreign investnent incone in 1988 is projected from
recent trends. Thereafter, net outflows of such incone are calcul ated as
5% of the net foreign debt-at the end of the preceding year. The debt
itself increases each year (to 1996) by the amount of the current account
deficit. Oher itens In the current account are assuned constant at the
i ndicated |evels.
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